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Introduction 
This textbook provid"s ao introduction to economics. 1t has 
beentailoredcxplidtlytocoverthcconTt·ntofthcCambridge 
lntcma11orulExaminatiorus~ifico.tionforASand Alcvc,I 

Economics, modulc by moduk n.., fexl providca the foundation 
for .studying Cambrid~ Economics, but you will no doubl wish 
tokeepuptod.m,byrefcrringtoadditionaltopk:IJ80Un:C!lol 

infomution about economic e,-.,nt.5. l1ti$ can be~ by tt':lding 
the ICflOW ~5pap•n. Yisiting lr:ey siies on the internet, and by 
readingsuchmaS3zine.sasfronom~RL.._'Ul'f.l,. 

TilC ca-c cocm,m of lhe text follows dosely the layou1 of 1he 
CambridgesyUabus. 

Thctcxtfcature.sUlcfollowing: 
• astatcmentoltheintcodedl.,amiogout<'OITICsforcadlchapt"r 
• clcarandcondsebutcomprehcosivecxplanationandanalysis 

ofc,conomic termsandconcep1:s 

• definiTionsolkcytc,nm 
• examples to show these cooa,-pu applied to real "..-:de! 

• cxerdlCS 10 provick acrr,,., engagement with cconcmic analysi,, 
• asel«tionofpa.ttcx:.miruuionq~. 

Assessment objectives 
lo common with oilier economics spccificJtions, Cambridge 
cconomics cmaLis five a5.'lf"s.sment ~ives. Candidau.·s will thus 

bcc:,;pcctedto: 
• Demonstrate knowledgc and under5tanding ol 1he sp«ificd 

• lnterprCI economic information pttffntcd in verbal, nwnerical 
or graphical form. 

• F.xp~inandaru,Jy..., __ . issues and argumml1, u5Ulg 

relevam ecooomk concepts, theoril:$ and infonMlion.. 
• Evaluate economic informalion., arguments. proposals and 

policics,takingintoconsider:i.tlonrekVlllltinformationand 

theory, and distinguishing facr,, from hypo1hetical S1at~t.1 
and value judgements. 

• Organisc,pre5Cmandcornmunicatee«>nomicideasand 
informed judgements in a d ear, logical and appropriate form. 

(Sec1heCambridgeEconomicssyllabusatM,w.cie.0'8·""·) 

Economics 
Economics i5 differem from many OffiC1' A Level subjects in than 
relativclyfewstudentswillha,..,srudlc,ditbeforeembarking 
on the AS cour5c. The tex1 th"" ~gins from the beginning. 

andprovidesathoroughfoundationinthe5Ubjectandits 
applications. By studying this book, you should develop an 
awareness ol the ==iSl's appro,u::h to issues and problems, 

andtheeconomist'swayofthinkingabout the world. 

RecentandhistoriC'JldataabouttheUKeconomyc-Jnbe 
found at the websi1e ol the Office for National Statistics (ONS) at: 
,,.,.,,.statistics.gw.uk. Abo helpful is the sited HM Treasury at: 

U.'U'Ul.bnJ,/r("(tS/l"',800.l,k. 

lhe Bank of England site is well worth a vis.it, cspcci:illy 
thelnflationRepor1andthe Minule!loitheMonctaryPolicy 

Conunittct": "·""'·"'"'~ms/a,.d.co.11k. 
lhe lnst ~ute for F1'Cll Srudie.t offers :m indepeodent view ol a 

range ol economk topics; ,mw.ift.0'8·"•· 
Forinforrnationaboutoihercoumrie,, ,vi5it thefollowing· 

• www.oecd.org 
• europa.eu 
• www.worldbank.org 
• www.undp.org 
lndwidualcountriesalso ha.,.,nationalstatiSlic,welMitesthaton 
provide useful data: 

Zimbabwe 

v.ww.st•tis1io.govJTI}l'porulf,rd 
php?IM,g-, 

cbs.gov."f' 

,,._.,tats.govt.ru 

,,.-.pb,.gov.pk 

Another way ol keeping up to cbte with economk ioples and 
c,..entsi5toreadEco,1omicRedew,armgazine$f>Cclficalty 

wrinc,n for A Level eoooomb siudents, publi5hed by Philip Allan 
Update,• 

How to study economics 
There are two crucial a5pect.s of studying economics. The first 
stage i• to study 1he lhcory, which helps us to explain economic 
~haviour, However, in studying AS and A2 cconomics It is 

equallyimportan11obeabletoapplythetheoriesandconcepu 
that YOI.I meet, and to see juSI how these rd:ue to the real 
WOl'ld 

If you are to become competent at this, it is vital that you get 

plenty of pr:,C'lice. In pan. this means carrying out the exctci5es 
that you will find in this text. H=·e,..,,.. it abo n>C2ns thinking 

:about how economics hdJ>6 us to explain news i1ems and data 
tha1appe:uinthenewsp:,pers andonthc televi$icnf.bkesure 
thatyoupr:octisc aismucha..youc:an 



Introduction 

lneconornics,itisalsoimportamto beabletoproduce 

examples of economic phenomena. In reading this te-xt, you 

will find some e xamples that help ro illuscrate ideas and 

conc.,pts. DonOl:relysolelyontheexamplesprovidedhere, 

buc look around the world to find your own examples, and 

keepanoteofthesereadyforuseinessaysandexams. This 

will hdp to convince, the examiners that you have under.stood 

economics. ltwillalsohelpyoutounderscandthetheories. 

Enjoy economics 
Most important of aU, I hope you will enjoy your siudy of 

economics. Jhavealwaysbeenfascinat..-dbythesubject, 
and hope that you wUJ capture something of th._.. excitement 

and challenge of learning about how market.s and the 

economy operate. Jalsowishyoueverysuca,sswithyour 
AS/A L<,vclsrudies. 

A new feature of the syllabus is Key concepis . These are the 

essentblide-as,theories.principlesormentaltoolsthathelp 

learners to develop a deep understanding of their subj" ct, and 

make links between different topics. An icon indicates where 
eachKeyconceptiscovered: 

4', sc-..rdty and choke 
The fundamental problem in economics is that resources are 
scarce and wants are unlimited, so there is always a choice 

requircdbetweencompctingusesfortheresources. 

e The margin :uul ch:mgc 
Decision-making by individuals. firms and governments is 
based on choices at the margin; that is. once behaviour has 

been optimised, any change will be detrimental as long as 
conditions remain the same. 

.! ::~~:u: ~><lm':.~: .. ~:: always ma.ing in to and out 

ofequmbrium,andcanbebothefficientandinefficientin 

differentwaysandoverdifferenttimepcriods. 

4'~~~~:l:•:::.,~;::~ fttcdom for firms and individuals 

in unregulated markets, andgreatersocialequalityandequity 
throughthega.ernmentttgulationofindividualsandmarkets. 



AS Level 
Part 1: Basic economic ideas and resource allocation 

1 Introducing economics 

Welcome to economics. Many of you opening this book will 
be meeting economics fof the first time, and you will want 
to know what /sin store for )t'.)Uasyou.setout to study the 
subject. This opening chapter sets the .si::ene by introdudng 
you to some key Ideas and /dentlfylnQ the scope of 
economic analysis. As you learn more of the wbject, )OU 

will find that economics Is a way of thinking that will 
broaden your per-spectlve on the world around you. 

ltis true in thcsen..-!hatall llOCk'liC5havcfi11iron'SOl1rct.'$, but 

p.-oplc have ,mlimllt>d r,n,1/J. A blg claim? Nol reall y. There is 

no country in the world in which all wants can be met, and this 

is d .-arlytrueat thegloballevel 
Talking about SC{,rdty in this sense is not the .same "" talking 

Learning outcomes '\ ~;:.:":i,=~~;~ ~:e: ::~ ~~ ~ .. -
Thischa pter wl ll lntroduce youto: 
• thenatl.ttandscopeofeconomlccir\il~S 
• theimportanceofscarcity 
• theconceptofopportunitycost 
• market, centrally plarned and mi~ed w:nomies 
• the cblinction btl\\ttn rrw:roeconorric and macroeconomiG 

• thenotionoffactorsofprod!Jction 
• theroleofmodelsandassumptionsineconomio 
• the prooxtion possibi~ty curve 
e theconceptofthedi~oflabour 
• how specialisation C311 lml)f0','e productivity 
• the role of markets 
• the importance of rnol'\ey and e)((hange in an economy 

• positivear.d flOfmative statements _J 
e privategoodsandpublicgoods 
• rnentgoodsanddementgoods 

1.1 The economic problem 

The furnfam..ntdeconomic problem faced by an y!IO<.Ytyinthc 

worldis!ha1of...:a n:lly. Forcountricllinsub-&i.h:mmAfrica 
or pan• of South Asia. it seems obviow !h:,.1 then, is 11cucity. 
How.-vn.itisal,otrueofrelativclyprogperous~such 

as tho8c of Switz.erland. the USA or the UK 

whettasevenr.-lauiv.-lyprosperouspeoplcfacellCltcity beau.se 

Scarcity and choice 4' 
Th.- k.-y iMue that ari..-s from the existence of SC2rtity is 

that it forcc, peopl.- 10 make dlokes. Each individual must 
choose which goods and ..-rvlces 10 consume. In oth...- words, 
everyon.-nccdstoprioriti'lerheconsump1ionofwhaicW1" 

commodities 1h.-y need or would like to have. u they 
canno1sa1isfyallth.-ir -.ints.Similarly,a11hena1ion2l !.-vcl, 
govcm rneru., have to make ch~s ~ttn ahern:uiv.- u..-s of 

ltis!hisncedrod>OCl6C!hatunderllcsthcsu'*1:tman.-rof 
economiai. Economic analysis is about analysing those d,oia,, 

made by individual people, linns or government• 

Opportunity cost 
Thi• rai..-s one of the most important concepts in all of 
economic analy,i'I - the nollon of oppor1unlL}· eo" 1. Wh"n an 
individual cnoa5Cs to consume one good. he or she docs ~ at 

thceos{oftheit<"m tha1wouldhavebccnnextinthcirlistof 

priorities. For <"x.impk-. suppose you have enough money in 
t·our pod:eteithcrforaonof colaor for asnackfromamttt 

v.,ndor. lfyouchoosc!he cob.1hcopportunity«l6tofth.,cola 
islhesnackthatyoucouklhave had instead. tnotherword.s, 
lhcopportunity «l6tis!he-v:alucoflhcncxt-bcsl:altem:uivc 

'"""""'· 
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1hl,, impon:mt nOlion can be applied in nuny diffettnt context.1 

bccau""',"mne"ffyoum:ikcadecision,yourtja,::maltern.:i.tiv., 
inf:ivourofyour choscnopcion. Youh:iv.,chost,n to read this 
book, when irme:id you could be out with your friend:,. 

Abdul has just started his AS courses, ill'ld has ~n to take 
economics, mathematics, geography and french. Although he 
was certain about the first three, it was a dose can between 
French and English. What is Abdul's opportunity mst of 
choosing French? 

As you move funhcr into studying economic,, yoo will 
encount<'f the nOlion o( opportunity COllt again and again. For 

example. firms 1:oke decl.slons about the son: of eCCJflomic activity 
in which to engage. A farmer with limited land available has to 

dccidcwhcthcrtoplantonionsorswcctpomtocs;ifhcdccides 

to grow onions, l\c has to forgo the oppa,unity to grow sweet 

pomtoe... From the government"s point o( view, if it decides to 

devae more rcllOUrce!I to the provision of hc:,.lthcarc, it will h:n-., 

fev,crrc..ourcesavaibblcfor.say,dc~ 

tfa farme,decidestogrowsweetpotatofS.hew,ll have fewe,,esources 
ava<lathtogrowonioos 

The coordination problem 
With oo nuny different individool5 and organi:,ations (consumers, 
finns,govemment.1)aUt:okingdccisions,amajorque.5tionis 

how it all comes together. Bow arc all these separate decisions 
coordinatcd!IOthattllcoverallallocationdrcsour=iinasociety 
iscohcrcnl?ln01herwords.howcan i1bccru,,ircdthatlirm,; 

~thecanmoditiesthalcot"lSUlllUSwishto<;OnSUIIY?And 

how can the distribution d these prodUds be organised?~ 
arc some d tile basic qucsiions that economla seu ou1 to :mswcr. 

A ma rket economy i., one in which markei foroes are 

allowed to guide the allocation d r~rocs wilhin a sociefy. 
Pricesplayakeyrolcinthissortofsystem,providingsign,,ls 
andincentivcttop,odu«rsandconsumers.Gonsumenerpttss 

ch:mgC!i in their prercrcn,ces by their decisions to buy (or no1 

to buy) at the going price. Thl.s l.s then a &ignal to firms, which 
an, abk to rc,;pond to dunges in consumer demand, giv.,n the 

inc=ti,.., of profitability, "'hich is rclatcd to price. 
The gov.,mment"s role in a free ma!Ket «onorny is limited, 

bm ~leSII impo,um. A basic framework o( p,q,erry rights 

is essential, together "'ith a tx.sic legal framework. However. 
the state docs na interwne in the production p=• directly. 
Securepropertyrightsaresignilicant.u1hl.sauurcstl\c 

inccntivesforthcowncrsof capital 
Within such a system. consumers try lo maximise the 

satisfaction they gain from consuming a range of product.'1, and 

firm, seek to maximise their profits by responding to consumer 

demand through the medium of price signals. 
Jn conm,.st. a ccnt n ll y p J,.nn<.'U cc<>oomr is one in "'hich 

t~ government undenakes the coordination role, planning and 
directing t~ allocation d resources. Giveo the complexity d 
modcm==ies, reliance on oentral planningpostscnormow 
logi.stira!problcms. Jnorder1oachievea satiiifaetOl)'allocation 
of rcoources acro55 the econcmy. the government nccck to make 

dccisionsonthousandsdindividua!maners. 

One example of thi.s emerges from the experience of 
=u-alplannlnginRUMiaafterthc Revolution. Factories were 
givenprodue1iont:ugetttofitinwiththeover.illpfon fortht 

devdopmcnt d tht e-oonomy. lbcse targets then h:id to be me1 

by the faciory managers, "'ho fa«-d strong incentives to mttl 

tha,etargcu.F:octoriesproducingnaUsweregiventwo.1011Sof 

wgeu.Somefacroricsweregivcnatarget toproduoeaccrtain 
number of nails, whereas others were given targcu in wciglu 

terms. l1lc former responded by producing large numbcn of 
very MnaU nail•; the timer produced a VCff snul! number d ,·ery 
big nails. Neither ... ..,rcwh:11 thepbnnershadlnmind! 

Micromanagement on this 50f1 d scale proved costly 10 

implement administratively. The oollapse of\~ Soviet bloc in 
the 199(),ilargclydi.9c:redited this approach. although a small 

number of countries (such .u N011h Korea and Cuba) continue to 
stick with central planning. China mewed awJy from pure C'Cfltral 

planningbybe-ginningtoallowprices tobeuscdassignals 
Most =ornies now operate a mh<cd <."<:<lltotn)· b)'stem, 

in which prices provide signals to firms and consumen, but 
in which the government intervene by providing market 

infrastructure andbyinnuendngtheaUocationofrC10Uf~& 
byapancrnoftaxesand expenditurcandbyrcgubtion.As 
thi.scou=progresses.youwillseeavarietyofwaysinwhich 

such intervention takes plaoe. and wil! come 10 1.mdcr.51:and 
thercasoningthatunderpins such intervcntion-cspccia!ly 
in .siruations where the frtt ma!Kct fails to produce the ~t 

p<JMibleallocationofrcsources. 



II has been argued that any such stire inlC'IVcntion M>Ollld be 
,narl,,.,t-fri,mdl), in Olher words. when governments eh intervene 
in the economy. they should do so In a sw.y tha1 help,< markeu io 

.,,-orx, r.nher than uying to ha\lC' the go\lC'fruncnl replace marl<ei ,~ 

M•rl<.et Konomy. rNrket roKfl are ~owed to '},,Ide !he.iloc:.ation 
ofrewun:es,oithina~ 

Centrallypl•nnedKonomy: deo!ionsonN!SCl.lm!alloc.afion..., 
g...dodbythesme. 

MiKedeconomy: resoun:esareallocatedpardylNOUghprice<ign.ils 
Mol iwrtlyon lhe bws of direction by g<M!l'nment 

1he transition from a centrJUy planned economy to a mix,,d 

economy can be painful. Titis w-JS K'C'n in the initial break-up of 
theSovic!bloc,whenooun1rlcslneastemEuropcwentthrougha 
difficulttimebOlheconomk:aUyandpolificaUy.Duringthetraruitioo 

period, bothfumsandccwt.5UITIC'f!lnccdtob,x,omcaccusromedto 
th<"ick'athattheyhaveincre-"""'1frccdomtomakedccisions,and 
thatpriccsneedtoadjwlandtake amoo:activ,, roleinproviding 

SW':116:rndioccnti'ff.Peopleandfil'll'l'5ne«istog<"t usedtoth<" 
id..arhattheyne-edrotakerisk.rarherrhanclependingonthe 

Slat<" to take deci.!.ioru for them. Governments nccd to move asw.y 

from U}'Vl8 o micro-m:ln:o.ge coonomic decision-nuking :rnd allow 
marke!forcc5totakeOYC'l'thecoordinationrole. 

4' Decision-making at the margin 
The oooon ohhe margin' is impon.,nt in much of=-· 
analysis. Dro.1ioo-nukers-whether1hey be f11msor=- ­
aresecn 101akcdecisioru ,o.ith reforen.ceio=llchangesin 
behaviour. f or example, a firm may decide whether to incr=se 

itsou1pu1byanexm1uni1bycheckingwhe1hertheadditional 
re\lC'f\ue 1ha! ii would receive from 11e Uing the cxtr11 uni! wiD 
compensate for the additional ~I of producing ii. A consumcr 

may decide whether the cxfl'll benefit of consuming an addi1ional 
can of rob is worth 1he price to be J)Qld for it 

Notice Ula! the 1ime8Cale OV<"r which dedsion• arc mad.. i• 

important. firms and consumers may not be able 10 adjust th<"ir 
behaviour very much in the shon run, as they may be committed 
to decisions already made. lnlhelongrun,ihcymaybeable ro 

be more ncxible - few example, finns can hire more labour and 
install new capitol. In the VCf}' Jong run, whole industries and 

marke1s may be able to adjuJt. 

Factors of production 
People inall0cic!yplaytwo qui1ediffercnrrok,. On1heone 
hand. rhc,y arc rhc, coruumcrs. the ultimalc beneficiaries of the 
processofproduction.On 1hc 01her.thcyarea lr:cypanof1hc 

1.1 Theeconomic prnblem 11111 
produaion proce88 in that they arc in5trumental in producing 

good.sand~ 
Moregencrally,i1is clcarth:11bahbumm1 rosor,n:ei :rnd 

pbysia,/,.....,.,n:.,.arcrequiredaspandrheproduaionpl'<)(r.l.S . 
11,ese produaive r,:,i,ourt'CS arc knc,,,,·n as th e fac1on1 o f 

produc tio n . 

lhc most obviou• human resource is laffl,r, Labour ls a key 
input into production. Of course, there arc many differem iypc• 

of labour, encompa.s.sing different skOl levels and working in 
differen1way,. fi1t.nprise (or'1nllfl'(mme11n;blp,isanother 
humanrcsour~thatiJ5eenaiJincrcasinglyimportamin 

the economy. An entrepreneur is someone who organises 

producrion and identifie• poten!iallyprofi!ablc prqee1stobe 
undertak<"n,be:iringtheriskoftheacrivity. Entcrpriseprovid<"s 

dynamism and innovation in an economy, especially within 
the scaor dominated by small and mcdium,,si7.cd fim\$. Many 
goVC'ffUll<"ntsincot1mrie.saroundtheworldh:lvclookedfor 

waysofcncour:,gingan enterpriscculturc asakcycomponent 

of a mixed=-, 
J\fa,,ageme,1/ is also somciimcs da.ssified as a human 

rc.'lOUrce, ahhough ii might be seen as a panicular form of 
labour. ,\'a/um/ ,._,.,n:es are al5o inputs into the production 

proc..,.,,. In panicular, all economic activilics require some use 

of land, and mo51 use some raw matcml5. An important 
di.,tinctior,hereisber--·ccnf'inwtWbkl"'5()l•~essuchasforests, 
and,um-re,1eunblereso,,~essudlasoilorcoal. 

Thero, arc alwprod1.cedr"10f•rces- Inputs 1h:i1 arc the 

producrofa previous manufacturing process. lff'l',l ~kt. th'"5e 
canberegardedasaS1ockofpa51produclionu,cd1oaidcurren1 
production. forexample , machincsarc u,cd in the production 
proc..,.,,;Uleyare resourccsmanufacturedforthepurpo,eof 

producingothergood.1. Th '"5einpuuarcrcferrcdtoas.fi:wd 
capilal,whichincludcs1hingslikcfae\Ol'ybuildingsandtran.sport 

equipment"" well a• plam and machinery. Firms al!K> need 
world>l!J cap;,,./, made up of goods that arc used up during the 

production process. 
The way in which thc-'C inputs arc combined in order to 

produce' ot1tputisanotherimportantpa1toftheallocarionof 
resource5. FirmsncedtolakedccisionsaboutthemiJ<ofinputs 
used in order to produce their output. Such decisions arc 

l'<'<jUited in whatever fonn of economic activity a firm 
is engaged. 

Whcnaworker ""Pl)licsthefactorofproduaicnlabour,iti,in 

rcrum for wages, and the wage can be seen as the reward IO labour. 

Similarly,rcn1istherewardforthesupplyofbnd,andpmfi1sarc 
the rev,ard ro the owners d capit:11 and the cn11cprencurs tha1 

de!Cl'fl'line how the fa<.icn of production arc used 
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Classifyeachofthefollowingashuman,riatural(renewable 
OfOOO-i"entwable)Ofproducedresources: 

• timber 
b services of a window deaner 
c naturalgas 
d solarener9Y 
• a combine harvester 
f a corncuter programmer who Sl!ts up a company to ma,r~et 

his software 
g acomputer 

Bynowyoushouldbegening"°"°"idcacithcsubjcc,m:1.ner 

of economics. The, US ~-· l Paul Samuc190Cl (.,,ho won lhe 

Nobel Prize fOf Economk Scienc= in 1970) idenlified th""' key 
questionsthateconomk5Jetsomtoinvestiga1c• 
1 lflwt? What goods and services should be produced in a 

-'<Xiety from it, Karce resources.' In otll,.,. words, how should 

reoourccs be allocated among producing DVD players, 
potatoes, OOnkingsnvicesandooon? 

2 1/ou.'/ How should the produaive resourcn cl the economy be 
used to prodUO" the,e variow goods and servioesl 

l 1'«11'00fn? Having p,oou<m a ranged i,xxls and~ how 

mouldthcscbealloc:,.lffl:unonglhepopulatimforooruumplion? 

With \\+¥eh of Samuekon's thrM qu~ions (~l how, fOf 
whom) would you associate the foUowing? 

• A firm chooses to switch from producing CD pla~rs in 
ordertoincreaseitsoutputofDVOrecO<ders. 

b The government reduces the highest rate of income tax 
c Faced with increased labour costs, a firm Introduces 

labour-saving machinery. 
d ThefeisanincreaseinsocialsecuritybMefits. 
• TheCM1nerofacurryhousedecidestoclosedownand 

takea_iobinakxal faclol'y. 

• The fundamental problem faced by any society is scarcity, 
becauseresourcesarefinitebutwantsareunlimited.Asa 
res.ulLchoicesneedtobemade. 

• Eachchoicehasanopportunitycmt-thevalueofthenext­
bestajternative 

. Oecisionsneedtobecoordinatedwithinasociety,eilhefby 
ma,1,::etlorcesorbystateintemruion,a-arrixture°'thetwo. 

• The amount of output produced in a period depends upon 
theinputsolfactorsofproduction . 

• Ecooomicsdealswiththequestionsolwhatshouldbe 
produced, how it should be produced, and for whom. 

1.2 The production 
possibility curve 

Models and assumptions 
Econontics ""'5 out to lad<le aome complex issues oonccming 
whati.sa verycomplexrealworid. lhiscnmplexityi.ssuchtllatitis 
CSl!nltial to Birnplify reality in aome way, oiherwise the tuk would 

be~F..ccnorniststhusworkwilhmodcl,i.Theseare 
sirnplifinl,~olrc:alitythataremoretr.K.Ubleforanalysi.,. 
allov,'ing economists to focus on some key a.1Jl«lll ci the world 

Oftenthiswork.Jbyallowingthemmfocusononctllingata 
time,. A model almost always begins with aMumptions that help 
=-islstosimplifytheirquestions.The5Cassumptiorucan 

then be gradually relaxed oo that the d'fect of each one of them 
can be obfierved. In this way, economisu can gradu:olly move 
1ow:udsamorccomplic:Uedversionofrulity. 

In c:valu:oting a mode{, it is no1 a requiremem thlu i( be iotally 
realiMic. llte model's desin:,dobjecth'e!i may be to predict fumre 
behaviour,or1cs1cmpirkalevidencecollectedfrom1hereal 

world. If a model provides insight, into how individuab lllke 
decisionsorhelpstoexplaineconomicevents,tllcnlthas50i'l'Je 
value, even if it l'C'Cfl'IS remoie from realiry. 

However, it is always important to examine the assumptions 
that are made, and to :,51,: what happens if theM: a.uumptions do 
no1hold. 

Opportunity cost and the 
production possibility curve 
&onomislll rdy heaV>!y on diagrams m help in their analysis. 
lnexploringthcnotionofopportunityC06l,ahelpfuldiagram 
is the productloo posslbllltycurve (PPC),also sometlmes 
known astheprodue1ionpos.sibiliryfrontierortheprodue1ion 

transformation curve. This shows tlle maximum combinations of 
goodstllatcanbeproduce<lwitllagivensetofrellOUrces . 
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FlrMcoruiderasimpk-ei:unpklnExcrcisel.l.Abdulwa,i 

studying for hill AS. Sul'P""'" now rh:u he has got behind with 
hU homework. He has limited 1im<, av:aibble. and has five 

cconomia queMions 10 answer and five maths exercises m 

do. An economics qu,,siion mke.s the same time to answ..,. as a 
maths exercise. 

What arc the options? Suppose he knows that in the tinx­

available he can .,ither tackle all of the maths and nooe of the 
economics, or all of the economiC'I and none cl the maths. 
Altema1ivcly,hecantry10k=pbothteachcrshappybydoing 
90II\C of each. Figure, 1.1 show,, his options. 

He can devoce all of his dJons IO m:uhs, and leav" the 

economics for a~r day. He will then be al point A in the 
figuu,. Al1em:.1ivdy. ~ can do :Ul the eoonomics exertilies and 
no mouhs. and be at poinl B. The line joining I~ i,,,-o cxtremo, 

points shows the intermedi:ue possibilities. For enmpk, at Che 
does IWO economics enrcises and thr= maths problems. 

The line shows the maximum combinations that Atxlul 

can tackle - which is why it is sometimes called a •fromi<'r'. 
There is no WJy he can manage to be beyond the frontier 
(for example, at point D), as he~ .. no{ have the Ti~ (i.e. 

resources) TO do so. However, he could end up lmick the 
fron1ier. a, a poim , uch a• E. This could h:ippen if he give• up. 
and squaoden his time by v.catching 1devhion; that would be 

aninefficiemuseofhisresources-atlea.stintemuof tackling 
his homework. 

As Abdul move.1 down the line fmm left 10 right. he;, 
spending more time, on=~· and less on m:uh& lbe 
oppa,unitycOS1oftacklinganadditiona! economialquc,ai:ion i.'1 
anadditionalmathsexcrcisoe forgone 

Figure l .2 &how, how the PPCprovide& information about 
opponunity COM. Suppose we have a fanncr wi1h 10 hectares 
of land who is ch005ing betwee-n growing sweet potatoes and 

onions. 1hc PPC shows the- combination& of the "'-'O crops that 
CO\l ldbeprodueffl. Forexample-, if the farmer produces 
300 lonnes cl onion, on part of the land. then 180 tonnc,s of 

sweet potatoes CO\lld be producM from 1he remaining land. 
In order to increase production of potatoes by 70 tCNlnesfrom 
l8010250.501~1ofonlonsmustbegiYCnup.Thw..the 

oppa,unity C0:51 of 70 extra tonnes of sweet po1a1oe1 is .5en1 m 
be50tonriesofonions. 

1.2 The producton possibility curve Ill 
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Sweetpotatoes(tonnes) 
Figure 1.2 ()pportuMy cost Mld it.. pro<Lction powbikty ane 

Consumption and investment 
To mov,:, from thinking aboo1 an individuaJ 10 thinking about 
an economy as a whole, it is firsi nec=ry to simplify reality. 
As,;ume that an economy produces just two type• of good 

capital goods and consumer g<XXis. Capital goods are goods that 
are to be U5ed to increase the fururc capacity of The l'CO!lomy. 

For=ample,yoomightthinkofmachinery,trucksorfactory 

buildingsth:itwillbeusedtoprcxluceoth...-goodsinthcfuture. 
Exf>"nditure oo mdt goods is known as lnvcsuneot. Jn contrast. 
conswncr gOOW a~ fa presml use. They are gOOW that people 

coru;wn,:, such as apples. 1d~isions a privaie cars. Tuia aon o{ 

expenditu~ ia known a.s consumptio 1L 

ln,,,.,nment: e:,.peooiturtundert~ken !,- finm to acid tothtc.opit;,I 
stock:anincreaseinthec"!)ital!iloc:k 

Consumptlon:ho.iseholdspendin9009oodsandse<Vicesinthe ~= 
Figu~ 1.3iUustl'lUCl90Cic{y"•optioruinaparticularpcrlod. 
Giventhcrc,ourcesavaaable,-'IOcie(ycmproduceany 

combinat;on of capita l and consumer goods along the Pl'C. Thus, 

l 
i. 

1 
}K, .. 

c, 
Comum• rgoodsperperiod 

Fig .... 1.l Capula'ldconsurrergc,od,; 
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point A represents one possible combination of outputs, in which 
the economy produces c, consumer goods and K, capital goods. 

As with the simpler examples, if society were to ntOVf" to the 

right along the PPC, ii would produce more COflSUmer goods -
but m the expense of capital goods, Thus, ii can be seen that 
the q,pommity cost of producing consumer goods is in teims d 

forgone opponunitie-s to produc,, capital goods. N«ice that !he 
PPC has been drawn as a curv,, in.stead of a straight Jim.", This 

is~auseno1:allfa<1cuofproductionaree,quaUysuitedtothe 

production d b«h sorts d good When the =~r is well 
balanred,asatA,thefactorsC3llbeallocatedtotheusesforwhich 
they are best equipped However, as the economy moves towards 

completespedalisationinoneofthetypesofgcxxl,facrorsare 
nolongerbeingbestused,andtheopportunitycostchanges.For 
example,ifnearlyalldtheworkersareengagedinproducing 

coruumer goods, it becomes more difficult to produce sim more 
of these, whereas th°"" workers producing machinery find they 
have too few resources with which to work. In other words, the 

more consumer goods are being produced, the higher is the-ir 
opportunity COS!, 

It is now possible to interpret points Band C, Point Bis 

unreachablegivenpresentresources,sotheeconomycannot 
produce thac combination of gcxxls, This applies to any point 
outside the PPC, On the other hand, at point C society is 

notusingitsresourcesefficiently, Jnthispositionthereis 
unemplO)•mml of some resources in the econonty, By making 
beneruseoftheresourcesavailable,theeconomycanmove 

towards the frontier, reducing unemplormem in the process 

Economic growth 
Figure l.2focusedonasingleperiod, However,iftheeconomy 
is producing capitalgcxxls, then in the following period its 

capacitytoproduceshouldincrease, asitwillhavemore 

Supposethatintheyear2012theproductionpossibilitycurve 
was a t PPC10,_,, However, in the following year the increased 
availability of resources enables greater production, and the 

frontier moves to PPC10,,. This is a process of econ o m ic growth , 
anexpansionoftheeconomy'sproductivecapacitythrough 
theincreasedavailabilityofinputs. Noticethatthedecisionro 

produce more capital goods today means that fewer consumer 
goodswillbeproducedtoday, People must choose between 
consuming more now or having more to coruume in the future, 

Total output in an economy 
Remember that the PPC is a model: a much simplified version 
of reality, In a real economy there att many different goods 
andservicesproducedbyawiderangeofdifferentfactorsof 
prcxluction - but it is not possible to draw diagrams to show 
all of them, The total output d an economy is measured by its 
gr,-;. d o m es tic product (GDP), 

::::;:;a!:b!:;:::1~c::~:::bl~nin~~t::u::: :t i 
in the next period the economy should be able to produce more i o ' 
of both goods. This is shown in Figure IA j 
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Figure 1.4Ernoom<cgrowth 
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Frshperday 
Figure1.5 tishandrnc:onuts 

Bijalhasb€encasliNiayonade5ertisland,andhasto 
survivebyspendinghertimeeitherfishingOfclimbingtrees 
to get coconuts. ThePPCin Figure 1.5 shows the maximum 
combinations of fish and coconuts that she can gather during 



aday.Whic:hofthepointsAtoErepresentseac:hofthe 
following7 

a Asituat ionwhereBijalspendsallhertimefishing. 
b An unreachable position 
c AdaywhenBijalgoesfOfabalanceddiet-amixtureof 

coconuts and fish 
d AdaywhenBijaldoesnotfanc:yfish,and~ndsallday 

collecting coconuts. 
e A day when Bijal 5Pends some of the time trying to attract 

theattentionofapassingship. 

• The production possibility curve 1hows the maximum 
combinations of goods Of services that can be produced in 
aperiodbyagivensetofre1ources 

• AtanypointonthePPC,5cx:ietyi1makingfullmeofall 

• At any point inside the PPC, there i1 unemployment of 

• Points beyondthePPC are unattainable 

• In a simple society producing two goods {comumer goods 
and capital goods), the choice is between consumption and 
inve1tmentforthefuture. 

• As 1ociety increases its stock of capital goods, the 
productivecapadtyoftheeconomyincreases,andthe 
production possibility curve moves outwards: t his may be 
termed 'economic growth'. 

1.3 Some key economic 
ideas 

Specialisation 
How many workers docs it take to make a pin? The eighteenth­

century British economist Adam Smith figured that te11 was about 
the right number. He argued that when a worker was producing 
pins on his own, carrying out all the various stages involved in 

the production process. the maximum number d pins that could 
be produced in one day was 20 - given the technology of his 
day, of course. This would imply that ten workers could produce 

about 200 pins if they WOfked in the same way as the lone 
worker. However. if the pin production process were broke11 
into ten separate stages, with one worker specialising in c,ach 

stage, the, maximum production for a day"s work would be a 
staggering 4800CI. This is known as division o f labour 

1.3 Some key economic ideas 11111 

The division of labour is dfcctive because individual workers 

become skilJc,d at performing specialised tasks. By focusing 
ona panicularstagc,thcycanbecomc,highlyadept,andthus 
mOfecfficicm,atcarryingoutthattask. lnany case,people 

arenOfallthcsame,sosomearebeneratcertainactivities 
Furthermorc,this specialisation ismorec,ffidentbecause 
workers do not spend time moving from one activiry to 

anO!her. Specialisation may also enable firms ro operate on a 
larger scale of production. You will see later that this may be 
advantageous 

This can be see11 in practice in many businesses today, where 
thc,re is COflsidcrablc specialisation of functions. Workers are 

hiredforparticulartasksandactivities.YoudonOfseeWayne 

Rooney pulling on the goalkeeper's jersey at half time because 
hcfandcsachange.Earlierinthechapter,itwasarguc,dthat 
'labour' is considered a factor of production. This idea will now 

bedcvelopedfurtherbyarguingthattherearcdiffcrcmrypcsof 
labour, having different skilJs and functions. 

Although we refer to the division d labour, we can =tend 

thc,se arguments to consider specialisation among firms. or even 
among nations. For example,, consider car manufacturing. The 
process of mass producing cars docs nOI all take place within a 

single firm. One, firm may specialise in producing tyres; another 
may produce windscreens; another may focus on assembling the 
final product. Hcrcagain.specialisationenablcsc,fficiencygains 

At national level. specialisation again takes place. simply 
because some countries arc bcuer equipped to produce some 
products than others. For example, it would not make, sense 

for the, UK to go into commercial production of pineapples, or 
mangoc,s. There arc Ofher countries with climatic conditions 

thatarcmuchmoresuitablcforproducingthc,scproducts 
On the, O!hcr hand, most Formula I racing teams have their 
headquaners in the UK. and there are benefits from this 

specialisation. 

The benefits from specialisation 
Everyone is different. lndividualshavcdiffc,rentnarural 

talentsandabilitiesthatmakethc,mgoodatdiffercntthings. 
Indeed, there arc some lucky people who seem to be good at 
everything. 

Con.siderthisexample.AliandAyeshasupplementtheir 
incomes by making pots and bracelets to sell at the market. 
Depending on how they divide their time. they can make 

differing combinations of these goods; some d the possibilities 
arc shown in Table I.I. 
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T•blc 1.1 Ah ..-,d Ayes/,•\ production 

·" 

...... 

The fir.51 point to nOlke is that Ayesha is much better at ho!h 

activiticsthanAH. lftheyeachdevOleallthciftimetoproducing 
pots, AH produces only 12 tOA'f'-"sha'• 18. lfthcy each produce 
only bracelets, Ali produces 12 and Ayesha, 36. There is at\Od,er 

significan1fea1ureofthist:1.ble.Althoug.hAycshalsbcnerat 
producing bod, goods, the difference Is much more marl<ed in 
1hecaseofbracdcl production th.in pot production.So Ayesha is 

ttbtivcly more pmlicient in bracelet production, in Olhcr words, 
ahc faces a lower opportunity COSl In making bracelcts. If Ayeslu. 
switches from producing pou ro producing bracclcu, she ,#vc,s 
up 6 pots for ev,:ry 12 additional bracclC't1l 1lut she make,,. lbc 
oppor1unityCOS1.ofanadditionalbracelctisthus6112•0.Spots. 
for Ali, there is a one-to-one trade-off between the two, "° his 

opportunity COSl of a bracelet is I pOl. 

More interesting is what happens if the ..ame calculation is 
made for Ali and pot making. Although Ayesha is al»olutely 

better al making pen, if Ali increases his producrion cl pots, his 
oppor1unityCOS1.in1ermsclbracelc!sis.51iU I . llu!forAyeID:1.thc 
opponunity cosr of making pots in ternu ofbraccleis is 12/6- 2, 

60 Ali has the lower opportunity COIi!. 

Why docs !his maneri' It illusmues the potential bcnefi.u ro 
beg:.,incdfrom.specialisation.Supp<>9Cthatbod>AliandAycslu. 

divkletheiftimcbcr..-o,nthcr,,·oac1ivi1ieslnsudiawaythar 
AliprodUCC'S6potsand6bracelet5,andAycshaproduces6 
pots and 24 br,,.celcts. Bcrwecn them, they will have produeffl 

12po1sand30 brncele1S. However, iftheycachspccialiseinthe 
product in "1,kh !hey face the lower opportunity cost, their joint 

productlonwillincrease. lf AlidevOles all llis timetopottery, 

heproducesl2pou, whUeAyesha,forusingonlyonbracelets, 
produces36. Sobe!wecnthemlheywillhaveproducedthc 

same number of pots :u before - bu1 6 extr:> bracelet5. 
One final poinl bd~ leaving Ali and Ayesha, figure t .6 

sho,,,-stheirre,pectiw,productionpo,16ibilitycutvcs. 

You can check this by gnphing the points in Table I. I and 
joining them up. In this case the PPCa arc .51raig.ht line,,. You 
canseethatbccauscAyeshaisbem, ra1bothactivit~,her 

PPC lies entirely above Ali's. The differences in opponuni1y 

-~ 
as 

" j 15 
po 
• ,s 1:~ PPC 

0 S 10 

figurc1.6 Ahand~'sproductionpcM1bilotie 

cOSlaresho"'Tiby thefactth:1.tthetwoPPC• havcdifferent 
slopes, as the opponunlty eos1 elemern is related to 1he slope 
of the PPC- lhe r:11<.> at which one gocxl i• sacrificed for more 

of the other. 
Although there may be many disadvantage• that flow from 

spedalisation, It is al so important to realise that there may be 

a downside if individuals, finnsorcountriesoverspedallse. lf 
Alispendsallofhistimeproducingpot.swhile Ayesha only 
produces bracelets, they may each get bored, and begin lo 

loa.e coneffltr:Uion and job satisfaction. This may be even more 
ofadangerin1hecaseofAdamSmi1h·spinproduc1ion. If 
workers find thenuelvcs canying out the same task day after 

day, the t~ium of it rn;ay lead them to become careless and 

Ifafi rmfocuSC11onproductionofa veryna1TOwrange 

ofproduct.iandthenfind•thatdemandisfallingforthose 
products ,then it will facedifficulties. ltmaythuJbeadvlsable 
to maintain some diw,r•ity in the output range , in the hope that 

demand will not fall for all prodllCI• ainrnltaneously. Compkte 
specialisation may not always be the best way for a firm lo 
become successful in the long run. 

Na1ions may also find problelll.'l if they overspecialise. f or 
example, it could be argu~ that all natio= should relain 

someagr>CIJhural activityforstrategicrea50fl5. [fa nation 
were 10 be completely dependent on imponed foods!Uffs. and 
thenbccamecngagcinawar,thiscouldleavethecountry 

inaveryvulnerablepo11ition. Indeed, thiswasoncofthe 
moriva1ions for the establishment of what would become the 

European Union. 

Markets 
You will find that in economics the term m arke t is used 
freciucndy, so it i.!I important to be absolmely dear about what 

L'ime:rntbyir. 

~ -·-''"''""'""'''""""""- ) 
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A market nttd no1 be a physici.l loc:ation (;>]though it could 

be-youmlgh1regardavillagemarkrtuancxampleoi'a,;e1 
ofarransememsthatallowstr:m.5actKHU101akeplllcc').Wi!hthe 
gn:>Mh oi the imemel, people are be<:omins K"CUS!Omed IO wap 

of buying and 5elling that do no1 involve dire<:! physical com:in 
betweenbuyerandaeller, oothe na1ionofan absi.-~nmark<"t 
shouldnOlbetooalienaconcept. lnrelat iontoaparticubr 

produn,amark<"tbringstogetherpo1entialbuyer,and5ellera. 
ThiswOlbeexplorcdinthenextchapcer. 

Markets are very imporum in the process of resource 

allocarion,,.~!hpriccsac1ingasakeyslgnaltop01emialbuyer,i 
and aellcrs. If a finn finds that ir c:utnOI sdl its output at !he 
priceithascho!.cn,rhisisasignal:aboutthe•,,,aythlubuycrs 

perceive the prc:ducl. Pricc is one way th.at firms find 001 about 
conwmen and their willingneM to pay for a particular product. 
This will be explored more carefully in Chapter -'I. 

Money and exchange 
Imagine a world without money. It is lunchtime. and you 
fancy a banana. Jnyoorbagyou have an apple. Pcrhap& you 
can find ,omeone with a banana who fancies an apple? But 

the only penon wi!h a banana available fancies an ice <:ream. 
The problem with ,iu,ch a banerecawmy is !hat you need to 
find ,iomeooe wt.o W3llts what you have and wt.o has what 

you want - a doublecoi'1cidena,aju .. ms. lf!his problem 
were1obefacedbyawhol,e=~icsyS1em.unden.iking 
transactkwls would be"° indlicient as IO be impo115ible. Hence 

the imporunce d mot1ry as a medium efmcbm'S". 

1.3 Some key economic Kleas 1111 
In order 10 fulfil this role, money must be ,o:;,mething thin is 

acrrpr:abletobothbuycrsandoclleu. Nolxxtywouldac<:epr 
money in P"Ymcm for 8()0ds or services if they did no! truSI tha1 

they could proceed to use money for further transactions. Money 
mustlhU.'lalooaCl~saSlornefrnlue:itmustbepossiblctousc 
it for future trJnsactions. This quality of money means that it 

canbeusedasonew-Jyofstoringweahhforfuturepurchascs. 
MO!leyalsoallowsthe '"3lueofgcxxls, service•andoiherasscts 
to be compared- it provides a unit of accomu. In !his sense, 

price,, of pxls reflect the valu,, that society places on them. and 
must be cxprcs,,cd in l1Klney terms. Notice that money nuy be in 
the form oi banknoces or <:aim, bur oil....- a«q>1ed methods of 
pa)mcnt.s can aJ,o be claMed :1.1 money. For enmplc, a cbeq,w 
drnwn again,! a b.ink aco:,um becomes money if it is a«q>1ed 
as a mean, of payment. 

A further role for money is that ii acts as a Slaudm"d ef 
deferred pt')""'"'· for ex:ample. a finn may wish to agree a 
contrnctfix!hefuturedelivcryofagcxxl,ormaywishtohire a 

worker to be paid at the end of the month. Such contracu are 
typically agreed in tenns of a money value. 

All of thescj,mello,,s of money are important to the smooth 

operatiort oi markets. and are crucial if prices are to fulfil their 
role in allooulng resource,; wi!hin ooci<iy. Thi• wU! be-come 
app;,renr as you learn more about ~-· ,. 

Microeconomics and 
macroeconomics 
The dillCuMion so far has focused sometimes on individual 

decisions. and sometimes on the decisions of governmenr.s. 
or of '•o<:icty' as a whole. Economic thinking is applied in 
differentways,dependingonwhetherthefocus ison lhe 
decisiOllS!akenbyindividualagems intheeconornyoron 

1hein1eractionbctweencconomicvariablesa1thelevelofthe 
wholcC<:ORomy. 

Mlcroeconornlcsdeal,.,.-;!hindividualdccisiorutakenby 
households or firms, or in pankular mark.,,:s. 

Macroccooo,nlcf!I e:amines the interacriorui bNwccn 

=~icvariablesa11helevdoftheaggreg:1.1ecconomy.for 
example, it might en mine the effect of a diange in income tu:es 
on the level of unemployment. or of the intereSI rate on ta1al 
demand and !he r~te of inflation. 

Jn some ways the division between the two types of analysis 
is artificial. TI1e same sort of economic reasoning is applied in 
bo!htypes,butthefocusisdifferent. 

Microe<onomkt: thestudyof=~·cdedsiorstaken by 
indi>idu,leconom,c~~in<blingrouseholik;r,dfifft-& 

MKN>tionomlu: thestudyoftheinterr1'blionshipsbetlo-eeo 
e<:onnmic...,,;a,bles;,1;,n;,g!7"9~"(economy-wi~)le,,el. 
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Think about the following, and see whether you think each 
repre1ents a macroeconomic or microeconomic phenomenon 

a Theoveralllevelolprice1inaneconomy. 
b Thepriceofkecream 
c The overall rate of unemployment in an economy. 
d The unempla)'ment rate amongst catering workers in Karachi 
e The average wage paid to rnmtruction workers in Kuala 

Lumpur. 

Positive and normative 
statements 
&unomics tries to be objective in analysis. H==· some of 

itssubjectmatter""juirescarefulanentioninordertoretainan 

objective dismna,. In this connection. it is impcxtaru to be clear 

about the difference between poslilvc and normatWC siatcmc."tlls. 

Normativestatement:a,tatementabout"t,at o,xj,rrobe 

Tnshon.apositi\'estatementisabout/acls. ln contrast,a 

normati= statement is about u·bat ought to be. Another way of 

looking at this is that a statement becomes normative when it 

involvesaL"aluejwlsement. 
Supposetheg=mmentisconsideringraisingthetaxon 

cigarettes. h may legitimately consult economists to discover 

what effect a higher tobacco mx will have on the consumption 

of cigarettes and on government re\'enues. This would be a 
posit,',,einve.s1igation. in thattheeconomistsarebeingasked to 

use economic analysis to forecast what will happen when the tax 

is increased 

Averydifferentsituationwillariseifthego=mmentasks 

whether it should raise the tax on cigarettes. This moves the 

economistsbeyondpositiveanalysisbecauseitentailsavalue 
judgement - so ·1 ·s now a "ormt<li e analy · . There are some 

words that betray normati= statements, such as 'should" or 
"oughtto" - watchforthese. 

Most of this book is about positi= economics. However, you 

should be aware that positive analysis is often called upon to 

inform normative judgements. If the aim of a policy is to stop 

people from smoking (which reflects a normati= judgement 

about what ought to happen), then economic analysis may be 

usedtohighlightthestrengthsandweaknessesofalternative 

policy measures in a purely positive fashion. 

Critics d economics often joke that economists always 

disagreewithoneanorher:forexample.itha.sbeensaidthat 

if you put five economists in a room together, they will come 

up with at least six conflicting opinions. However. although 
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economists may arrive at different value judgements, and thus 

have differences when it comes to normative issues, there is 

much greater agreement when it comes to positive analysis. 

• AdamSmithintroducedthenotionofdivisionoflabour, 
which 1Ugge1t1 that workers can become more productive 
bys.pecialisinginstagesoftheproductionprocess 

• Specialisation opens up the ~ibility of trade 

• Thegainsfrom5P&ialisationandtraderesultfrom 
differences in opportunity cost 

• A market is a set of arrangements that allows trarn.actiom 
to take place. 

• A barter economy is a highly inefficient way of conducting 
transactions;hencetheimportanceofmoneyinenabling 
exc:hangetotakeplac:e 

• Moneyplayskeyrolesasamediumofexchange,astore 
ofvalue,aunitofaa:ount,anda51andardofdeferred 
payment 

• Byfulfillingthesevariousroles,moneyenablesthesmooth 
operationofmarkets,andallowspricestoactasaguidein 
allocating resources 

• Microeconomicsdealswithindividualdecisionsmade 
by consumers and producer,, whereas mac:roeconomic1 
analysestheinteractionsbetweeneconomicvariablesinthe 
aggregate - butbothusesimilarwaysofthinking 

• Positive statements are about what is, whereas normative 
statement, are about what ought to be 

1.4 Types of goods and 
services 

Private goods 
Most of the goods that individuals consume are prl...-~lc goods, 

sometimes known as economic goods. You buy a can of cola, 

you drink it, and it's gone. You may choose to share it with a 

friend, but you do not have to: by drinking it you can prevent 

anyone else from doing so. Funhermore, once it is gone, it's 

gone: nobody else can subsequently consume that cola. 

The twofearuresthatcharacrerisea private good are· 

• orher people can be excluded from cor,suming it 

• once consumed by one person, it cannor be consumed by 
anorher. 

The first fearure can be described as exdudabilily. whereas the 

secondfearuremightbedescribedbysayingthatconsump1:ionofa 

private go::xl is rim/ro,,s: the acrof==pi:ion uses up the good. 



Public goods 
Nol:allgoodsand.scoiceshavcthcscrwocha12cttristics. 
1bere are goods th:it. once provided. are a\12il~ 10 all. In 

o!her wordt, people cannoc be excluded from coruwning sudi. 
goods. Then, are Olhcr goods that do nol diminish through 
consumption. so they are non-rivalrous in oon.,wnption. Goods 

than have, W du.r.u:u.•rwti<:s of no,1~:cc/1uJabiU1y and ,wn-rimhy 

:m, kno wn u publk~ 

Priv•tc good:~ good INtonceccnsumed byonepe<Wn.arv>ot 
Wccnsumedbyscmebodytlse:suchagoodh.ase.::lu,bbilotyandis 
,iv•lrous. 
Pu blicgoodcagood lhatisnon-ew.clusNeandr.on-<iv•lrous ­
ccn5ume,s u oootbe e...:lvdedfrom con5umir.gthegood,and 
con.umptionbyooeptrsoodoesr.otaffect theamo,mtolthegood 
;ov.;lablefaothentocoosu:ne 

Ex:imple• of public goods that arc often cited indude street 

lighting, alighthou.seandanucleardcterrcnt. Forexamplc ,once 

mce1 lighting has been provided ina particu lar&tre<,t, anyone 
who walk., along that street at night benefits from the lighting ­

no orn, can be excluded from consuming it. So •trtt! lighting is 

non-exdusivc. ln:iddition, thcfactthatoncpt;roonh:uwalkNi 
alongthestrce1doesnocmcanthatthcrcisk..,,srme1!ighting 

leflforlaterw:.lkers.SoS1me11igh1ingisalsonon-rivalrous. 
The, key feature oi such a ma&C'I is that. one,, the good h:.s 

~ n J>f'O"'iCkd,thereisnoinccntiveforany,:,netopayforil - so 

the markC'I will fait as no firm will have an incentive ID supply 
the good in the fir.it p~ce. This Is often referred ID as the fn...,. 

rider prob lem . as individual CONUmeOI can fr~ and u'Oid 

lming to pay for the good if It is provided 

For eacholthelollowin99oods.thinkaboutwhetherthey 
haveelements ofoon-rivalry, oon-excludability,bothorneither: 

a a national pa& 
It a playground 
c atheatreperlormance 
d an apple 
• atclevistonprogramme 
f alirewOO:display 
g police protection 
h a lecture 
i aDVDrecording olafilm 
j thenationaldefence 

1.4 Types of goodsand sewices 11111 

Merit goods 
Thettattoome goodstha1thegovcrnmen1belicvuwillb,, 
undervalued by ccnsumers. IIO tha t too littl e wUl be oonsumrd in 

afr=markc!. [n 01hc<words.individualsdonotfullypercriv .. 

th..beriefiu!hattheywillgainfromoonsumingsuchgoods. 
1l,es.,. are known as meri t i,:oods 

One si1uation in which the merit good phenorn .. non ari,c:,, is 
whettthegovc, mm,,,m isinabc11cr po15ition thanindividualsto 

take a long-term view ol what is good fa society. Jn panicular, 
goverrunent.1 may need to take dcd1ion.s on behalf ol future 
generationsas wdl as theprcscnt.Resources nct"d tob,, 

uscdwi.sclyintheprescntinordertoprocecttheinccrestsof 
tornorrow's citizeM. Notice that lh is may require d~><:ision-makc-rs 
to make normative iudgcmcnts about chc appropriate weighting 

tobcgiv,,ntothcprescmasopposed to thefututt 
There is a sttong p,::,litic~J clement involved in identifying the" 

goods that should b., r,,garded as merit goods: this Is b=ause 

th..re is a subjective or normative judgement involved, since 
declaring a good to bc a merit good requires the dccision-maffl 
to make a choice on behalf oi the population, which may b.. 

secnasbeingpatcrruili51ic. 
Attheh=noltheootionolamcri1good.thcrcfore,is!hc 

notion !hat coruumcB h.ive impcffca information. 

Demerit goods 
There is also a ca tegoiy of goods that governments think 

will be ovcHcon~ume-d in a free market . lhese are known 

as d em erit good"' -or sometimes as 'merit b:i.ds'. Obvious 
ex:i.mplcsatt harddrugsandtobacoo. lletttheargu,,....nt 
is !hat individual con&u,,....ra overvalue the benefi ts from 

consuming•uchagood 
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• A priYatt good Is one that once consumed by one per'IOl'l, 
cannot be consumed by anyont else - it has characteristics 
ofe,idudabi1ityandrivalry. 

• Apublicgoodisnon-exclusiveandnon-fivalrous 

• Becauseofthtsecharacteristics.publk9(>0dstendtobe 
undtrproyi~byafreemarket. 

• One rta'IOl'l for this is the frtt-ridtr problem, WNreby an 
indMCkJalcannotbeexdudedfromconsumingapublic 
good,andthushasnoir,centi'o'etopayfof it. 

• A merit good is one that society be~ should be 
consumed by lndMduals whether or not they have the 
meansortht\\inlngr1tsstodoso. 

• Then!isastrongnormati'o'eelementintheidentificationof 
merit goods. 

• Demerit goods (or 'merit bads') are goods that society 
believesshouldnotbeconsumedbyindividualsevenifthey 
wish to do so. 

• lnthecaseofmeritanddemerit9()00S. 'society'(as 
n!pn!rentedbygovemmenl)believesthatithasbetter 
informatioo than consumers about these goods, and about 
whatisgood(orbad)forconsumers 
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Examination questions 
1 a Explainhowdivisionollabourcanaffectlabour 

productivity. [8] 

b Disw55 ho\v tht operation of a barter eo:nomy would 
beaffectedbythtintroductionofmoney. [12] 

CMl'lbndgeAS¥-.dAI.MECOIIOITII09708. 
Paper21.Q2.Jun.2010 

2 a Explain the functions of an economic system. [8] 

b Discuss possiblt reasons why mixed economic systems 
have replaced most of the former planned economic 
systems. [12] 

Cambodg,eASindALe,;ejEconornic!;9708, 
Paper2t,Q2.JUne201 1 
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Part 2: The price system and the m1croeconomy 

2 The nature of demand 

The demand and supply model Is perhaps the most 
famous of all pieces o f economic analysis; it is also one 
of the most useful. It has many 111ppl/cations that help 
explain the way markets work In the real world. It is thus 
central to understanding economla. This chapter 
introduces the 'demand' side of the mode l. Chapter 3 
will introduce supply. Chapter4 brings demand and 
supply together to analyse market equilibrium. 

Learning outcomes 
Afterstudylngthlschapter, you sho uld: 
• befamiliarwiththenotiooofthedemandforagoodor5eMC!' 
• beifNareoftherelationshipbetweenthedemandfora 

good and its price 
• be familiar with the dernaod curve and the l.iw of demand 
• undmtand the distinction betwttn a movement along the 

demand cuive and a shih in its position 
• beifNareofthedistinctionbetwffnnormalillldinferior 

'"""' • understand the other inflllfflCes that affect the po~ition of 
the demand curve. 

2.1 The demand curve 

Individual demand 
Consider an individual coruumer. Think of youndf, and a 
product that you consume rcgul:nly. What factors influen<T 
your demand forthatprodua?Putanotherway,wh.atfactors 
infl=n«howmuch ofthcproductyouchoo..etobuy? 

When thinking about the factors that influence your demand for 
your chosen product, common sense will probably mean that 

you focu5 on a rnngc of different points. You may think about 
why you cnj<>y consuming the product. You may focus on how 
muchitwillcost tobuy1hcproduct,andwhetheryoocan 

afford it. You may decide tha t you have consumed a product 
so muchthatyou arcrcadyforacbangc,orperhapsyou will 
decide to try something advertised on TV, or being bought by 
a friend. 

Whatever the influences you come up with, they c:in 
probablybecategorised underfourhcadings1ha1ultimately 

determin" your demand for a good. fim, the pn·c,, of the 
good is an important lnflut'OCe on your derrnmd for it, and will 
affect the quantity of it th.at you choo.se 10 buy. Second, your 

i,Kome will ckterminc how much of the good you a n affonl 
to purd,att. Third, the priu ofo,bersoods may b.e signilic.inL 
Fin2lly, almost 2ny Olh<'r fador that you may haV<." thought of 

can b.e liM<'d u pan of your pref'1rer1ces. Nocice that howe,-er 
much you likr a p.anicular produe1, yoor dfoe1;,~ demand l!I 4' 
corutrainrdby 1hr prices of goods and the in.come that you 

have1odeVOlrtoi1.Thisrcflccuthrnotionofac:ucitytha1 

"'" introducttl in Oiapirr I, and also applies actOM thr whole, 

markrt for a good. 

Tho==·or"-'<' r('uoning provides the basis for 1hr 
=~icanalysisoldernand.YoowiUfindthatalotof~=· 
am.lysis begins in tin$ way. by finding a way to coruuuc, a model 

that is rooittl in how W (' expect peopl<' ot fimu to b.ehave. 

Market demand 
A simibr Hnr o f argument may apply if we 1hink in terms of 
thr demand for a particu lar produe1 - say. DVDs. The market 

forDVD,canthU5b.e-"CCrt asbringingtogc1hrraJJthepotemial 
buyrrs (and 5ellc,.-.) of the produci. and market demand can 

b.eanalysedintermsd thefae1on tbatinfluer1Ceallpo1emia l 
buyers of that good or~- Jn other words. market demand 
c.in b.e sn,nasthr lOlal qu;i.ntity ofagoodorliCrVicc that all 
poteruia.l buyns would choose to buy at any given price. n,., 
same four facton1 that inllu= your own individual decWon IO 
buywillalso inlluencetheiOlal mark<'ldemandforaproduct. 

In addition, the numbrr d potential buyers in the market will 
de3rly influencethcsi>:eoftotaldemandat any price. 
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II Thenatureofdemand 

Demand and the price of a good 
Asiwnt for the moment that the inllucoce,ii mmtioocd abo,.,o,, 

olhttthanthcpricedthcsoocf,archeldcorutam,sothalthc 

focus is only on the extent to which the price da good influence,,; 

thcdmund for ii, This is a oommon :>MU~ in=-· , 
whidi. is 90fflC'limes cxprcMCd by the L:atin phr25C cdcri~ pwibus , 

meaning 'other thing.s 1:w!;ng cqmi'. GiVffl the axrµcxily d the 
fC2.lworld, i1isdi:cnhclpfultofocusononcdtingatatime. 

This ce«:ri• paribus assumption is used a lot in ==ics, and 
is a powerful tool. Focusingononeinfluencea! atimeisaway 
of coping with the complexities of the rea l world and makes 
the analysis of economic issue5 much clearer than if we try ro 
analysc everything at once. You will sec many instances of it as 
thecourscproceeds. 

So how is the demand for DVDs influenced by their price? 

O!herthingslx-lng equal (ceteris paribus), you v."O\Jld expect 
the demand for DVDs 10 be higher when the price is low and 
lower when the price ishigh. lnotherwords,youwouldexpect 

anin=reladonM\lpbetweenthe priceandlhequaruity 
denund.,,d. This is ,um a 11rong phenomenon that ii is refnred 
to u the la w o f dcm:u>d. lt is one d a small n~r of 'laws' in 

e-conomics-inotherv.'Old!l,it isalwaysexpcctcdroholduue 
If you were 10 cc,n1)ilea li51: that .shoo,•cd how many DVDs 

would be bought at any poMible price and plol these on a 
diagram,thi5wouldbecalledthe dcn1a1>dn1n -c.F"igure2.I 
sho,,,.,,;whatthi5mightlooklike.Asitisaninv=oerelatioruhip, 
the dmund C\ln'C slopes downward!. Nolice that this ne-cd na 
b,,astraightline:ils.shapedependsuponhowronsumen;rea<.1at 
differen1pritts.Accordinstothis~.ifpricewererob,,se1:a1 
S40,thcquanlilyclemandedwouldb,,20000perperiod. However, 

ffthepricewerconly$20,thcdtm:lndwouldbchigher.a16oOOO. 

"' 

Ou1nll ly o f OVO.(thounnds I* period) 
Figure2.1 AdemandaneforDVOs 
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Table 2.1 ~1ow5 how the demand for oojits varies with their 
price. Dra.v the demand curve. 

Table2.1 Thedem...dforoq,ts 

Qu1ntlty 

Law of demand: .. law l:hat mtes that tlle<e is an Wlve.se 
rel.ationshp hetwe~nquantityclemancled and the price of a 9000 er 
...-..ic~.cete<ispafiOOS 

Oemand curve: .. graph show"ing how much of a 9000 w;" be 
dem•ndedbyconiumersatllny,j"l!flprice 

Extension: income and 
substitution effects 
An :,ruiJysis of why the demand cutve sllould be downward 
slopingwouldrevc;,Jthatthercarctwoimponamforcesa1 
worl:. At a higher price. a coruumer buying a DVD has leM 

income left avtt. Th"is "is referred 10 as the n.v,I income effect 
of a price increase. lnadditlon,iftheprlceof D\!Osg~•up, 
con•umers may find othl'f good:! more anrac.iive and di.oose to 

buy romething else instead d DVDs. This i.s referred 10 as the 
sllbstimtkml'jfoctofapriceincrease. 

As the price of a good changes, a movement a long the demand 

curvecanbeobservedasconsumcrsadjust1hdrbuyingpanem 
in response to the price change. 

Noticethatthedemand curvc hasbecndtawnundcrthe 
ceieri.s paribus as.mmp1ion. Jn other word!, it w.u assumed that 
all other influences on demand were held coru1am in order to 

focus on the rdatioruhip bciween demalld and price. n,,,.., are 
two important implicallons of this prooedure. 

Firsl,thepricedrawnonthevenk:al axisofadiagram•uchas 

Fisure2.t is the n>«uiu,price-it isthepriceofDVDsundttlhe 
as,iumptionthatallotherpricnareconstant 



Scrond. if any of the Olhtt infl~ on demand chanac, you 
,,,ouJd ex pea to....., a shift of the whole demand curve. It is very 

impon;mt to dislinguish bm,,·en, facton th:U Induce a rno~nl 

ll/oltg a curve, ancl factors tha! ~ a shift ofa curve. This 
applies nol only in t~ cased the demand ct.1rvc - there arc 
many other instance• where this is important 

!~O),AO""::- !ptLJO:A\~.~ :.:'"" 
f a. p, ·-·- . 

i ! 
D0 D, 11 D 

0 0 o 
Quantlty olDVDs 0 1«11ntltyol DVDs 

Flgur• 2.2 A shoft ;11 the demard rul\le and• movenm1t along ;1 

The two part.I d figure 2.2 show this difference. ln pan a. the 
demand curve ha.. ahitied to the right bc,c;iuse of a ch:mge in 

oneofthefactorsthatinfluencesdemand. JnjXlnb,ihc,pricecl 
DVDs f.ills from P0io P,, inducing a movement aJorig !he demand 
curve as demand expand, from Q. to Q,. 

Snob effects 
It II sometimes "'Kued that for sonw, goods a 'snob effect' may 

lead to !he demand curve sloping upwards. TilC argument is 
that ,ome people may .,.Jue certain goods more highly simply 
bccausetheirpriceishigh.especiallyiftheyknowthatother 

people will observc themCOflsumingthe5Cgood,;ancxample 
might be Rolcx wat~"- In ()(her word.,, people gain value 
from having oth<.," J>=l)le notice that they arc rkh enough to 

affon:l 10 coruumc a partieul.u- good. ThC1"C is thus a co,upimot.L< 
comm>Jptlo,, effect, which was first pointed out by Thor.itcin 
Vcblen at thccndolthc ninetett1thccnrury. 

Ho,,,·e,-cr. although there may be some individual COO!ium=, 

who react top~ in lhis"'"°Y• thett isnoevidcnceio1MJgge51 
that there arc whole m.ukcu that display an upward-doping 

demand curve fa !his rc,asoo . In other words. moR ccnsumers 
would react normally to the pr~ of such goods 

• The mart.tt demand for a good deptnds upon tht 
price of the good, the price of o the1 goods, consume~' 
incomts and preferences .and the number of pottntial 

• lht demand curve ~\,o; the relationship between demand 
foraproductanditspric:t,ctterisparibus. 

• lht demand~ is downward slopin11. as tht relalionship 
betwew demand and pric, is an ~rse on, 

2.2 The determinants of demand Ill 
2.2 The determinants 

of demand 

Demand and consumer 
incomes 
The sc-cond inllucnce on detnand is =-r incomes. for a 
no nnal 1,.>ood, an ina"C~ in consumer incomes will. celeri5 

paribw. lc:id lo an inaca,oe in thequant-rdetnandcd a1 any 

given price. foreign holidi.y.s arc an example of a normal good 
bc,c;iuse. as pcoplc"s incomes rise. they will tend to demand 
moreforeignholidays atanygivenprice 

figure2.3illusmuesthis.D
0

herercprcscn1"t~initiaJ 
demand curve for foreign holidays. An incrca,oe in consumt"rs' 
incomescausesdemand tobc bigheratany givenpricc,and the 
demandcurvcshiftstothcright - toD

1
• 

OUanUtyollortlgn 
holldayaptrpt,rlod 

Figurel.l Ashflinthedemndcuwfolowinganl!lCe-lselll 
mnsumerl!lCOfflff(anormalgood) 

Howe~, demand does no1 al"'"'}" rc,spond in this way. for 
cx:unple. think about bw joun>eys. As incomes rise in a ~ly. 

lllOf't people can afford to have a car, or to use taXU. This meaM 
that, a.s incomes rise. the demand for bus to"fncys may tend to 
fall.Suchgooclsarcknownas lnfcrio rgoo<ls 

NormalllQOd: onewherelti.quM>ttydemM>ded increase;in 
,esponse1011nincrNSeinCOOSlnlerinc:omes. 

JnferiorjJOOCI: onev.htrethequantityd.mmed ~sesin 
responseto~incrNSeinCOOSlnlerinc:omes. 

1his1irneanincreascinconsumet"S'incomc•inFlgure2.4caU5CS 
t~ demand curve IO shift to 1he left, from its initial position at 

D.,. to D, where less is demanded at any given pr~. 

)5 



II Tnenatureofdemand 

auanlltyolbus 
Journeys per period 

Figure2.4 A""ft;nthedemandrurvefolk,w;ngan inuease in 
consumer;nc:omes(an;nfefi0<good) 

The relationship between. quamity demanded and income eao 

be shown more directly on a di3gram. Pan a of Pigure 2.5 shows 

how this would look for a normal good. It is upward slopiog, 

showiog that th" quantity <kmaoded is higher when consumer 
iocom<,s are higher. lo contrast, the income demand curve 

for an inferior good, shown in pan b of the diagram, slopes 

downwards, indicatiog that th" quantity <kmaoded will be lower 

when consumer inccmes are relatively high. 

a) Anormalgood b)Anlnterlorgood 

l~ l~ 
0 auantltyollorelgn ° auanlltyolbus 

holidays per period journeys per period 

Figure 2.5 Demandandincome 

Extension: Giffen goods 
Remember that a consumer's response to a change in the price 

of a good is made up of a substitution effect and a real income 

effect (sec, the extension poim on page 14). Th" substitution 

effect always acts in the opposite direction to the price chaoge 

in orh"r words, an increase in th" price of a good always induces 

a switch away from the good towards other good, . However, 

it ran now be seen that the real income effect may operate in 

either direction, depending on whether it is a normal gcxx1 or an 

ioferiorgcxxlthatisbeingconsi<kred. 

Suppose there is a good that is very inferior. A fall in the 

price of a good induces a substitution effect towards th" good, 

but the real income effect works in the opposite direction. 
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The fall in price isequival.,mtoa rise in real income, so 

consumers will consume less of the good. If this effect is really 

strong, it could overwhelm the substitution effect, and the fall 

in price could induce a/all in the quantity <kmaoded: in other 

words , for such a good the demand curve could be upward 

sloping. 

Such goods ar" known as Giffen goods. after Sir Rohen Giffen. 

whopointedoutthatthiscouldhappen. However,inspiteof 

stories about th" reaction of demand to a rise in the price of 

potatoesduringthegreatlrishporatofarnine,therehav,-been 

110 auth<,ntkated sightings of Giffen goods. Th" norion remains a 

theoretiralcuriosity . ..... .......... .. ......... ........ . 
ldeotifyeachofthefollowiogproductsasbeingeithera 
normalgcxxlorao inferior good: 

a digital camera 
b magazine 
c potatoes 
d bicycle 

f second-hand car 

Demand and the price of 
other goods 
lhe <kmand for a gcxx1 may respond to changes in the price of 

or:her related good,, of which there are two main types. On the 

one hand, two goods may be substitutes for each or:her. Por 
example,considertwodifferent(butsimilar)breakfastccreals.Jf 

there is an increase in the price of one of the cereals, consumers 

mayswitchtheircoosump1iontotheorher,asthetwoarelikelyto 

bedosesubstirut<,sfor.,.,,chorher.NO!allconsum"rswillswitch, 

of course - some may be deeply committed to one pankular 

brand - but some of them are ccro,inly likely to change over. 

On the other hand. there may also be goods that are 

complemcnls - for example, products that are consumed 

joiotly,suchasbreakfastccrealsaodrnilk,orcarsaodpetrol. 

Here a fall in the price of one good may lead to an increase in 

demaodforbotbproducts. 

Substitutes: twogoodsares:aidtobesubstitutesifconsumers 
rega,dthem as alterrati""'. solhatthedemandforone<jOOdislikely 
tofiseifthepriceofthemhergoodrises 

Co mplemeots: twogoodsaresaidtobecompk,mentsifpeopletend 
to coosumelhemjointly.sothatanincreasein thepriceofonegood 
causesthedemandf0<!he11thergoodtofall 

Whether goods are substitutes or complements determines how 

th" demand for one good responds to a change in the price of 



another. Figure 2.6 .shows the demand CUNes (per pcrioci) for 
ts,.•ogooclsthatarc:iub&itutes - teaandcoffec. 

!J:----~ l~ 
o, o,, auanmy o auantny 

of lee ofcolfff 

fi9UN 2.6 A shft,n thedemard cuvefoi;:,wingM'l ncre.ise1ntheprice 
ofa9.bstitutegood 

lflhere isanincn:-asc inthe priceolte., froml'0 toP, lnpana, 
more consumer• will switch to coffee and the demand curv,- in 
pan h will shift to the right - say, from D.., to I).,. 

For complements the situation is the revcri.e: in Figure 2.7 

an increase inthepriceofteafromP, toP,in pan :o causcsthe 
demand cwve for milk to shift leftwards. from D_, to D.,_ 

! J-'~( ·~~ ; l ~ ·g~· 
"Ji=th~~ 

O o, 0., Quantity 
O 

Quantity 
oltea olmllk 

Fig..,.• 2.7 A shh in the demand ru,vef~low,ngM'lincrNse in the 
pnceolacomplement.irygood 

Demand, consumer preferences 
and other influences 
To .. di5CI.IS$ioo h"" shown how the CS..rnand for a good is 

influenced by the priced m .. good, the priced orhe,- goods, 
andbyconsumerincomes.ilw:isstatedearlierthatalmoist 
.. vcrythingelsethatckterminesdernandforagoodcanbe 

represented as ·consumer preferenCC'I". In panlcular, this refers 
to whether you like or dislike a good. There may be many 
things that innuence whether you lik<" or di~like a product. In 
pan it simply dep.-nd,; upon )"Our own penonal lndinatio,u -

some people like dark chocolate, orh.-rs prefer milk chocol.al<'. 
Howevcr,flllrumaytryto inllU<"no, your preferences through 

advenising, and $0(ll<'time.1 th<"y sua:ecd. Or you might be cne 

of thcNe people who get so irritated by television advertising 
thlot you compile a bladdi.st d productS that you will ncve,- buy! 

Even this Is an lnfl""1Ke on your ckmand. 
In .90ITle case• your preferen= may be swayed by other 

people's demand - again, this may be positive or negative. 

2.lThedeterminantsofdemand -

Fashionsmayinnuen«'demand,but"'°°"'pcopleHketobock 
(orlead)theuend. 

You m..y abo sec a movcmeru of the demand curve if there 

is a ...,ddc,n surge in the popularity of a good - or. indeed. a 

•udden coll~p.se in demand 

Sketch some demand wrves for the !cl lowing situations, and 
think about how you would expect the demand CUl'Vt 

tochange(ifatall). 

a The demand for chocolatefolowing a campaign high,ghtng 
thedangmof~ty. 

b Thedemandfororangesfoltowinganincreaseintheprice 
of apples. 

c The demand for oranges following a decnase in the price 
of oranges. 

d The demand for DVOs following a decrease in the price o f 
DVD players 

• The demand for simple mobile phone!; following a 
decreaseinthepriceolsmartphones. 

f The demandforprivatetransportlollowinganincreasein 
consumer incomes. 

g Thedemandforpublictransportlollowinganincreasein 

Theabov .. dlseu55ionh:.scoveredmos1dthef:octorsthat 

inll""1Kethedemandforagood.Howc,ver,in,;omecases 
il.is 11ec,,55a,ytotakeat~<"lemerttintoaccount.Norall 
of the goods bougrn are coruumed inslamly. In some o.ses, 

con=ption is spread over long period,, of lime. Indeed, there 
may be inlSlances where goods att nOl bought for consumption 
atall.butarese<:nbytheburerasaninvestm..,m.perl1apsfor 

resale at a later date. In thei.e circumstances, <"xpectatlons about 
future price changes may be relevam. For example, people 
may buy antiques or works of an in the expeaa1ioo that prices 

will ri.5.- in the full.Ire. There may al.so be good, wllose prices 
are expected to fall in the future. Thi.s h:.s bttn common with 
many hi-tceh produeu; initW.ly a newly launched product may 

scllatahighprice,butuproductionl<"velsrisie,C0'11.5mayfall, 
and pric,,s also. People may therefore <rLay pun:ha5e in the 
expectationoffuturepricerttluctioru 

• A change in price induces a movement along the demand 
curve, whereas a change in the other determinants of 
demand Induces a shift of the demand cuM. 

• When the demand fora goodrisesascoruume.-incomesrise, 
that good is referred to as a normal good; when demand fells 
as income rises. the good is referred to as an inferior good. 

• A good or service may be related to other goods by being 
eitherasubstituteoracomplement. 

• For some products, demand may be related to expected 
future prices 
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AS Level 
Part 2: The price system and the m1croeconomy 

3 The nature of supply 

The previOUf chapter Introduced you to the demand curve. 
The other key component of the demand and supply 
model is, of course, supply. For any marke t transaction, 
there are two parries: buyers and sellers. The question to 
be considered In this chapter Is what determines the 
quantity that sellers wl/l wish to supply to the market. 

Learning outcomes 
After studying this chapttr, you should: 
• be fam~iar with the notion of the supply of a good or service 
• be aware of the ~ tionshlp between the supply of a good 

and its pri~ In a competitive market 
• understand what Is meant by the supply curve and the 

f~thatinfluenceitsshapeandposition 
• beabletodisU'lguishbetweenshifuolthe~plycurve 

and movements aJong it 
• beawareofthetffe-ctoltallesandsubsidiesonthesupply 

3.1 The supply curve 

In discuMing demand, the focus of attention was on consumers, 
andontheirwUlingnes1110payforgood,andscrvices. ln 
thinking about supply, auention switches to firms. as it is fi rms 
that mke dC<'isions about how m...:h output to supply to the 

market. lt is impon:ant at the outset to be dear about what 
is meant by a 'firm" , A 1;r n1 exists to organise productiOfl: it 
bringstogethcrvariousfactor!iolproduaion,andorganiseothe 

production~inordcrtoproduceoutpuL 
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lbe organisation of a firm can take variow forms. A firm 
could be a sole proprfo1or. probably a small bu5incss ,uch as 

a rn,w5agent where the owner of the firm also runs the firm. 
Afirmcouldbeap,,mwrsbip-forexample,adentalpractice 
inwhichprofits(anddebls)are , harcdbctweenthepartnera 

in the business. Largcrfirmsmaybeorganisc::das privateor 
public joim.stod, comp,mies. owned by slurehokk-rs. The 
differencebetweenprivateandpubllcjoint-stockoompaniesis 

thattheshare,ofapublicjoin!-51ock company are traded on 

the,tockexd,ange , whercas thisbnotlhecasewiththeprivate 
company 

In order to analyse how firms decide how much of a 
produet to supply, It i5 ne«-Sury to make an assump1ion 
about what it iii that fimu arc trying 10 achieve. As,mmc that 

theyaimtomnimlse thclrprofi ts,whcre'profi!i'an:defincd 
:uthcdiffclttlCC between a firm"s!Olal revenue and its toul 

AsdiscussedinOlll.ptcr2,thedemandcur--eMIO'A-sa 
rdar.ionship between quantity clcmandcd and the price o( a good 
o.-.<emcc. Asimil:arrdationshipbetwttnthcquamity.fUpplicd 

bylirm.,,and thcpriccofagoodcanbe identified in rebtion 
10 the behaviour d firtrl$ in a com pctlth-c m arket - th:i.1 is, a 
market in whim individualfirmscannOlinflucnce!hepriccof 
the good or service th:i.1 they arc selling, bccauscofcompc1ition 
from omer firm& 

In sueh a market it may well be supposed 1ha1 firms will be 
prepared to ,upply more good• at a high price than at a lower 
Ofle (c-,.teris p.aribu,), u this will Increase ,heir proflu. lbe 

supply cu rve illu,1r:1.res how mueh the firms in a rruuket will 
supplya1anygivenprice,a, lhown in Figure3.l.As firm,are 
expected to supply more goods at a high price than at a lower 

price , thesupplycurvewillbcup" -an::l&loping, reflcetingthi'i 
positive relatiomhip between quantity and price. 



auantltyperp&rlod 

Figurel.1 Asupplyrurve 

Table3.1~showthernpplyofoojitsvarieswiththeirprice 
Draw the supply curve 

Tabte l.1 Thesupplyofoojirs 

Quantity 

Notice that the focus of the supply curve is co the relationship 
between quaotity supplied and the price o f a good io a 
given period. ceteris paribus - that is. holding other things 

constant. Aswiththedemandcurve. there are other 
factors affecting thequaotitysupplied. These other iofluences 
oo supply wilJ determine the position of the supply curve: if 
any of them chaoges, the supply curve rao be expected to 
shift. 

3.2 The determinants of supply 11111 

• TheM!pplycurvetracesoutthispositiverelationship 
betweenpriceandquantitysupplied 

3.2 The determinants 
of supply 

Weranidentifyfiveimportaotiofluencesonthequaotitythat 
firmswiJJbepreparedtosupplytothemarketatany giv..o 

price: 

• productioocosts 
• thetechnologyofproduction 

• thepriceofrelatedgoods 
• firms" expectations about future prices. 

Costs and technology 
If firms are aiming to maximise profits, an imponaot influence 

on their supply decision will be the costs of production that 
they face. O,apcer 1 e xplained that in order to produce output. 
firms need to use inputs of the factors d production - labour. 

capital. land. etc. If the cost d those inputs increases. firms will 
iogeoeralbeexpectedtosupplyles.soutputataoygivenprice. 
The effect of this is shown io l'igure J.2. where ao increase in 

production costs induces firms to supply Jess output at each 

l~""edtectndogy.rnchasdi(Jltaltex~leplinting.mean,fomscan 
reducetheirproducbcmcosts 
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100 auantltyperper1od 

0 :,,hiftstotheleftilproducboncostsir,c:rease 

ii~ti w:i~h::uce firms to increase supply 

:Uinedat$10). 

0 
50 

auantltyp:::::t 
lycurve,hift>totherigt,t;fpmdlJcttoo Figurel.lThesupp 
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Expected prices 
Because production t.akes ~ . firm,, dten 1.akc decisions about 
howmuchto wpplyontheba.si,,ofexpcctcdfunirepric\,s. 
Indeed, ifthcirpnxluctisoneth.ucanbcstorcd,thercmaybc 
timca when a firm will decide to allow stodcs of a product to 

build up in anticipation of a higher pri~ in the fuwrc. perhaps 

byholdlngback!IOffieofitsproductionfromcurrcn1sales. 
lnK><T1Ccconornicactivities,exp«1ationsaboutfuturcprices 

are crucial intakingaupplyded.sionsbecauseofthckngthof 

time needed in order IO incr=sc, CMJ!pll1 . For example, a firm 
producin3palmoil,rubberorma~, ntt<istobcaW21cthat 
n,: vdy planted rn:cs will lllke ....,..=,J yeaB IO mature befor., th<-y 

ueablcto yicldthcirproduct. 

Newlypl1ntedfru,11n,e,,likethoseinthi,plantat,ooinTha,land,t.>k• 
yeantomaturebelo,etheya,eabletoyie!dtheirproduct 

Movements along and shifts 
of the supply curve 
As with the dem:md curve, ii is vtty imponant to rcmc~r 
th.it there la a di$inction berv,,cen mo,~ ments akms the supply 
curve, alldshiftsefrhesupplycurv<e. lftllerc is achangeinthe 
minKet price, this induces a movement along 1hc supply curve. 
Afi<.'f all, the supply curv,, is design..d to reveal how firms will 
react to a change in the price of the good. For ell:lmple, in 

Figure 3.5, if the price i5 initially at P, firms will be prepared 
to supply the qu3ntity ~ but if the price then incre35C~ to P, 

1his will induce a movtm,,nt alOflg 1he supply curve :u firms 

increa!le supply10Q, 

3.lThedeterminantsof supply -

0,, o, QuanUty p1f J*lod 

Figure3.5Am<M!fl'ltf11alonga"-f'PycutVl'if1r~onseto ,1Pf'cechang,e 

In contrast. :usecn in the previous section. a change in any of 
the a1her innl.lcnces on sl.lpply will indua, a shift ci the whole 
sl.lpplycurve. as 1hill affccu the firms' wilHngness to supply at 

anygivroprke. 

For each of the folo.Nin9, decide whether the demand curve 
a the supply curve \\iM move, and in which difedion. 

• Consumers are CCl'MnCPd by arguments about the benefits 
ofaganicvegetables 

b A reN process is deY!!loped that reduces the amount 
ofinpotsthatlirmsnttdinorder toproduce 
bicycles. 

c ThereisaseverefrostinBrazilthataffectsthecoffeecrop 
d The governmentincreasestherateofvalueaddedtax 
• Real incomes rise 
f The price of tea falls:whathappens in the market for coffee? 
g The price of sugar falls: what happens in the market for 

coflee1 

. charigesinthecostsofproduction,techoology, tcl)(esand 
subsidiesorthepricesofrelatedgoodsmayinduceshiftsof 
the supply cu~. with firms being prepared to sell more (or 
le55)outputatanygivenprice 

• Expectatiomaboutfuturepricesmayaffedcurrentsupply 
decisions. 
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AS Level 
Part 2 The price system and the m1croeconomy 

4 Market equilibrium and the 
price system 

TM prf!Vious chapters introduced tM notions of demand 
and supply, and it is now time to bring the demand and 
supply curves together in ord« to meet tM key concept 
of market equilibrium. The model can then be further 
developed to see how it provides Insights Into how 
markers operate. You will encounter demand and supply 
In a wide variety of contex~ and begin to glimpse some 
of the wa,,- In which the model can help to uplain how 
the tt0nomic world works. 

Learning outcomes 
After study ing thi s chapter, you 11 hould: 
. understandthermtioriofequilibriumanditsrelevancein 

thedemandand!.Upplymodel 
• beawareofwhatismeantbycornparativestaticanalysis 
• understandthe conceptolelasticitymeasuresand 

appreciate theirimportanceaodapplicatioos 
• h"'1t' -,n ovefView of how the price mechaolsm works to 

alloc11teresoorces 
• understand the meaning and 5ignificance of consumer 

~plus 
. beabletostthOW'pricesprovideincenti...estoproducers 

. understandthemeaningand5ignificanceofproducer",U?us) 

4.1 Market equilibrium 

Theprcviouschapter.,inthis...aion h.:ivcde!icribedrhe 
ccmponc,u of the demand and .tUpP!y model. It only renuirn to 

bring them together, forlru'l ls how the poo,·er of the model can be 
appreciated F~4.l SOOW!lthednnand forandsupplyolricr. 

Supposcdur thrpricrwttrto bcsrtar a rclativclyhigh price 
(abovcP").At ouch a price, firm, wi, h 1osupply lots of rice 

to the market. Howr,,..,,., conswnen, arc not vc,y keen on rice 
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auantltyol r1c• ~~lod 

Figure4.1 9nng,ngcleman:landmpplytogetne< 

at such a high price, !IO demand ls not strong. Finns now have 
aprobl..m: theylindthatthrirstocksofrkearebuildingup. 
Whatha.shappenedi5thatthcpricc ha.sbcensetata level that 

exc=ds the v:oh.ic that n,ost consumers place on rice, .90 they 
will no1 buy it. There is ,..n,,... 5>,pply. The only thing that the 
1iJTilllcando i11oreduoethepriccinorderto d carthcirstocks. 

Suppo,i,etheynowsetthoeirpriccrebtivdylow(belowP"). 
Now it is the comumcrs who havr a problrm, becawc they 
would like to buy more rice at the low price than firm., arc 

prepared 10 supply . Thc,-e i• ,.,xe:ssdema'1d. Some consumers 
may dftt to pay more than the going price in cnlcr to obuin 
their rice supplirs. and firmsrralisethattheynn F.lise the price 

How will i1 aU end? Whrn the price settles at P" in figure 4.1. 
1herci, abalancein1hemarketbetweenthequamlty1hat 
consumers wish IO demand and the quantity that firm.s wish to 

supply. namrly Q' . This is the market t.'<j u\Ubrium. ln a free 
marlm, the pm c,,n be exprctcd to converge on this equilibrium 
lcvel. through movements along both drm:rnd and supply curves. 



Identify the equiibrium mari::et pria if demand and supply 
areasinFigure4.2 

4.2 Examples of markes Ill 
The labour market 
Within the, eoonomy. firms <kmamd labour and empk,yees 

supplylabour-1awhynoiu.,c,dernandandsupply1oan:.Jyse 
the market:? This can ind.-ed be~ 

From the firm.,' point of view, the demand for labour is a 
deri,M di!l11,.11d. In other words, firms want Jabour noc for its own 

sake,butforthcootput!hatitproduccs. Wh..nthc'pricc'dbboor 
is low. firms will tend to demand mc,n,. d it than when the 'price" 

oflaboor ls high. The wa~ rate can be~ as this 'price' cl 
labour. On theemployeeSff,it isargun:lth.u- people !end 
tooffnthcrmclvcsfor"uic"-henthcwageisn:btivdyhigh. 

Onthisbasis, thedemmdforl:ibouriscxpectcdtobe 

downwardslopingandtheMJpplyoflabourupwardsloping.as 
inF,gure • • 3. 

Ouantllyperperlod ~ 
Fi9'-"'4.lWhati,thepqU<librffl p,ice? 8, 

• Bringing demaod ,md 5Upply together, you can identify the 
mari::etequilibrium. 

• Theequilibril.mpriceistheuniquepointatwhichtht 
quantitydemandedbyc~isjustbalancedbythe 
quantitylhiltfirmswishtosupply. 

• lnafreemarket,naturalforce'lcanbee~tedto 
encooragt~toadjusttotheequil,briumle\lfl. 

4.2 Examples of markets 
TI>emarketsth.uhawbcendiscuSS<'doofararcproduct 

mari::cu, such as the market for DVD:'!, fell or rk:c. Howevn, the 
modd is much more widely applicable than this. u is sllown by 
thc,c,xamplesthatfolL.-. 

Te..p,cking1nCh1na 

• 

auantltyollabourper perlOd 
Figure 4.] A labcu mart.et 

Asusu.al,thccquilibriuminafreemarkctwillbcat1hc 

imen<'<."l loo of demand aOO rrupply, so firms will hlrc L" l..bour 
atawagcratcofW•. 

Thc<:UtSeqUcnccsofsuch3r=rlcetbeingawayfrom 

equilibrium arc impa-1am. Considtt Figure "·"· 

t ~ """''-• 3 w, ····-···-···-···-· i ···············-·-··········, 

! : 
W" -························.t··· .. ············· : :, 

i ! . 

: i l&boufdemMO 

I i 
! ,, 

auantllyol labourperperlod 
Figur• 4.4 A labcu ma.rt.et out of ~ilib<it.m 
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Suppose the wage rate is set above the equmbrium level a t w;. 
The high wage rate encourages more people to offer themselves 

for work - up to the amount of Jabour L, However, a t this 

wage rate employers are prepared to hire only up to La labour. 

Think about what is happening here. There are people offering 

themselves for work who cannor find employment: in other 

words, there is une mployme nt . Thus. one possible 

muse of unemploymem is a wage rate that is set abov,,- the 

equmbriumlevel 

The foreign exchange market 
lf you were to take a holiday in the USA. you would need to buy 

dollars. Equally, when American tourists travel to visit Malaysia 

orMauritius,theyneedtobuyringgitsorrupees.lfthereis 

buying going on, then there must be a market - remember from 
Oiapter lthatamarketisasetofarrangernentsthatenable 

transacrionsrobeundenaken.Sohereisanothersortofmarket 

to be considered. The =change rate is the price at which two 

currendesexchange,anditcanbeanalysedusingdemandand 

supply. 

Consider the market for ringgits, and focus on the exchange 

ratebetweenringgitsanddollars,asshownin l'igure4.5. 

auantltyolrlnggltsper pe r1od 

Figure 4.5 lhe mar~etfo,ringg,ts 

Think first about what gives rise to a demand for ringgits. It is 

not just Americans who visit Malaysia who need dollars to spend 

on holiday: anyone holding dollars who wants to buy Malaysian 

goodsneedsringgitsinorderropayforthem.Sothedemand 

for ringgits comes from people outside Malaysia who want to 
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buyMalaysiangoodsorservices - or, indeed,assets. When the 

exchangerateforringgits in terms of dollars is high, potential 

buyers o f American goods get relatively few ringgits per dolbr, 

so the demand will be relatively low, whereas if the dollar per 

ringgitrateisrelativ,,-lylow,theygetmorefortheirmoney. 

Hence the demand curve is expecred to be downward sloping. 

Onepointronoricefromthisisthatforeignexchangeis 

anotherexampleofaderiveddemand,inthesensethatpeople 

want ringgits nor for their own sake. but for the ~s or 

services that they can buy. One way of viewing the =change 

rate is as a means by which to learn about the international 

competitiveness of exports from the USA. When the exchange 

rate (dollars per ringgit) is high, Malaysian goods are less 

competitive in the USA, ceteris paribus. Norice the ceteris paribus 

assumption here. This is important because the exchange rate 

is nor the only determinant of the competitiveness of Malaysian 

goods:thisalsodependsontherelativepricelevelsinMalaysia 

and the USA. 

How about the supply of ringgits? Ringgits are supplied by 
Malaysians wanting dollars to buy goods or services from the 

USA. l'rom this point of view, when the dollar/ringgit rate is 

high. Malaysiaresidentsgetmoredollarsfortheirringgitsand 

the refore will tend to supply more ringgits 

If the exchange market is in equiHbrium, the exchange rate 

wiU be at e', where the demand for ringgits is matched by the 

supply. 

The money market 
Oiapterlhighlightedtheimportanceofmoneyinenabling 

exchange to mke place through the operation of markets. This 

implies that people hav,,- a demand for money. This d e m and 

for m o ney is associated with the functions of money set out 

on pages 8-9 - as a medium of exchange, store of value, unit of 
account and standard of deferred payment. If there is a demand 

for money, then perhaps there should also be a market for 

money? 

We can think of the demand for money depending on 

a number of facrors - in particular, upon the number of 

transacrions that people wish to undertake. which probably 

depends upon income . But is there a price of money/ The price 

of money can be viewed in cerms of opportunity cost. When 

people choose to hold money, they incur an opportunity co&, 

which can be seen as the next best alternative to holding money 

l'orexample,insteadofholdingmoney,youcoulddecideto 

purchase a financial asset that would pl'O'Vide a rate of return, 

representedbytherateofinterest. Thisrateofinterestcanthus 

be interpreted as the price of holding money. 

How about the supply d money? This will be discussed 

much later in the course. but for now. it can be assumed that the 

supply of money is determined by the central bank, and it can 

beassumedthatthismoneysupplywillnotdependuponthe 

rate of interest. figure 4.6 illustrates the market for money. 

The demand for money is shown to be downward sloping, 

asthehighertherateofinterest.thegreaterthererumthatis 



Ouantltyolmoneyperper1od 

Figure4.6Themarketf0<money 

sacriftCffi by holding mooey, so the smaller will be the demand 
for money. The supply of money does not depend UJXXl the rate 
of i111erest (by assumption), so is shown as a vertical line. The 

marketisinequilibriumwhentherateofimerestisatr',the 
level at which the demand and supply of money are equal. 

e lnthelabourmarket,equilibriumisachievedthrough 
thewagerate.lfthewagerateissettoohigh,itleadsto 
unemployment 

• Demand and supply enable you to examine how the 
foreign exchange rate is determined 

• Themodelcanalsobeappliedtoanalysethemoney 
market. 

4.3 Comparative statics 

Jn order to make goocl use of the demand and supply model, it 
isnecessarytointroduceanotheroftheeconomist'skeytools ­

comparntive static analysis. You have seen the way in which a 
market moves towards equilibrium between demand and supply 
through price adjustments and movements along the demand 

andsupplycurves.Thisiscalledstaticanalysis. in the sense that 
a ceteris paribus assumption is imposed by holding constant the 
faetorsthatinOuencedemandand supply. and focusing on the 

way in which the market reaches equilibrium. 
lnthen=tstage,oneofthesebackgroundfactorsischanged 

andtheeffectofthischangeonthemarketequiHbriumis 

then analysed. In other words, beginning with a market in 
equilibrium, one of the factors affecting either demand or supply 

4.3 Comparative statics 11111 
is altered, and the new market equilibrium is then studied. In this 
way, two static equilibrium positions - before and after - will 

be compared. This approach is known as comparnllvc static 

analysis. 

A market for dried noodles 
Beginwithasimplemarketfordriednocxlles,abasicstaple 
foodstuff that is widely obtainable. Figure 4.7 shows the market 
in equilibrium 

Figure4.7Amarketlorn<Xrll'S 
" auantltyolnoodlesperweek 

D
0

representsthedemandcurveinthisinitialsituation, andS
0 

is the supply curve. The market is in equilibrium with the price 
atP

0
, andthequantitybeingtrndcdisQ..hisequilibriumin 

the sense that nocxlles producers are supplying just the amount 
of nooclles that consumers wish to buy at that price. This is the 
'before' position. Some experiments will now be carried out with 

thismarketbydistmbingtheequiHbrium. 

A change in consumer preferences 
Suppose that a srudyis published highlighting the health benefits 

ofeatingnocxlles,backedupwithanadvertisingrnmpaign. 
The effect of this is likely to be an increase in the demand 
fornoocllesatanygivenprice. lnotherwords.thischangein 

consumer preferences will shift the demand curve to the right, as 
showninFigure4.8. 

The market now adjusts ro a new equilibrium. with a new 

priceP,.andanewquantitytradedatQ,.lnthiscase,both 
priceandquantityhaveincreasedasaresultofthechangein 

preferences 
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Pc •. 

o, 

q, a, 
OuanUty ol noodltl1 per week 

Figu-1 4.8 Achar.g,einconsurTBpref~esfOfnoodles 

A change in the price of a substitute 
A.-econdpcwibililyi,thatthe-rei,afallin1hepriceoffresh 

noodles. This is likely to be a do...- sub5(i!Ule for dried noodles, 
!ID tl>c probable re,ult is that aome former consumers of dried 
noodle1wU! swilch their~iothe frcshvariNy. Thi• 

time the demand curve for dried noodles moves in the oppo,ite 
direction.asanbes=riinFigu..,4.9 

q, q, 
Quantity ol noodlM per wnk 

Figure4.9 Achar.g,e inthepric:eofasubsututefordr,ednoodJes 

before. ih.isadv:moereduccsfirms'costs,ando:,nscqucndythey 
"-"'prq:,<1rcdtosupplymoredriednoodlesa1anygivcnprice.1llc 

staningpointisthesameini1ialposilion, bu1nowiristhesupply 
curve that moveJ- to !he right. This is shown in Figu.., 4. 10 

P, 

P, 

0 0 o, 
auanlltyolnoodlHperweek 

Figure4.10 N1"noodles-m.1kiog tecmology 

Again , compar:itivc Sll0lic analy,,is can be W>deruken. The new 
markN equUibrium is :u price P1, which is low-er than the original 

equilibrium.butthequamilytraikdishigherarQ,. 

An increase in labour costs 
Finally, 'll.lppolC that noodle, producerafaa, an increa,c in !heir 

Labour COIIIS. Perhaps the Noodle Workers" Union has negOl:iated 
highttwages.or !he noodlesproducershavcbe<:omesub;ectto 
stricterheahhandsafetylegislation,whichraisoesthcirproduc!ion 

eo11ts.Figure4.ll.stansasusualwilhequilibrium atprice /'0 and 
quantityQ,, 

The increase in production COSIS me2Ilsthat noodles 
producen, a.., prepared1osupply fev,erdrie<i noodles a! any 

l. . • P, 

He.., 1he starting poim is the original position, wi1h market Pc 

equUibriuma1pricrP, andaquantitytrack.'OofQ,..Af1ertheshift 
ln the demand curve, from D0 IO D,. the market seitles again with 

aprice of P,andaquanlifytradcdofQ,-Bochpriceandquanlity 
tradcda..,nowlowe,-thanintheoriginalposition. 

An improvement in noodles 
technology 

o, 

o, q, 
Next. suppose 1ha1 a new noodles-making machine is proo.,ccd. Quantity ol noodl .. per wffk 

enablinga"icdnOC>dlesmakerstoproduccaralower005tthan Figi.w,4.11 /:,n,ncrNse,nlaOOU"cost. 
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g;venprlce.sothesupplycur,.~shifutothelcli-toS,. llti.5 
1akea the market 10 a new equilibriwn at a higher price than 
before (P,), OOt with a [o,,,·er quamicy tr.1d«I (Q,). 

Fortachofthefollowingmarketsituatiom,s.kttchadtmand 
oodsupplydiagram,andundertakeacomparativestatic 
anaty!istostewhathappenstotheequilibriumpriceand 
quantity.E.xplainyoural'lSwers. 

• An ncrease in comumer incorne5 affects the demand for bus 
travel . 

It New regulations on environmental pollution for~ a firm 
makingpainttoin::reaseolfllayonreducingitsemissionof 
toxic fumes 

c A firm of accountants brings in new, faster compute~. 
whichhavetheeffectofreduc:ingthefirm'scosts. 

d An outbreak of bird flu causes consume~ of chicken to 
buyburgersinstead.(Whatisthe t ffectonbothmarkets?} 

Profits and superships 

In August 2001 the Finanra/ TH"Tiesrtported that ship-owne~ 
,...~r,facingstriousproblems.Shippingratts(thepria>sthat 
ship-own,~char()eforc.irryingfreight)had falltndrastically 
inthesecondquarterof2001.ForexampJt,ontheEurope­
Asiaroute,ratesfellby8%eastboundand6%\\'t'Stbound, 
causingtheship-owne~'profits tobesqueezed.Hereare 
somerelevantfactsandissues 

• Nt w'rnperships',haYing~nordtredaftwyearsearlier, 
were coming into 'lervice with enhanctd c.ipadty for 
transporting freight. 

• A wor1dwidt economic slowdown was taking plact; Japan 
was in lengthy recession and the US economy was a'5o 
sJO\\ing,affectingthegro.vthofworldtrade. 

• Fuelpriceswerefaling. 
• Tht strl.lctllA:' of the industry was fragmented. with ship-

owne~ watching each other's orders for oew ships. 
• Ntwshipstakealongtimetobuild. 
• Shippinglineifacehighfixedcosts\\ithslendermargins 

Assume that this is a competilive market . (This will allow you 
to draw supply and demand curves for the market.) There 
issomeeYidenceforths, as shipping lioesfact'slender 
margins'(seethelastpointa~).Thissuggemthatthe 
firms face competition from each othtf, and are unable to 
use market power to increa'ie profit margins. 

• How would you expect the demand and supply curves to 
mCJlltinresponsetothefirstthreefactorslisted1Sketc.ha 
diagramfo,yoinell. 

b Why should the shipping linesundertakt a large-scale 
expansionatatiITH! offa~ingorstagnantdemand? 

4.4 Elasticicy: the sensitivicyof demand and supply -

• Comparative static analysis enables you to analyse tht w~ 
in which markets respond to external shod.s, by comparing 
market equilibriumbeforeandafterashock. 

• Allyouneedtodoistofigureoutwhethertheshock 
affects demand or supply, and in which direction. 

• Tht silt and 6rection of the movements of tht demand 
andsupplycurvesdeterminetheoveralleffecton 
equi!ibriumprictandquantitytraded. 

4.4 Elasticity: the 
sensitivity of demand 
and supply 

Bodi the demand For and the supply d a good or~ 

can be cxpKted to depend upon its price as weU at other 
faaors. It is often interesting to know juM how siensitive demand 
and/or suw[y will be lO a dunge in either price or oocofthc 
othcrdetermi11a11ts-forcn.mple,inpredictinshowmarkC'1 
equilibrium will cNl.11gc in response to a change in the market 

cr,vironrnem. The SC'nsiti\ity of demand or mpply to a change in 
one of in dcfermining factor.< can be measured by its dastkhy 

The price elasticity of demand 
The mo51 common elastid!y rneasul'l" i5 the prkc e l:~~•k hy of 
demand (Pl:.'D). This tnl'25Ures the .sensitivity of !he quantity 
demanded of a good or .scrvi«' to a change in its price. The 
da!ilkityis defincd as theperccntagecNl.ngeinquantity 
demanded divxlcd by the percentage chana<" in the price. 

Wedefinetheperccntagechangeinpriceas IOOX WP 
(where I). mea,u 'change in" and Pstands for 'price'}. Similarly, 
the percentage change in quantity demanded i5 100 X d Q/Q. 

Elasticity:i measureofthesensiti,,;tyofonevarii~etochar>gl'Sin 
anothefvari~e 
Prke elasticity of d,mand {PED): a mea,ue of the Sfflsitivity of 
quantitydemarded to.ich;;,,nge in the price of agoodOI servke. ~is 
mea...edu; 

~changeinquamitydemarded 

'Whenthedemandishighlypricescnsilivc.thepercenta,1F 
change in quantity demanded following a price dun,IF will be 
large rdatiYe to the percentage change in price. In this C'~sc. 

27 



IJ Market equilibrium and the price system 

PED will rnke on a value that is num.,rically greater than I. 

For =ample, suppose that a 2% chang" in price ].,ads to a 5% 
reduction in quantity d"mamkd; the dasticity is then - 5 divid..d 

by 2 = - 2.5. \Vhen th" dasticity is numerically great"r than 1. 
<kmandisreferredtoash<,ingpn·ceetaslic. 

There are two important things to notic" about this. First, 

h<,caus,- the demand curve is downwan::I sloping, th" elasticity 
willalwaysh<,n.,gative. Thisish<,caus,-thechangesinprice 

and quantity are always in the opposite direction. Second, you 

shouldcrytocalculateth.,dasticityonlyforarelativelysmall 

chang.,inprice.asitbe,com.,sunreliableforvetylargechanges. 

Whendemandisna1v..rys,-nsitivetoprice,th.,percentag" 

change in quantity demanded will be small"r than the original 

percentagechangeinprice, andtheelasticitywillthenbe 

numerically l"ss than I. For =ample, if a 2% change in price 

leads to a 1 % reduction in quantity demanded. th"n th" valu" 

oftheelasticitywillbe - 1 dividedby2 = - 0.5. Jnthiscase, 
<kmandisreferredtoash<,ingpn"ceirn1/aslic. 

An example 
Figure 4.12 shows a demand curve for pencils. When the price 
ofapendlis40c,th.,quantityd.,mandedwUlh<,20. If the 

pric.,fallsto3Sc,th.,quantityd.,mandedwUlriseto30. The 

percentagechangeinquantityislOOX 10/2() = SOandth" 

percentage change in price is 100 X - 5/ 40 = - 12.S. Thus, the 
elasticitycanbecalculatedas(50/ - 12.S) = - 4.Acthisprice. 

demandishighlypriceelastic . 

i 60 
; so t:,., ....... , .. ,.,.__ 
• ,0 

i ",I••• ............. ; ....... ; ..................... .. 
., 
auantlty olpenclls perperlod 

Figure 4.12 Ademandrn,,,.,forpencils 

At a lower price. the result is quit" different. Suppos,- that the 

pric.,isinitially10c,atwhichpricethequantitydemandedis80. 

If th" price falls to 9c, demand incr.,as,-s to 82. Th" percentag" 

change in quantity is now 100 X 2/ 80 = 2.5, and the percentage 

change in price is lOOX - 1/10 = - 10,sotheelasticityis 

calrulated as 2.5,/ - 10 = - 0.25. and demand is now price inelastic. 

This phenomenon is true for any straight-line demand curve· 

ina1herwords,d.,mandispriceelasticathigherpricesand 

inelastic at lower prices. At the halfway point the elasticity is 
exacrly - 1,whichisref.,rredtoas unit elasticity 

Why should this happen? The key is to remember that 

elastidtyisdefinedintermsofthepercentagechangesinprice 

and quantity. Thus,whenpriceisrelativelyhigh,a le change in 

pric.,isasmallperc.,ntagechange,andthepercentagechange 

28 

inquantityisrelativelylarge - be,causewhenpriceisrelatively 

high.the initialquantityisrelativelylow. Thereverseisthecas,­

when price is relatively low. Figure 4.13 shows how th" elasticity 

of demand vari"s along a straight-Jin., demand curv.,. 

Atthemid-po[ntot the 
demand curve, we hava 

~ unlt eln llclty 

w~~':n'..aar;:i°' 
curve, demand ls 
prlcllnelH IIC 

auantltyperper1od 
Figure 4.13 Tf>eown-priceejasticityofdemandvariesalongastra>ght 
lir,e 

Demandcurvesneedna1alwaysbestraightlines,ofcourse. 

For =ample, a demand curve could be drawn such that there 

was unimty elasticity at e-vety point - such a curve would be a 

roc/aug ularbJpe,t,o/a. 

The price elasticity of demand and 
total revenue 
One reason why firms may have an interest in the price elasticity 

ofdemandisthat,iftheyareconsideringchangingtheirprices, 

the y wrn be eager to know the =tent to which demand will be 

affected. For "xample, they may want to know how a change 
inprirewillaffecttheirtotalrevenu.,. Mithappensthereisa 

consistentrelationshiph<,tweenthepriceelastkityofdemand 

and total revenue. 

Ta1alrevenueisgivenbypricemultipliedbyquantity. In 

Figure4.14. ifpriceisatPO'quantitydeman<kdisatQ,andtotal 

r"venucisgivenbyth.,areaoftherectangleOP.-4Q,. lfprice 

a 0 a, 
Figure4.14 Demandandtotalrevenue 

Quantity per period 



falls to P, the quantity ckmanded rises to Q,, and you c:i.n see 
th>.ttOlal rcvenuehasincreased,u it is now given by the area 
OP,JJQ, . This is larger than at price P,, bec:i.UK' in moving 

from />0 to P1 the area P,P ,r4c is lost , but the area Q0CBQ, is 
gained, and 1he laner is the larger. As you move down the 
demand curve, total revenue at firat increap;es like this, but 

then decreases-trysketchingthisforyourselftocheckthat 

itiSIIO 
Forthe c:uedaruaight-linedemand curve, therelationship 

isi!!ustratedinFigure4.15. 

j Ount lty 

Fig,..-e4.1SE1n11otyandtoi.lreven.,e 

Remember that demand is price elastic when price is rebtively 

high. Th is i• the range of the derrumd curve in which 10(:l] 
revenue rises u prier falls. This nukes sense, u in this range 
1he quantity demanded is sensitive to a change ln prkc and 

increap;es by more (in percentage tenru) 1h>.n the price falls 
This implies that, as you move to the right ln this K'gment, 
total revenue rises. The increase in quantity sold more 

than compensates for the fall in price. However, when the 
mid-point is readd and demand becomes unit elastic, total 
revenue Slops rising - ii is at iu maximum at this point. lbe 

ltmltiningpaf!ofthecurveisinelasiic: that ls.the Increase 
in quantity demanded is no long"' sufficient to compensate 
forthedecreucinprice,andtotal revenue fall,. Table4.I 

sumnuriK'fthesiruation. 
Thus, ifa firm i:s aware of the price eluticity of demand for its 

product,i1cananticipa1econsumet"~toilllpricechanges, 

which may be a pow"'ful strategic tool. 

4.4 Elasticicy: the sensitivicyof demand and supply -

Table4.1 Totalre,enue,eln11<:ityM"dapricechange 

Pri<e.i..tidtyof fot•priceinc-,fot•price~ 
demand toul tot•l ......,.,ue ... 

falls 

doesr.otchange 

One vny important point must be made here. If the price 
elasiidty of demand Y:ll'ie5 along a straight·line demand curve, 

suchacurvec:mnotbereferredioaseitherelaSlicorinelaMk. 
To cb so is to cm fuse the ebsticity with the slope of the 

demand~. It if not only thestn,pnessdthedemind curve 
that determine, the eWticity, but also the point on the curve at 
whidi.theelaMicity ii measured. 

Two extreme cases of the prier elastkity of demand 
should also be men1ioned. Demind may ~times be 
totallyinMensi tlvetoprier,so thatthesamequantitywillbe 

demandedwha1everpricei, setforit. ln such a situation, 
demand is said to be p,,rjL>clly inelastic. The demand curve in 
this case is venkal-u in D;in Pigure4.16. lnthis , huatlon, 

thenumcrkal valueofthepriccelastidtyiszcro, as quantity 
demanded does not change in response to a change in the 
prier of the good. 

o, 
P, f-- ---f---:,,.,,-..,- , .. -... 

o, Ouanutyper perlod 

Figure4.16 f'enecdyelffllCM"dinelasticdemand 

lbe oi:her extfeme is shown on the same figure, wh~ D, 
is a horizmtal demand curve and demand ;, p,,rfectly e/1,sric. 
The numerical value of the elastidty here is infinity. Consumers 
demand an unllmited quantity of the good at price I',. No firm 

hasanyincemivetolowerprice belowthislcvel, but if price 
were, to rise above P,. demand would fall to zero. 

An example 
A study canied out in Pakisu.n found that the price ebsticity of 
demand for household electricity ... ..,. - 0.63. Thi.s means that 

demand for electricity wu inelastic. If the price of electricity 
were to iocrea5e by 1()%, thett would be a fall of just 6.3% in the, 
quantity of electricity demanded 

29 



IJ Market equilibrium and the price system 

Influences on the price 
elasticity of demand 
A nllffim of importam influcoccs on the price ebsticity 
of ckm.md can now be identified. The lll05( importanl is 

the a""ilabi.lity of sub.1titutcs for the good or !ICrvice under 
consickration. For example. think about the demand for 
cauliflown.Caulifl<>"'·erandbroccoliarcoflefl.5ttnHbeing 
verysimilar,soifthepriceofcauJifloy.·nishighonewe,ek, 

peopk migh1 qui1e readily swi•ch 10 broccoli. The demand 
forcauliflo,,,crcanbesaidtobepriccsensiti....,(dastk),u 
COllSllmeR can readily sub.1ti1Ute an alternative pmduct. On the 

mherharKl,iflhepriceaofall.-egctableori$<',dem.arKlwillnol 
changeverymuch,as1hcrearcnosubs1i1u1esfor vegeublesin 
the die1 . Thwi, goods tlut haveclosesub.1titute,,availablewill 

tend to exhibit elastic dcm:ind, whereas the demand for gcxxis 
for which there arc no subotitulc5 wnJ tend to be more 

Associatcdwiththis ls 1hc qucstion ofwhethcranindividual 
regards a good or service as a nl-ccssity or as a luxuty item. If a 
good is a nc<:cMity, then demand For it will tend to be inelas1lc, 

whereas if a good is regarded as a lu~uty, «>n'!Umers wUJ 
tendm be more price-scnsitive. This isdosclyrelatcdto 
thequestionof subot iiutes. asbylabellingagoodasa 

ncce5Sity, oneUessentiallysaying thatthcrearc nosubotirutes 

for ii. 
A 5N'Ofld influence on the price el:i.Mkityddem:.nd is1he 

relative .share of the good or service in over.ill ex~iture. 
You m:i.ytend noltonoticesmaU ch:mgesin !he price clan 

;"""'pensive item 1h.u is a small pan o( overall expnw:liture, .ruch 
as "'1h. This tendli IO mean that demand for !hat good is relati,-.,Jy 
inda.1tic.Onthe01herhand.anitcmlhatfigurcsl:,rgeinthe 

hOU'J<'hold budget will be seen very differently, and comumcrs 
willtendro bemuch moR:K'tlsitive •opnC'C' ,,,hen asignificant 

proponionoftheir iocome is involved. 
fin.a.Uy,the 1imeperiocl under consideralionm.ay be 

imponam. Conswnen may respond more strongly 10 a price 
change in the long run 1han to one in the shon run . An increase 

in the price o f pe1rol may have limited effecu in the short run; 
h<>"'·ever, in the long run , consumers m.ay buy smaller cars or 

r,witch to diesel. Thus, the elasticity of demand tends to be 

more eb..i:ic in !he long run 1han in 1he shon run. Habit or 
commitment to a certain pa1lem of consumpiion may dictate 
the ahon-run pattern of consumpiion, but people do evemwtlly 

adiusttoprice change,. 

Examine Table 4 .2, which shows the ck!mand for tomato 
ketchupatdifferentprkts 

• Dfaw tht dtmand curve. 
b Cakulate tht prict elasticity of demand v.t.tn lht initial 

prictisS4. 
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Table 4.1 Dem~nd fa tomato k~ 

Qul;nlltydt!MftCiMI 
Prim (S) (boffin per ....... , 

c Cakulatelhtpricttlasticityofdtmandwhenthtinitial 
pnc:e isS3 . 

d Calculate lht price tlasticity of dtmand when tht initial 
priceisS2 . 

Income elasticity of demand 
FJas1icityisameasure of1hc ,ensitlvi1yofa variable to changes 
in another varfablc. In the "'1me way as 1he price elasticity of 
demand is determined, an elasticity measure can be calculated 

for any other mnucnce on demand or supply. Incom e efas1lclty 

of dem and (YED) is therefore defined as: 

'H>change inquantitydemanded 
YED % change in consumer income 

Unlike the pm C'Wl:icity of demand. the incon>e ebsticity of 
demand m:i.y be either pos~ive or negative. Remcrnbcr the 
distinction betw=n normal and inferior goods1 For normal 

goods theQU3lltitydemandedwill increaseasCONUfflC"i"""""' 
rises, w~reu for inferior goods the quantity demanded will tend 

m fallas income rises. Thus. for oomuJ goods the YEDwUJ be 

posiliv.,,w~r,,asforinferiorgoodsit"'i!!benegalive. 
Supposeyoudisooverdutthe l'fDform.agatinesis +0.7 

How do you intcrpre1 thi& number) lf conJumer iru:omc, were 
to increase by 1(111,l the demand for magazines would inettase 
by 10 X 0.7 = 7%. This example o( a normal good may be 

helpful inform:ition for ncwsvendor5, if they know that consumer 

incomes are rising over time. 
Onlheothcrhand, if the YEDforeoochtravdis -0.3, that 

means that a 10¥, increase in consumer incomes will lead to a 
3% fall in the demand for coach travel - perhaps because more 
people are cravclHng by car. ln this instance, eweh travel would 

be regarded asan inferior good 
In "°""'caseslhefEDmaybeverystronglypo,itive.for 

example. suppose !hat 1he l'ED for digital cameras i$ +2. Thi$ 

implies that !he quamity dem:lnded of such camera, will increase 
by 20% for every J(m increase in incomes. An incn:aJC in 
income i$ encouraging people to deVOle more of !heir income,, 

101W..product,which increascsitssharein!Olalcxpendirure. 

Suchgoodsarereferrcd1oas lux1 11")' g<><>tb. 



Cross elasticity of demand 
Anolheruscful mc,aure isthecross e h ~tk lt yuf1.lcmand 
( Xl:.'D). This is t.elpfol in rev=ling the inicrrcfationships betwCffl 
goods.Again,thi5-=maybecrithcfpo.sitiYcorn..gativc,. 
depending on the rd,nionshi:p betwttn the goom. h is defined ,..., 

% changeinquaniitydem;indcddgoodX 
% diangeinprice ofgoodY 

lftheXfDis~iob,,positi.,..,, ;1 me,ons thatanincn,asc,i11the 

price d good Y ~ lO an increas,, in the quantity demanded 

of good X. For czampk, an =· = in the price of appk.s may 
lead lo an incrca.sc, in the demand for peats. llcre a~ and 

pe,rsarcrcgardeda.1 , uhstituresforc:i.cha1her:ifonc.'~ 
relati vely more cxpni.sivc, consumtr• will switch to mt' a1her. A 
high value for thc XED indicat<"s that two good, arc v.-ry dOS<' 

substiMcs. This information may b,, u!ldul in helping a firm to 

identifyluclosecompetitors. 

On lhc Olhcr hand, if an increase in the price of one good 

lcaW to a fall in the quantity demand<'() cl another good. this 
suggests 1h:111hcy are likely to be complements. The XED in thio 

cue will be ncg:11ivc. An examplc of $l>Ch a rdiuionship i1 !hat 

between colfcc and sugar, whim tend to be ca uumed rogetl,cr. 

Examples 
Suppo1C"youfoundthattheXBJfor.,.,garwithrespea1oa 

change in the pric,, of coif="""' -0.007. Th is would impl y th:i.1 

a 10% increase, in 1he price of cofftt: would lead to a 0.67% fall 
inthedemJndfor sugar, suggestingthat colftt:and sugar are 

complements. lf the XED for pineapples with respeCI to a change 
in the prl«'5 o f mJngoes was + 0.532, this would suggt·st that a 
10%incre:ueinthepri«"ofpineapples wouldlead toaS.32ls. 

lncrc-.l!t'in1hedemandformangoes, suggesting1hatpineapples 
andmangoe1areirub6tinm,,. 

Price elasticity of supply 
A.selasticityi1 amea.tlJtt'of5Cfl!lilivity,itsusentt:drK111be 

confined lo infllJCfK'O Oil demand, bur can al,o be llJmed to 
ev:iluatingthe5en.5itivityofquamitys,,ppii<'llloachangein its 
detenninants-inpanicular, its price. 

4.4 Elasticicy: the sensitr,icy of demand and supply Ill 
It wa$argucd inOl:apttt 3th:i.! the supply curve is likely to be 

upward sloping. so !he pri«' das1icity of supply can be expected 
1obepo,5itive. lnother words,anincre:lSCinthem:1tlcetprice 

will induce firms to supply more outpu! IO the market. Tile prla: 
cb s tlchy o fM1p 11ly(PEJ')isdefined as: 

!'ES = % change in quantity supplied 
%changeinpri«' 

So,iftheprioeelu1icityofsupplyis0.8,:mincreaseinpriceof 
10% wilJ encourage firm, IO supply 8% more. As with 1he price 
elas1idtyofdemand, iftheelas1icityisgrea1er 1han I, supply 

isreferredtoasbcing e lastk , whereasifthe valucisbctwtt:n 
0 and I , supply Is considered inelas1ic. Unit o/11stldt)' occurs 
whenthepri«"clasticityof supplyiscxacrlyl, 110 thatal0% 

increaseinpricelnducesa 10%increaseinquantltysupplied. 
Thr: value dthecla&ckwywiU depend on how ,,,mmg and able 

finru 8"" to ina=!IC lhei-- supply. For~. if firms are opcr.uin8 

~iothecapacifydtherexi.9:ingplamand~.lirymay 
beunabk 1orespondtoan~· =inJrice, al~intheshon 
run.Sohen!again. supplycanbecxpectedrobemoreewticinlhc­

longrunthanSl!heshonrun.Figurc4.17 illusw.11:Sthi,. 

auantltyp..-p..-lOd 

Figure 4.17 Short-ill'ldlong-runelashcityofsupply 

In the short run, firms may be able to respond to an incrca1e 
in price only in a limited way, and so supply may be rdalively 
inela.ik, as fflown bys. in the figure. How evtt, firms can 

becomc more flexible in the, long run by inst:illing ocw machinffy 
or building ocw fae1orics. "° supply can then becomc ll10fC 

elastic. moving to 5i. 
There are two limiting c:o1esof supply elasticity. For ,omc 

reason, supply may be fixed Sldi th:i.t, no mantt how much 
pri«'increaK'S, firm, will nolbeabletosupply:,ny more. For 

example, it rould be tha1 a certain amount of fish is aV'Jilable 
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in" market, and h=..,ver high the price goes. no n'ICn cm~ 
ob(aincd. Equally. if the li~n know that the fuh they do 
nO(selJtodllyc:rnno1bc,.s1oredforanotl>c,rd.ty.theyhave :rn 

incc,ntivetosc,ll.ltoweverlowthe priccgoc,s.lnthc,se ca..c,-s. 
supply is perfectly indastic. At thE, other extreme i., perfectly 
elastic supply, where firms would be prepared to supply any 

amount cl the good at the going price 

Thesupplyoflmh fish tolhrimarh,t ., B;ingkok~l"!elastic 

These twopo&Si:,ilil"""..,., shown in Figurc4.18. Here S, represenlS 

apcrfectlyincl:uticsupplycurve:firmswill supply Q; wh:atever 

thcpricc.pcrh.apsbccausethatistheamountavailableforoale. 
Supply here is vertical. At the opposite extreme. If supply is 
perfectly elastic then firms are prepared co supply any amount at 

thepricel',.andthcsupplyeurveisgivenbythchorizootallin.-S,. 

• Thepriceelasticityofdemandmeasuresthesensitivityofthe 
quantity of ii good demanded to a change ifl its prict . 

• As there is an~ relaliomhip betwetn quantity demanded 
andprice,thtpriceelamcityofdemaridisalo.vaysnegatiYe. 

• Where comumers are sensitive to a change in price, the 
percentagechange inquantitydemandtdwillexctedthe 
perctntagechange inprict. Theelastidtyofdemilndthen 
takesonilvaluethat isnumericallygreilterthan 1,and 
demandissaidtobeela1tic 

• Whtreconsumersarenotverys.ensitivttoilchangeinprice, 
theperctr1tagechangeinquantitydemandedwillbe1maller 
tharithepercentagechangeinprice. Elasticityofdemand 
then takts ona value that is numericallysmaltr than 1, and 
demand issaidtobeinelastic. 

• When demand is elastic, a fall (ri5") in prict It ads to ii me (lal) 
intotalrevtnue. 

• When demand is inelastic, a fall (rise) In prict ltilds to a fall 
(rise)intotalrevenue. 

l2 

P, -------l---- ~-.... - ~-~:: 

0; Ouantityl*,-locl 

Figur•4.18 PerfectlyeliSbCardinela'ili< supply 

Imagine tht following scenario. You are considering a pricing 
strategy for a bus company. The economy is heading into 
l'Kl!'SSion.andthecompa,nyisrunnir,gataloss. Yoorlocalrail 
5"1Vict providtr has announced an increase in rilil fares. How 
(ifatalOdoyouusethtfollcwing informationconctming 
theelastidtyofbustr.wtlwithrespecttovariousvilriilbltsto 
informyourdecisiononprice?Doyouriliseo,low,rprice1 

priceelastidtyofdem,md 

income elilstidty of demand 

cross-priceelilsticityofdemand 
withrespecttorailfares 

yourpriceelilsticityolsupply 

-1 .58 

-2.43 

+2.21 

+1.15 

• Thesiitofthepriceelastidtyofdemandisinfluencedby 
the availilbihty of subsliMes for a good, the relative share of 
expenditure on the good in the cornumer's budget and the 
time that consumers have to adjust 

• The income elasticity of demand (YfO) measures the sensitivity 
of quantity dtmanded to a change in consumer incomes. 
11 5"rvtS to distinguish bttw~n normal, luxury and inferior 
good, 

• The cross-price elasticity of demand (XfO} meilsures the 
sensiti'o'ity of the quantity demanded of one good o, strvict to a 
chai(]eintheprictofsomeothergoodorservice. ltcanseiw 
todistinguishbetweensubstitutesandcomplements. 

• The price elilstkity of supply (PfS') measures the stnsitMty of 
the quantity supplied to a change in the price of a good o, 
servic:e . Thepricetlasticityofwpplycanbe e,:pectedtobt 
greater intht long run than in the short run, as firms have 
moJeftexibilitytoadjusttheirproductiondedsionslnthe 
long run. 



AS Level 
Part 2: The price system and the m1croeconomy 

5 Prices and resource allocation 

Now that you are familiar with the use of the demand 
and supply model, it is time to take a wider view of the 
process of resource a/location within society. This chapter 
examines how prices can act as market signals to guide 
resource a/location, and introduces notions of consumer 
and producer surplus. 

Learning outcomes 
After studyingthis chapter, you should: 
• have an overview of how the price mechani5fll works to 

allocate resources 
• undemand the meaning and significance of consumer §(XJ)lus 
• beabletoseehow pricesprovideincentivestoproducer:s 

[

lu:tandthemea.ning andsignific:anc:eofproduce: 

wareoftheeffectsof theentryandex1toffirms1nto 
out of a market 

5.1 The role of prices in 
allocating resources 

The coordination problem 
As Chapter I indicated, all 50Cieties faa, the fundamental econcmic 

problem of scardty. Bemuse !hell." are unlimited wants but finite 
"'sounces,it isnea,ssarytomkedecisioruonwhichgcodsand 

servicesshouldbeproduced, howtheyshouldbeproducedand 
for whom they should be produced. For an economy the size of 
the UK, ther-e is thus an immense coordination problem. Another 

wayoflcokingatthisistoaskhowcoruumersC3llexpres.stheir 
prefe=i.cesbecween alternativegocdssothatproducersrnn 
producethebesimixofgoodsandservices. 

Scme alt<.""mative possibmties for handling this problem will now 
be considered. In a free-markc 1 economy, mark<""t forces are 

allowed to allocate resources. At the Ol:her =treme, in a centrally 
planned economy u,._.. Slate plans and directs resources into a 

rangeofuses. lnbetweenthereisthemixed==y. lnorder 

to evaluat<"" these alternatives. it is necessary to explore how each 
ofthemoperares. 

• Sodeties face the fundament al economic problem of 
scarcity. 

• In a free-m arket economy there needs to be a mechanism 
that coord inatesthe allocationofresources 

• Pricesplayakeyroleinthis process 

5.2 Prices and consumers 

Prices and preferences 
How can consumers signal their preferences to producers? 
Demand and supply analysis provides the due. Figure 5.1 .shows 
the demand and supply for laptop computers. Over time Ul<.""re 

hasbeenarightwardshif!inthedemandcurve - inthefigure, 
from D0 to D,. This simply means that consumers are placing a 
higher value on Ules<"" goods; they are prepared to demand more 

at any given price. Th<"" result, as you know from comparative 
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static analysis, is that the market will move to a new equilibrium, 
with price rising from P0 to P, and quamicy traded from Q, to Q ,: 

there is a movement along the supply curve. 

P, 

Oo a, auanlltyollaptop 
computers perper1od 

Figu~5.1Themar~etlorlaptopcomputers 

The .shift in the demand curve is an expression of consumers" 

preferences; it embodies the fact that they value laptop computers 
more highly now than before. The price that consumers a.., 
willing to pay represents their valuation of laptop computers 

Consumer surplus 
Think a little more carefully about what the demand curve 

represents.Figure 5.2againshowsthedemandeurveforlaptop 
computers.SupposethatthepriceissetatP'andquantity 
demanded is thus Q'. P" ran be seen as the value that the l:ist 

eusmmer places on a laptop. In other words, if the price were 
even slightly above P', there would be one consumer who 
would choose nOI: to buy: this individual will be referred to as 

themargi.,a/consumer. 

- eonsumerA"svaluatlon 
ConsumerB'svaluaUon 

Figu~5.2Priceasmargmalbenefit 
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Oernand(MS8) 

auantltyollaptop 
computersperper1od 

To that marginal consumer, P' represents the marginal benefit 
derivedfromconsumingthisgood - itisthepricethat just 
reflects the consumer's benefit from a laptop, as it is the price 

thatjuscindueeshertobuy.Thinkingofthesocietyasawhole 

~;i:: :t :a;~~~t~:.,c:t:::fi~~:~~;t~:::::nf.'.:m e 
consuming this good. The same argument could be made about 
any point along the demand eurve. so the demand curve can be 
interpretedasthemarginalbenefittobederivedfromconsuming 

laptop computers. 

A display of laptop corr-.,ute" in a sl0<e in Kual~ Lumpu-. Consumers now 
valUE'laptop computersmcrehi<t,lythanbelore 

lnmostmarkets.allconsumersfacethesamepricesforgoods 

and services. This leads to an itnponant concept in economic 
analysis. P" may represent the value of laptops to the marginal 
consumer, but what about all the other consumers who are also 

buying laptops at P'? They would all be willing to pay a higher 
priceforalaptop.lndeed,consumerAinFigure5.2wouldpay 
averyhighpriceindeed,andthusvaluesalaptopmuchmore 

highly than P'. When consumer A pays P' for a laptop, he gets 
a great deal, as he values the good so mueh more highly - a, 

represented by the veniral green line on Figure 5.2. Consumer B 

alsogainsasurplusaboveherwillingnes.stopay(thepurple 
line) 

lfallthese surplusvaluesare addedup,theysumtothetoial 

surplus that society gains from consuming laptops. This is known 
as the con,iumcr surplu~. represented by the shaded triangle in 
Figure5.J.ltranbeinterpretedasthewelfarethatsocietygains 

from consuming the good, over and above the price that has to 
be paid for it. 



Figur•S.l Consurne<su-plus 

FiQUll:' 5.4 shows a demand cur,,e. 

Dllmmld(USB) 

Quantllyoltaplop 
computers per period 

Quantity 
FiguNI 5.4 Consume,wrpluswhe<'>pricechan.ges 

• ldentifythearea thatreprtSentscomurnersurplusifthe 
price of the good is OE. 

Suppos,ethatthepriceincrea~ toOB. 

b Identify the consumer surplus at this r.tw prict . 
c v..-1iidl¥ea repre,sentsthechangtincomumer5Urpl115 

~twttnthetwopositlons1 
d v..-1iich ¥ta shows how total " ~ tfilfe in the society has 

"'''''''" 

5.2 Prices and consumers 1111 
Prices as signals and incentives 
From CM produccni" l)C'l"$pc,ctive, the question is how 
they re-crive signals from consumers about their changing 

prefett'nees. Price is the key. Figure 5. 1 SOO'l\-•ed how an 
in~ in demand for lap«>p computers leads to an increase 
in CM equilibrium m:irket price. The shift in the demand~ 

lead!itoanincre:: ... eintheequilibrium prke,whkhcnrour.i.ges 
producer:. to irupply mote computers - there is a movemeru 
along the supply curve. This is really saying that producers find 

it profitable to expand their O\Upl.ll of lapcop oompurcn at that 
higher pria,. The price level is thus a ~gnal 10 produccn about 
consumer preferences. 

NO(ice that the price signal works equally wet! when !hc,tt is 

adocreaseinthedemandf,xagoodorservice. Figure5.5, for 
example,¥lows thcmarket forvidcorccording.,. 

P, . 

P, 

a, 0 0 au.iutyotvldlloll 
per pM"lod 

With the advent ol DVDs, there has been a large fall in the 
<rmand for video recordings, so the <rmand for them has 

shifted to the left - consumers arc demanding fewer videos 
at any price. Thus, the demand a.,rv,:o shifts from D0 to D,. 
Prcxlucersofvidcorecordingsarebcginningtofindthatthey 

cannOl:seU asmanyvidl'Oli attheoriginalpriceasbclore,oo 
theyhavetoralucctheirpricc toavoidanincrcasc inth .. ir 
unsoldsrocks.They have leS11 incentlvctoproduccvidco.,and 

will supply less. Th .. re is a mcwcmcnt (1/0niJ the supply curv.- to 
a lower equilibrium price at 1'

1
• and a losl.·er quantity !Jaded at 

Q,. You may !ik<' to think of this u a movemem along the firm", 
production pos.,ibililycurvc for DVDs andvideos. 

Thus , you can <ec how existing producers in ~ market recrive 
5i.gnals from cons1.11ners in the form of dungca in the equilibrium 

price, and respond to these signals by adjusing their output 

'""'· 
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• lfmarketforce1aretoallocatere50urce1effectively, 
coosumersneedtobeabletoexpresstheirpreferencesfor 
goodsandservkesinsuchawif'jthatproducerscanrespond 

• Com,umersexpresstheirpreferencesthroughprices,as 
priceswilladjusttoequilibriumlevelsfollowingachange in 
conrumerdemand. 

• Consumer surplus represents the benefit that comumen 
gainfromconsumingaproductoverandabovetheprice 
theypifilorthatproduct 

5.3 Prices and producers 

Producer surplus 
Paralleltothenorionofconsumersurplusistheconceptof 

producer surplus. Think about the nature of the supply curve· 

it reveals how much o utput firms are prepared to supply at any 

given price in a competitive market. Figure 5.6 depicts a supply 

curve. A.ssumethepriceisatP'. andthatallunitsaresoldatthat 

prke. P'representsthevaluetofirrnsdthemarginalunitsold. 

Jn other words. if the price had been set slightly below P' , the 

lase unit would not have been supplied, as firms would not haVl"" 

found this profitable . 

supply 

a auantltysupplledperper1od 

Figure5.6 Asupplycurve 

Notice thac the threshold at which a firm will decide it is not 

profitabletosupplyisthepointat,vhichtheprice receivedby 

the firm reaches the cost to the firm of producing the last unit of 

the good. Thus. in a competitiVl"" market the supply curve re-fleets 
marglnal co,;.1 
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Producersurplus: the di ffe,eocebetweenthepric:ereceivedbyfirms 
foragoodorse<,,;ceandthepriceatwhichtheywouidhavebeen 
preparedtosupplythatgoodorseJW:e 

Marg inal co1t: thecostofproduonganaddi~onajunilofoutput 

Thesupplycurveshowsthat,intherangeofpricesbetween 

point A and P'. firms would have been willing to supply positive 

amounts of this good or servicc. So at P". they would gain a 

surplus value on all units of the good supplied below Q' . The 

total area is shown in Figure- 5.7: it is the area above the supply 

curve and below P', shown as the shaded triangle. 

Onewayofdefiningthisproducersurplusisasthesurplus 
earned by firms over :,nd above the minimum that would 

haVl"" kept them in the market. It is the re-ason for which 

Supply 

auantltysupplledperperlod 

Figure5.71'foduce,su~us 

Entry and exit of firms 
Thediscussionsofarhasfocusedonthere-actionsofexisting 

firms in a market to ch:,nges in consume r preferenccs. Howevt""r, 

this is only pan of the picture-. Think back to Figure 5.1, where 

there was an increase in demand for laptop computers following 

achangeinconsumerpreferences. The equilibrium price rose, 

and exisling firms expanded the quantity supplied in re-sponse. 

Those firms are- now earning a higher producer surplus than 

before. Other firms nor currently in the market will be attracted 

bythesesurpluses,perceivingthisrobeaprofitablemarketin 

which to operate. 

Jfthere-arenobarrierstoentry,morefirmswilljointhe 

market. Thisinturnwilltendtoshiftthesupplycurverothe 

right, as there will then be more- /inns prepared to supply. As a 

re-suit. the equilibrium market price will tend to drift down again, 



untilthemarketn::i.chesapositioninwhichthcfeisoofurther 
incemive for new firms to enter the rnalXet. This will occur when 
the riue of return for firms in the laptop market is oo bC'lter 

1hanin ~hermarkeu 
Figure 5.8 mustrate•thissituation.1beoriginal increase in 

demand leaW. u before, to a new equilibrium with a high.,,. 

price 1'1. As new finns join the markel in quest of producer 

5.3 Prices and producers -

s, 

surplus, the supplycurveshiflstotherighttoS,. pushing P, 

the price blck down to P.,. but with the quantity traded now 

uparQ,. 

P, 

Po ·· 

q, o, O.Z aull'ltilvof ll,plop 
compu.,.,.p«period 

Fiir-r-S,8Themarketforl~pt"l'computen...-.soted 

lftheoriginalmcwememindemandisintheoppo!itedirection 
uit w:uforvidcorecordings in FigUJe S.S. a similar long-run 
ad;ustmcnt tike5 pbcc,. As the market price falls. sorne firms in 

tile m:o.rket may deci<k that they no long<..,. wish lo remain in 
production. and wal exit from the market altogC'lher. This wal 
shiftthe.supplyCllf""etothelfflinfigure5.9(10S,) unrilonly 

firm.1tha1oonrinuerofind~profitablewillr~ninthem:uke1. 
In the final po.,ition. price is back to P,, and quantity traded has 

fallentoQ,. 

0, 

0:, 0 1 0c, OU8nUtyOf'lldt,o9 ,..,,..,.. 
FigureS.9 Thema<ketfor..,deo...:ording,,M'Srted 

a Sketchadernandandrnpplydiagramandmarlt.onitthe 
areasthatrepresentcomumerandproducersurplus 

b Using a demand and $Upply diagram, ~plain the procns 
that provides incentives for firms to adjust to a decrease in 
the demand for fountain ~sin a competitive market 

c: Thinkabouthowyoucouldusedemandand$Upply~ 
to e,,plain recent mcwements in the world price of oil. 

• Producerrnrplus represents the benefit gained by firms 
over and above the price at which they would have been 
preparedto$Upplyaproduct. 

• Producershaveanincenlivetorespondtochang,eslnprices 
In the short rll"I Im ocrurs tm>ugh output adjustments of 
IW:1ting firms (moyements along the supply curve), but FI 
the long run firms wil enter the marlt.et (Of eidt from it) until 
therearenolurtherincentiveslorentryorellil 
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D Pricesandresourceallocation 

Examination questions 
1 a Explain hem an equilibrium price for a product is a i) State the formula used to cakulate income elasticity 

established in the market and how it may change (8] of demand [2] 

b Discuss whether a firm's revenue would inrrea5e, in 
respometopriceandinmmechanges,iftheprice 
elasticity and income elasticity of demand for its 
product became highly elastic [12) 

Cambridge AS and A Level fcOflOITTcs 9708, 
Paper2,Q2,Novem<ll'f2007 

2 Elasticityofdemandforairtravel 
TheOepartmentofFinanceofCanadaexamined21 studies 
of elasticity of demand for air travel. The5e were mainly 
based on behaviour in the USA It produced a summary 
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of what it thought were the most accurate estimates of 
elastidtyfordifferentsegmentsofthemarket.Someol 
thesefindings aregivenin Figuresland2 

I Totalma,ket 

I YEO value 

Figure11ncomeelasticityofdemand(YED)f0<a1rtravel 

Market•'"'!!-

Loog--<listanceintemafonalbusonessflights 

Loog--<listanceintemafonallei,ureAight, 

Short·clistaocebusinessflights 

Short·clistaocelei,ureflights 

Figure2Priceelasticityoldem.1r,d/pm)for~irl1avel 

ii) What can be concluded about air travel from 
Figure17 [2] 

b UsingFigure2,explainalikelyreasonforthedifferent 
price elasticity values for 
i) busine11flight1comparedwithleisureflight1 [3] 

ii) long-distanceflightscomparedwithshort-distance 
flights . [3] 

t Explainthe,ignificanceofthepriceelasticityvalues 
inFigure2foranairtineconsideringapolityoffare 
cutting [4] 

d OimJssthecostsandbenefitsofanincreaseddemand 
for air travel [6] 

CambridgeASa.ndALevelEconomics9708, 
Pape,-21,Q1,NOYember2009 

3 a Withreferencetotherelevanttypeofelastic:ityof 
demand,explaintheterms 
i) inferior good, and 
ii) complementary good. [8[ 

b Oi,cusstheimportanceofpriceintheeffectiveoperation 
of a mixed economy. (12] 

Cambr;dgeASaridAlevelErnr,omics9708, 
Pape,-22,Q3,NOYember2010 



AS Level 
Part 3: Government microeconomic intervention 

6 The government in 
the microeconomy 

If market5 are to be effective In guiding the a/location of 
ruources in JOClety, a p,econdition is that market prices are 
able to reflect the full costs and benefits aSlociated with 
market transactions. However, there are situations in which 
the gOYl'!rnment may see that there /s a need to in tervene 
to in fluence marke ts. This chapter looks at ways In which 
gC1,1ernments intervene, either to Improve the workings o f 
markets or to a ffect the w,1y/n which resources are 
allocated - for uamp/e by lnf/ue(l( /ng the distribution of 
inco~ In sodety. 

Learning outcomes 
After study ing this ch apter, you sho uld: 
• be familiar with ways in which the 9(M!!l'nment inte~ 

in markets 
• appreciate the effKU Ot'I a martet if conb'Ols are placed on 

pric;es 

• undNStandtheefferuoftalleSandsubsidiesin a martet 
• befamiiarwiththeCanooso!Taxation 
• undHStand the rationale for governments to redistribute 

incomeandwealth,andpoliciesthat can be usedlorthis ,,...,,. 
• bi! aware of how 9QYernments may l()tervene through 

ll
d;,wp""''""'fgood,aod ~M<M J 

==.t~:n
1:~~t!;~: ~~en:;\:::::~:d on 

''" 
6.1 Minimum and 

maximum prices 

MOISI. gov.,mmcnts sec ii a11 their ruponsibility 10 ~"' tha1 
markcu alloa,te rcsouK'CS clficlemly. Ho,,.·ev.,,., 30rtloe policies 
h:i.,..,, unintended effects that may no( culmiruue in sucrei•iul 

elimination d market failure. Indeed. in ,ome c:ues govemmem 
imervemionmayintroduccocwmarketdislortions,leadingto 

a phcnom,,non known u g<wc n unc n t fail un: . One wa y in 
which governments may intervene is through direct control of 
prkc.'l in Krnemarkets, thatis,through rcgulation. 

A minimum wage 
One way in which governments have often imcn"Cfled in 

markcu is by the introduction o( a n1inimum "''nl;C. To illusu:ue 
how this worb. Figun:' 6.1 l"Cf)fe5ents the labour market for 

office d~. Employers demand labour accon::tifla to the ".ige 
rate - the lower the wage. the higher the demand for the l:i.bnur 

of office d~=- On the supply side. more "'Olkcr5 will offer 
thcmsdv.,s for worlr: when the wage rate is rel:i.tively high. If the 

marketisunrrgul:11ed.ilwUln:'achcquilibriumwithawagcra1e 
IP and quantity of labour L". 

··~ i ! '"""' 
····························1 ·········· ! 

i I 

I 1 1 -

Figure6.1 AmlnllTlllfflw~ 

L" L, 
Ou1nUtyol l8bour 
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II The government in the microeconomy 

Suppose now 1hat the govemmem comes to the vkw that W' is 

nO!suffidcndyhigh.toprovideareaoonablewagefotdeaners. 
One response is to impose a minimum WJge. below which 
employen are OOI permitted m dfer employment - say, W _... 

on the figure. Thi, will have Nm dfea.s on the marlc:et situa!ion. 
First. employer, will demand leM bbour at this higher wage, 
so employment will fall to L.,. Seaind, more workers wW be 

prcpued to offer thermdve,i for employment at the higher w:i.ge, 

so labour supply will rue ro l,. H°"'·ever, the net effca of this U 

thlo! !here is ane:<ee3Ssupplyoflabourat thisv,,:ige and hence 

unemploymcnl , with more workC1"11 offering !henudves for work 
1hlon1here:irejob;,avanableinthcmarket. 

What i, happening here is that. with the minimum wage 

in effect, some worker, (those who manage to remain in 
employment) are betrer df. and n<J1V re<:eive a better wage 
However. thok' who are now unemployed arc WotK' off. It is 

not then dear whelher the effect of the minimum wage Um 
m:ike90cietyHawholebel1erdf-50n1epeoplewillbebencr 

off.butothcrswillbeworseolf. 

Notice that thisan.alysisre-st.1on50nlCUSUmplionsth:11 hlove 
not been made explicit.. In particular, it retU on !he :uwmption 
thlot !he labour market is competit:ive. Where there are labour 

markets in which the emplo)'N!i have .ome marlc:er power. and 
are able to dfcr lower w.a.ges to workers than woold be obtained 
inafree-marker.equilibriwnsituat:ion.i! ispossibletha.i!he 

imposi1ion d a minimum wage wm increase employmem 

Rent controls 
Another m:irkel in whkh governments ha ve been tempted 
10 intervene is the h<ll1ing market.. Figure 6.2 represents the 

m,ut.et. for rented :iccornmodation. The free-marltet equilibrium 

"'uuld be where demand and .'lllpply intcrscel, with the 
equilibrium rent being R' and the quantity of accommodation 
u:,dedbeingQ' . 

If !he govcrnmen! regard, the level of rent as cxceMive, lo 
the point wit~ households on low incomes may be unable lo 
afford rented accommodation , then , given that housing ls ooe of 
life"snecesaitles, i! may regard this as unacceptable . 

The temptation for !he government is to move this marlc:l'I 
away from its equilibrium by imposing a maximum level of rent 

tha1lancUordsarealtowedtochargetheirtenams. Suppose that 
thislevelofrcntisdeoot:edbyR_infigure6.2.Again,there 
are r,,o dfccu Iha.! follow. Fir&!, bndlords will no longer find 

itpnxitabletosupply:ismuchren!alaccommod.;ition,andso 
willreducesupplytoQ0 Second,atthislownfC'fltthcrewiJJbe 
mott people looking for accommodation, .so tha.t demand fot 

rented accommodation wnl move lO Q .. lhe upshot d the rent 
controls, tl'leufore, ill cha! there is less accommoda1ion av:iUable, 
and more homeless people 

h ran be !IC'Cl1 that !he well-meaning rent control policy. 
intended to prol"ect low-income households from being exploited 
by lancUorcb. merely has the effect d reducing the amount of 

accommodation available. Thi, i., not what was supposed to .. .,,,.... 

• Government failul\' can oca.- when wel-meaning 
interventionbygoyernment:lihasunintendedeffects 

• Govemment:li may intervene by using direct controls on 
prices In some markets 

• One uample of this is where the government impose a 
minimum wage to protect low-paid workers. 

• In some circumstanc~. th.s may result in a rise in 
unemployment. 

• Ga.rernment:li may also set maximum prices, as in the case of 
rent controls. 

6.2 Indirect taxes and 
subsidies 

Govemmcms need IO rni.sc, funds m finance the expenditure 

thatthcyundert:ike. Onewayofdoingthillisthroughtaxeson 
expn><liture,suchasas:i.leslllX. 

The cffcas of a s:i.les tax cm be .-cen in a demand and supply 

diagr.un. An lnd lrttt t a.'< ill~ by the ,..,Jkr, !00 it affcas the 
supplycul'\~fo,a product. Figure6.3Wl1Slr.1.le$ 1hecak'ofa 

o, Glci ouanuty of renl&d .fi:a,d mlfl ot ~pcclfie l:I.X - a tax that is 5et at a coruianl amouru 

Fig..,..6.2 ~ntcontrols 

eoeommodatlon per pact of cigarectes. Without the tax , the market equilibrium 
i• at the imeraecrion of demand and supply with a p~ of P0 



and a quantity traded of Q
0
• The effffl d the tax is to reduce the 

qu3ntitythat firms are prepares:l to supply at3ny given 
price - or,toputitanO{herway,foranygivenquantityof 

cigarettes, firms need to receive the amount of the tax over and 
above the price at which they would have been prep3red to 
supply that quantity. The effect is thus to move the supply curve 

upwards by the amount of the tax, as shown in the figure. We 
get a new equilibrium with a higher price at P, and a lower 
quantitytradedatQ,. 

P, 

Po 
P 1-tax 

.. >f-................................... '' ..... ''. 
'"'"'""''"" 
'""" ' 

Buyer pays 

7 'i\"_ 
0 1 0 0 Packets olclgsrettes 

per period 
Figure 6.3 Theeffernofan imi,Pcttaxon<igarettes 

lndirecttax:ataxle,,;edooexpenditureoogoodsnrservKes 
{as opposedto ~di:rect tax."tiidiisatax<hargeddi,ectlytoan 
indi,,;clual based on a component of income) 

Spec ifictax:ataxofafixedamoontimposedonpurrflasesofa 
coo,mod;ty. 

An important question is, who bears the burden of the tax? H 
you look at the diagram, you will see that the price difference 
betweenthewith-taxandwithout-taxsiruations(i.e.P, - PJis 

less than the amount d the tax. which is the venical distance 
betweenthewith-taxandwithout-taxsupplycurves. Although 

thesellermayberesponsibleforthemechanicsofpayingthe 
tax, pan of the tax is effectively passed on to the buyer in the 
fom, of the higher price. In Figure 6 .J, the Incide n ce of 1he 

tax fulls panly upon the seller, but m06t of the tax is borne by 
the buyer. 

The price elasticity of demand determines the incidence 

of the tax. lfdemandwereperfectlyinelastic,thenthesellers 
would be able to pass the whole burden of the tax on to the 
buyersthroughanincreas,,inpriceequaltothevaluedthetax, 
knowing that this would 110{ 3ffect demand. However, if demand 
wereperfectlyelastic,thenthesellerswouldnO{beabletoraise 

thepriceat all,sotheywouldhavetobeartheentireburdenof 

6.2 Indirect taxes and subsidies 11111 

Sketch demand and supply diagram, to confirm that the 
statements inthepreviousparagrapharecorrect-thatis, 
thatifdemandisperfectlyinelastic,thenthetaxfallsentirely 
onthebuyers,whereasif demandisperfectlyelastic, it is the 
sellerswhohavetobeartheburdenofthetax 

lfthetaxisnO{aconstantamount,butapercentagedthe 

price (known as an ad valorc m tax), the e-ffect is still on the 

supply curve, butthetaxsteepensthesupplycurve, asshown 
in Figure 6.4. Here, the free-market equiHbrium would be where 

demand equals supply. with price at P0 and the quantity traded 
at o.,. With an ad mlorem tax in place, the price rises to P,, with 
quantityfullingtoQ, . 

lncide,nceof •tax:the"'"Yinwhichtfieburdenofpa~r,gasales 
taxisdi,,;dedbetweentx,ym andselk>t-s 

Adv•loremtllx: ataxonexpenditurest'lat a pe,centageofthe 

S141Plyp[ustax 

Packetsolclgarettes 
per period 

Figure 6.4 Theeffectsofanad""'°"'7,taxoncigarettes 

In some situations, the government may wish to encourage 
production of a paitkular good or service, perhaps because it 
views a good as having strategic significance to the country. One 

wayiteandothisisbygivingsub;;.ldks. 

Subsidiesareusedtoencourageproducerstoincreasetheir 
output of particular goods. Subsidies have been especi3lly 
common in agriculture, which is often seen as being of strategic 

significance. lnreeentyears, theUSAhascomeunderpressure 
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II The government in the microeconomy 

to reduce tlu,subsidiestha! itgrantstocottonproducern. 

Analytically, we can regard a subsidy as a sort o f negative 

indirect tax that shifts the supply curve down - as shown in 

Figure6.5. Withoutthesubsidy.rnarke-tequUibriumisataprice 

P
0

andthe-quantitytradedisQ
0
.Withthesubsidyinplace-,the 

equilibrium price fa Us to P, and quantity traded increases to Q,. 
Again.nOl:ice-thatbe<:ause-thepricefallsbylessthanthe 

amountofthesubsidy,the-benefitsofthesubsidyareshared 

betweenthebuyersandsellers - dependingonthe-elasticityof 

demand. lfthe-aimofthe- subsidyistoincreaseproduaion, it 

isonlypaniallysuccessful: thedegreeofsucce-ssalsode-pends 

upon the-elasticity of demand. 

'"''" 

P, 
.· . . upplyle&ssubsjdy 

""' _, 
Oo o, auantltyperperlod 

Figu~6.5Theeffectsofasubsidy 

The Canons ofTaxation 
Adam Smith set out four maxims that he believed should fom, 

the underpinning d any good tax. These later became known as 
the 'Canons d Taxation·. These were as follows: 

• Equity, 'The subjects of every state ought to contribute­

towards the- support of the government. as nearly as possible, 

in proportion to their respective abilities; that is, in proponion 

totherevenuewhichtheyrespeaivelyenjoyunderthe 

protection of the-state." 

• Ccnalnty, 'The tax which e-ach individual is bound to pay 

oughttobecertain.andnOl:arbitrary." 

• Con\"e n k n ce, "Every tax ought to be levied at the time, or 

in the manne,-, in which it is likely to be convenient for the 

contributor to pay it." 

• Economy, "Every tax ought to be contrived as both to take 

out and to kec,p out of the pockets of people as little as 

possible over and above what it brings into the- public treasury 
ofthe-state" 

Source: Adam Smith (1776): An Inquiry into /be Nature and 

Cm,ses oftbe Wealth ofNatiom (Book V, Chapter 2) 

These desirable characte-ristics of a tax would still command 

widespread support today, although the focus would nonnally 

be on the incidence of a tax and whethe-r the tax is implemf"flted 

in a way that is efficient. In this conte-xt, efficie ncy would be 

seen nOI: only in tem,softhe cost of collection. but also in 

42 

relationtotheimpactthatitmayhave onresourceallocation. 

This will be examined in more detail in Chapter 19. In a modern 

economy,itmayalso beimportanttoseethatlevelsoftaxation 

reflect changing prices in an inflationary environment. Whe,-e 
countrieshavedosetrade-linkswithOl:hercountries(and 

especially when they are pan of regional trade agreements), it is 

also important to ensure that tax rates are compatible with those 

oftheirtradingpannern 

• Government5needtoraisefundstofinancetheir 
expenditure. 

• laxesonexpenditure(indirecttaxes)provideonewayof 
achieving this 

• Suc:htaxesmaybespecilic(fixedrate}oradva/orem 
{proportional to price) 

• lheinddenceofataxidentifiesthewifiinwhichtheburden 
ofataxis1haredbetweencon1umer1andproduc:er1 

• Adam Smith set out the desirable features of a good tax in 
hisCanomoffaxation 

6.3 Government 
intervention to 
redistribute income 

There are a number of ways in which government intervention 

influences the distribution d income in a society, although nOI: 

all d these interventions are e-xpressly intended to do so. Most 

prominent is the range- of transfer payments and taxation that 

has bee,,, implemented. AnOl:her example is the minimum wage­

legislation discussed earlier. which was also intended to protect 

thepcx,r. 

Benefits 4' 
Governments in many countries make tra n sfer p.iy:menlS to 

poor households. These- may be in the- fom, of cash benefits, 

such as income support, child benefit, incapacity benefit and 

working families tax credit. These benefits are designed to 

protect families in certain ci1tcumstances whose income would 

otherwise be very low. Second.therearebenefitsinkind. such 

as health and education. Thesebenefitsaccruetoindividual 

households depending on the number of members of the­

household and their age and gender. Some benefits may be 

m ean s.tested: that i5, paid only to those whose income falls 

belowacertainlevel.Othersmaybe mtln-rsal,andpaidto 

all , regardless of income-. Scme- benefits are funded through 

contributions. Forexample,inPakistananoldagepension 



ispaidiotl>OSCabovc1heretiremcm agcwt.o havemackat 
le::i.st l Sy,:"-"!ldoontributionslOthcSociallnsur"-'K'.Csy,;tem 
Howevn, =y $honfall muse be 00\'t'l'ed by the, government, 

pffllythroughw: revenues. 

y...,.l<,rpaymu,c:oca.rs wherethegc,,emmentpro,,ifflbenefits 
(ina,Y, a in kind)topoorhouseholds; heoceth.r.is atran.!erfrorn 
t~ontotheredpientsolthebenefits. 

Mun,·t-.d i,..,.fit: a benefit f,n aos.h a in kind) pa,id to people 
or~dswhoseincome lallsbebwace<tainltN~. 

Uniwrsal...,,.fit: abenefitGnaoshorinkind)paidwithout 
refNen<:e to the income of the receMng penon or hou...tiold. 

Taxation 
There are two main fonns of taxation - d!rt."C I l:,xcs levied on 
various fonns of inrome. and indirect rnxes tha! are levied on 
expenditure 

~-,;~- ~-~•-•••_~_~,_;"""_oo_;~~ ·~~~) 
Direct !lle, (lllxcti on incomes) tend 10 be progrcsslw: in other 

words, higheT income groups pay tax :u a higher rate. Direct 

!llcti include income tax. corpontion tax (p.,id by firm,, on 
proiit.1)=dcapitalga!ns1ax(paidbyindhiduaLiwho,.._..U:.5""15 
atapmfi1). Tbercmayalsobew:eslcviedbyloca.lauthorities 

on prop:ny, !lOCh as the UK's Council Tax. 

Wilh a 1ax such as income tax, iu progres,;ive nature is 
reOectedinrhewaythatthcpercemagcrate5payableincrease 

as an individual moves Into higher income ranges. In <Kher 
words,lhe m aq:.ln"ltaxr:, teincrcase,asincomc,incre a,es.. 
11,.,p1t.>grusivenatoredlhew:ensure.11h,11itdoesindeed 
contribute 10 reducing inequality in the income disuibution This 
may be further enha~ by the use ol tm: cn,dils. which act 
rather like a negative income tax. reducing the cix liability d 

those on low incomes 
Theeffectofindirecttaxescansometimesbc rcgrcssh·c: in 

other words, indirecl laxes may impinge more heavily on lower­

incom., households. lndirecttaxc!arctaxcs thatarepaidon 
item, of expenditure, r'Jlhcr !h~n on income. 

l'f09'"esolvetH:ata~in ""+.ichthemargi~ritfriseswith.-.COffl<' 

M.,gln•l cu.race: Wonadditionalincome,d<!limd.astt..clwng. 
inW.paymentsdMdedl7f1hecllingein~income. 

R9gr.sive tH: ;i wbeamg mote hei,..,lyon the ni'lati....ty poom 
memben.ofsociel): 

6.4 Direct provision of goods and sewites by government Ill 
An ~:umple of an indirect tax is value-added 1iox (VAT), which L'I 
charged on moot goods and St'fVk:t'!I aold in tile UK. However. 
there are abotobiC'C'Otaxes.cxcise dutiesoo alcohol and 

oildutks.Th"50'specifictaxcsarelev;edperWlit«>ld.Alore 
di.scussion ol this i$$ue will be found in Oiapccr 19. 

Benefits and incentives 
In selling Jeveb ol bendirs, the government face~ a tricky 
dilemma. On tile one hand, ii wimes IO pl'Olect the poor, and 

to prov~ a 5:lfety nei for those who cannot cam enough. On 
the Olher hand , ii want, 10 provide good incenti\lCII for ~e 
to make lhe best d thermcl\lC5. In a s)'S(cm in "''hich individuals 

can receive benefi.15 bur face a progressive income tax oystem, 
rhereisadangerlhat5ornt'willfallintoa po>"erly l rap.An 
individual who L'I receiving 110Cial security benefit, may find lhat 

their afte r-cix pay in a ;ob would be Jeu than lhc amount lhey 
receive in benefits. Their incentive 10 take up a ;ob is lhu.. low. 

• Goverrrnentactioninfluenoesthepattemofiocome 
distribution, with the net effect being a reMtion in 
inequality. 

• Mosteffectiveinthisistheprovisiorlofcashbenelibtoknv­
inromehou5eholds. 

• Difffitlle$tendtobeprogressiYe,and~toredistribute 
income tcmards poorer households. 

• Some indirert taxes. however. can be regressive in their 
impact 

• ltisimportanttokeepabalancebetwttnprotectingthe 
low-paidandprovidingincentivesf0<thoseinwork. 

6.4 Direct provision of 
goods and services by 
government 

The n<Kion d public goods w:u lntroduccd in Section 1.4 ol 
Oiapter I . It wu n<Ked th.ir a free market for publk: good, (or 
=·=)will n<K operate cffeclively bea~ oflheJr-r;d,.,­
problem. An importaru question L'I whether !he government 
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need, 10 imcrvcne in such circumstances by producing the good 

orscoicedirectly? 
Nolelha!publicgoodsarccallcd'publkgood,',no1b=,usc 

theyarepublklyprO'o'ided,bu1bcc11,,....oftheirch:rnictcri.slic.s. 
The, fr=-rider problem makes ii difficult 10 charge for a 

publk good,"° the private sector will be rductanl to supply 
such good,. In fact, pure publk goods are rdativdy r.ue, bu1 

there are many goods t/ut Juve some but no1 all d the ttqUired 

char:ocleri1tia. On the face of it, the lighthou.e service seem,, 

to be a good example of a publk good. Once, the lighthouse 
hubenlconstruC1cd.andisscn.dingoutit:i:signal,allboat:i:and 
.shipotha1 puswithinther:ingeditslightcanbenefitfromthe 

""1'Vke: that is, ii is non~icdudable. Morcovn, the fact that one 

.h.iphaaac:entheligh1hoo.J5esignaldo«llOlreduc,,1hcamount 
of light available to the neictship, ,oit lsal,onon.rivalrous 

Hao.·cvc,r,thisdocsnol mcanth.atshipscannoibechargcd 
forthciruseoflighthoose9Cl'Vices.ln2002anarticlcinThe 
G1umlia11 rcponcd 1/ut shlp.s in 1he UK wne complaining about 

thehighchargestowhkhtheywcresubjcctcdforHghthouse 
scrviccs.Shipsofaccrtalnsiiemustpay·lightdues'every 
timetheycnlerorleaveUKport.!I, andthef«scolJ.,ct.,dar,, 

used to fund lighthouses, buoyllandbcaconsaroundthecoa.st. 
lnprincipl.,,it couldbeargucdthatthisrendeulighthouscs 
exdudable, as ships c-.m be prevented from sailing if they ha.._.. 

notpaidtheirdues,andsocouldootconsum.,thclighthousc 
5"fVicn. At die lleart of the complaints from the shipping 
companies w:..s the faa that leisure craft below a certain 

threshold did llOI have to pay the charg"s. and !hey made 
more ....., of die lighthoo.J5es th:u, the larger ...,.....,Js. This is one 

example of the way in which ii becomes~ 10 design 
achargingsystcmtotrytoovcrcomerhcfrce.riderproblem 
a.uociatcdwilhtheprovisionofpublkgoods 

Ligflthouses,wchasthsone,ntheBa~icSea. ¥tagoodex.rnpleofa 
p<blicgood 

In fact, tiler,, ar,, many goods that ar,, cithn non-riv:i.lrow or 

nO&eXdud.ible, but not both. One .,:,,;:,unp1., d this is a fooiball 
match. If I go to "'atch a fOOlball match, my 'confflmption' 
of1hematehdoesnotprevcn11hepnsoosittingnoe:xttome 

horn also ronsumlng it, so I! is non-riwlrous. How"""'• if I go 
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al()(lgwilhoutmyseasonticket(ordollOlhaveaticke1),lcan 
clearly be exduded from consuming the match, so ii is not non­

exclusive. 
Astretehofroadmaybeconsidercdnon-c:,;dusive,as 

road u5"fs ar,, hec 10 dri"" along ii. Uowcvn, ii is nol nor,. 

rivalrou,,, in the 5"fl.K 1/ut as congestion builds up. coruumption 
is aff«tcd. Thls c,nmple is also imperfect as a publ.k good 
because, by in5talling toll barriers. u,crs can be ududed horn 

eonsumingil. 

Wher,, goods ha"" - features da publk good, the 
fr« marktt may bil to produce an ideal oo!comc for society. 
E:,;.,.rcisc l.6on ~8" I I providessomeeicamplo,sofgood,,: 10 

what "Xlent may each of the5e be considered 10 be non-riv:i.lrous 

Tackling the public goods 
problem 
For some public goocls. the failure cl the free ma,k.,t to 
ensure provision may be r,,gardcd as a serious problem - for 

ex:ampl<", insuchc:iscsasstreet lightingorlawandordN. Some 

go""'runentintcrventi()(lmaythusbenee<lt.'Otomak.,su,.,th.at 
a sufficient quamity of the good or 9CfVicc is provided. Noiicc 

that this doc,s no1 nea-ssarUy mean that th" gov"rnment has 
to provide the good itsdf. although it may choose to do"°· It 
maybeth.a1thc,goverrunentwill rai.efundsthroughtaxation 

in ordn IO ensur,, 1h,11 Sll'cct lighting is provided. but could .'llill 

make usc d prlv:it<" firms 10 supply the good through SOffl" .10ft 

of subeon1r.1cting arrangement. In some coun11ics. ii may be 

thatth"gov-=t ddegatcSthe responsibility forp-· ·~of 
public goods to local authorities, which in tum may subcontract 

topriv:itefum!I. 

Nationalisation and privati sation 
Nation al isation occun when a govnnmcnr c~s to take 

an indusuy into public ownership In ord"r !o oafoguard the 
,upply of a good or service. Jn many countrlet;, utilltiN such 
aswater,elee!Jkiryorgas supplyarecicamplcsofindustries 

that have been taken into public ownership. One r,,ason 

forthiseoneemsthecos1condltlons1h.a1prevailinth".e 
industries, which make ii difficult 10 foster competition, a s will 

be sc<"n in Chapter 19. The danger here is that an unregulat"d 
market op<"rating as a private monopoly may be in a position 
to abuse its market power, and r,,strict the supply of these key 

utilities. 
Howev,,r, nati()(lalised industries have nOI alwa)'ll J:,.,,,n ..,.,., 

to operate effectively. Slate-owned enterprises have oh,:n b.,.,,., 

criticised for becoming inefficient, as they ar" not eicpoocd to 
the di.5ciplinc, that competition w~h othn firms can provide. 
Un<krpinning this criticism is the observation that managen of 

stat.--0•1oncdenterprisescouldbethoughttobeinsufliciently 
acrountabl.,form..irae1ions,andmigh1ootfacetherigh1 
inccnti,·cs to be eo.st-effidem in their decision-making. This 



led to widespread attempts from the 198(ls onwards to transfer 

nationalisedindustriesbackintotheprivatesecror,andtoexpose 

them to competition. This process was known as prl,·a1L .. a1!on. 

A recent example in the UK was in 2013, when the Royal Mail 

postal service was privatised. 

The m06C successful privatisations have been in those markets 

where it is possible to encourage effective competition between 

suppliers. 

Nationa lisation:aproc:esswhereby;menterpriseistaken;ntostate 
ownmhip 
Privatisation: a p«xes, whereby an ente<prise is transferred from 
publicjntopfivateo\\necliip 

Costs of intervention 
Somerolesarecriticalforagovernmcnttoperformifa 

mixedeconomyistofunctioneffectively.Avital role is the 

provision by the government of an environment in which 

markets can operate effectively. There muse be stabiHty in the 

political system if firms and consumers are to take decisions 

with confidence about the future. And there must be a secure 

system of propeny rights, without which markets could not be 

expected lo work. 

lnaddition,therearesourcesofmarke1failurethatrequire 

intervention. This does nOI: necessarily mean that governments 

need to substitute markets with direct action. However, it does 

mean that they need to be more active in markets that cannOI: 

operate effectively, while at the same time performing an 

enabling role to encourage markets to work Wl""ll whenever this 

Such intervention entails costs. There are costs of 

administering, and costsofmonitoringthepolicytoensure 

6.4 Direct provision of goods and sewices by government 11111 
that it is working as intended. This includes the need lO look 

out for the unintended distortionary effects that some policies 

can have on resource allocation in a society. It is therefore 

imponant to check that the marginal costs o f implementing 

and monitoring policiesdonotexceedtheirmarginal 

benefits 

• The government may (hoose to pay private firms to provide 
public:goodsorservice1, linancingthi1outoftaxation, 
ratherthanengagingindirectproduction. 

• Someindustries(e~ciallyutilities}havebeentakeninto 
statemvnershipthroughaproce11ofnationalisation 

• Some nationalised industries were seen to become 
inefficient overtime 

• Privafoation is the process whereby state-owned enterprises 
aretransferredintoprivatemvnership 

• Privatisationha1beenmo1tsu(cessfulV!ihenithasbeen 
possible to foster effective competition 

• Government failure can OC(Ur when well-meaning 
interventionbygovernmentshasunintendedeffects 

• In some circumstances a minimum wage intended to 
protectthelowpaidmayaggravatetheirsituationby 
increasing unemployment 

• Rent controls may have the effect of reducing the amount 
ofilC(ommodationavailable 

• Asalestaximposesanexcessburdenonsodety. 
• Prohibitionmayalsohaveunintendedeffects. 
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Examination questions 
1 a Wair,.withthehelpofaneMnl)le,theefferu11,~na 

g,;werrvnent introruc:es a maximum price for a good or 
stNia [8) 

b Withthehelpofadiagram,discusshowdesirable 
itisforagovemmenttopaysubsidiesto 
producers [12] 

Camlwidgll'A5andALe,elEccnc,rncs!i708, 
Pipef22.03,.lune2009 

2 Problt m5 for dairy farmen in the United Stat,1 
Mik is used to malce a range of products. ifidudin11 butter. 
cheese and~ cream, as well as serving as a drink. Thi'i was 
of no help to US dairy farmers in 2009 when they laced a 
fallinll price for their mitlc. Fi~ 1 shoM the extent of the 
price change in recent years. While consumers pun::hMe milk 
byvolume(~tm),farmersarepaidbyweight(lcilogriWTl'i). 

l~llllllllllll!IIIIII 
JanFei,Ma,~May.Jun ~ AugS.pO<:t:NovO.C 

Soum! .... W\\.dal.,t 

f lgur, 1 A...-agem,lk price paodto farmen ITT the US, Jin11;,ry 
2007toAugust2009 

Aprice fallwasal'iOexperiencedbyNewZealandasshown 
in Table 1. 

Tablt 1 1"rag.;orv,ualrnil:pn~({per100kg)ontheUSandNew 
2Nland.2007-2009 

I 12001 lOOI 

!us 130.69 121.49 

l:;jll(j 122.48 
1

2s.11 116.21 I 

" 

US larrnffl blamed their problems on the global recession. 
thestrengtholtheUSSandhighc.attle leedprices. At 
the same time. New Zealand and Australia increased their 
exportSandtheEuropeanUnion(EU)reintroducedrtsex.port 
subsidiesonmillcproducts.Thewortdmillcindustryhasoften 
hads.upportfromgovernmentsthathavepaidsubsidies to 
larmersandsuppliedlreemillctoyoungchildren.US farmers 
were hoping for extra government intervention. 

a i) Comparetheaveragemitlcpric:epaidtolarmersin 
the US In August 2008 with that in August 2009. [21 

ii) HowlardoesFigurel suggestthatthepriceol 
mikissubjecttor@Qularseasonalinfluences7 [21 

bi) ComparethechangesinmillcpricesintheUSand 
in New Ze.lland between 2007 and 2009. (2] 

ii) Explaiotwopossibi.,reasonslorthedifferentlevel 
ofmilkpr\cesintheUSandNewZealand. [4] 

c Explainhowonegroup,otherthandairylarmers, 
would lose from lower milk prices and how another 
group would gain from lower milk prices. [4] 

d Oiscussthecaselortheuseofg~rnmtntsubsidies 
lorthe productionofm.lk [61 

(;,mbri~ASjll(jAlMEcooornocs9708, 
P•per21.01.kone2011 

3 a ExplaW'I how a government's approach to matdog a 
dKisionaboutaconstructionprcjectmightdiffer 
lromthatolaprivatelirm [8] 

b Discuss whether economists would classify healthcare 
andnationaldefeoceinthesameway. [12] 

C;,mbn~ AS and A Lewi Ecooomo::s 9708, 
Paper21,Q2,Nc,,oe!\""ber2011 



AS Level 
Part 4· The macroeconomy 

7 
Aggregate demand, aggregate 
supply and macroeconomic 
equilibrium 

Th/J part of the book switches attention to 
macroeconomics. Macroeconomics has much In common 
with mlcroef:onomics, but focuses on the whole economy, 
rather than on individual marhts and how they operate. 
Although the way of thinking about /slues Is similar. and 
although similar tools are used, now it is Interactions 
between KOnomk variables at the level of the whole 
economy that are studied. The starting point is to 
cons& the components of aggr~ate deimnd. The way 
in whkh the kveh of thew compo~ts are determined 
in fXKtke is an important key to the openitlon of the 
«onomy ~n considered at the aggregate level. It is 
also Important to examine aggregate supply and the 
factors that Influence it. Macroeconomic ~ulllbrium is 
se-en to occur at the intersection of aggregate demand 
andaggrega~supply. 

7.1 Aggregate demand 

Macrocconomiadealswithrelationshipsberv,ccn economic 
variables at the aggregate level - thatis,intheccooomyview«I 
as a whole. ln building a theory to expbin dl05e' relationships, 
the acming poinl 15 10 coruider aggregate dem a nd . This 
ttpres=u the total amount of dfcetivc, ikm:md in the economy 

asa whole. Aggtcg,itedemandin this~..in be seen to 
eome from V2rious aourc'Cll. Fir.n, it include. th,c, rombin.ed 

spn><iing of households (on =-goods) and firms (on 
im-.,sunem goods). Jn addition, ii is ==ry IO include 
imem:nional ,rade (exporu and imports) and spmding by 
govc,mmem in this measutt 

( Learning outcomes 
Afttr studylngthischapte r,you should: 
• ul'\derstandwhat'5meantbyaggregatedemand 

\ The components of aggregate 
demand 

• beabletoidentifythecomponentsofaggregatedemand 
• be familiar with the notion of the aggregate demand curve 
• understandwhat'5meantbyaggregate supply 
. beabletoidentifythe factorsthatinfluer.ceaggregatewpply 
• be famfor with the notion of the aggregate wpply cuiw 
• understand the nature of equil ibrium in the macroe<:ooomy 
. beableto~kecomparativestaticanillysisolexternal 

shocks affectingaggregatedemandandaggregatesupply. 

Consumption 
The largest component of aggr.,gate demand is household 
spending on goods and servict s produe«I in the domtstic 
==y. often known as consumption (C). The m:iin factor 
that will innuencc tht sitt of coruumption expenditutt is likdy 
tobethe l.,vc,lofttalino:]m., tluthouseholdsh.weattheir 
dispoo:al. Whenttal ioc<:,m<,sartrdativelyhish,,houscholds,.~ll 
tend to spend more than wh= ttal ~. u t low. Notice 
th.it people filly not c~ to~nd all of their income oo 
dorncstiatly prodl.lCC'd goods: som,, ex~ooirure may be on 
imponcdgoods. andtheymayehoosetor,avc, p.,nof thclr 
ineomeag:iinstfuluttn~s. 
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Investment 
A second key pan of aggreg:a1e demand is spending by firms - in 

JXlftkular. •pending on invesimcnt good,(}). for cx::o mple, firms 

may choose m inv<,s< in new machifl<':ry or transJ)Ol't equipment. 

Thj5j5importamn01:onlybecauseit contributestoaggregate 

demand in the current period, but because investment in new 
machinery enables higher production of gOOW in the future. 
The amount of invc,tment that firlll.$ will wish TO undertake 

•o, tll depend upon a number of factor•. For example, it may be 
influenced by whcthtt finns are oplirnutk or peaimink about 
future demand for thdr products. If their cxpccmio,u are high , 
thcyarcrnorelikelytoin,T>tin ordtttomcccfuture~ 
H O\\'C\lff, invesun.,.m cxpcnditutt ~ to be fin:mced. M>the 

level of invcsuncm may also <kpend upon the availabiliiy of 

finance. If firm., llave made good profits, then this m::,y provide a 

fund for investm,,m. Ho we\-'<'r, if firms need to botrow, thm the 

~ of borrowing will also be imponanc, so the r:uc of imercSI 
will be imponam. 

Government expenditure 
The govcmmem pla)'ll an important role in the macroe«inomy. 
It spends on good, and services, both to allow ~ to carry on 
its OOftlUl opcr.11ion" and IO provide improv~ facitir~ th,n 

will allow the eoooomy to dcvdop in the future or 10 pro1....-i 

vulnerable 111"mben of M>CK'ly. In other word,, government 

expenditure (G)maybep;inly==ptionandpanJy invC51mN!I. 

International trade 
Most cconomie5 are open ro international 1r,dc, and transactions 
between the dcmcstk economy and the rest of tl1c world will 

affect awegate demand. Domc.stk residents and limt5 may 
spmd on Imports(}.(), bringing in good, and scrvkes 1hat are 
produced e lsewhere in the world. Al the ~111" lime, forcign 
('Ql"IJ!Umet"liandlinmmaypurch:l.'legoodsandacrvice5 inlhe 
domestic ecooomy in the form d exports(.\'). The contribution 
cl these h'lUlSK1ioru to domc.Slic aggreg:ite demand will depend 
on the balaocc bctv.·tt11 exports and imports. known a& the 
tr--..d e h.ab,.cc 

Figure 7. 1 show5 the components of aggregate expenditure 
in Paki,tan in 201 1. This highllght.stherdativcsizeclthcse 
cornponcnu. Consumplioo is by far the largest cornpoocnt. 
amoun!ing IO more than S6%of aggrega!e <krnand in 20 11 
Grn,emment current expenditure acroumed for about 8%. bur 
you should realise that this somewha! understates the lmponance 

of government in ove rall ~p<'nding, as it excludes public 
spendifls on investment , which is treated together with private 
sector investment ln the data. Combined public and prlva1e 

secror invcstmenl mack up just over 13% of !Olli.I GOP; this 
includeoch.angcsin11lei11v,,ntoryholdingsoffirnu. Noticetha1 
impon.,wi:rehighcrthanexports,indiratin.g a negativebalaocc 
ofu-adcingoodsandtlefYiccs. 

:1s<XX> 

~ 
"510(XX) 

i • 
X (11 .n.) 

Nctolincludescha,ngt"S in,n"l!lltoryhold,ng, 
Sou,a,:lntemabon.)IMor.etaryfund 

figure7.1 Tllecomponentsofag~egate°""™M ,nPakistar>jn2011 

Suppose there is an economy in which the follO\\;ng valoes 
apply (almeasu~inSmillion): 

Consumption 

""'"' Investment 

75 
60 

GoYerrment expenditure 25 
Exports 50 
Private saving 
Imports 

a Cakulatethelevf!lofaggregate demand 
It Cakulatethetradebalance 



The aggregate demand curve 
l1it key rdationship to help in cxpbining the ma===, 
is the aggn-ga u: d e1mrnd c un•c (,tD) , which shows the 

rdationship between aggregate demimd and the over.di price 
levd. Formally, this cu~ shO'l'-a the tOlaJ amourn of goods 
and snvi.CC$ demanded in an economy at any giv= ovc,r.i.ll 

Jevdofpricn. 

Aggreg,,UI demand cu""' (A O): a curve showing th• relationship 
b,tween the le,el of ~reg•te demllnd in in economy an:l th • 
.,,...,...., pricele,el; itshowspla°"edexpend~lifl! at""'! ,;_,..,...,.11 
plice l.vel 

It i• important to realise 1hat this ls a very diffcrc-m son of 

dcmand curve from 1be mkroeconomic demand curves that we..._. 
imroduced in Chapter 2, where the foc:w was on an individual 
product and ii., rdatlonship with its own price. Here th .. 
rdationship is lx-twccn the rou,I demand for goods and aervice, 
and the Ol'<Wd/ prke level. Thll.1, aggreg:ue demand i• made up 
ofalltheeornponcnudOO>s.sedabovc,andpriccisanaverage 

of all P"C" of goods aOO 5CMCC5 in the c«>nomy. 
Figutt 7.2 shows an aggregate demand curve. 11,., key 

question is why ii: slopes downwim:15. To an, ,.,-.,,- thi,,, ir is 

n~ryrodctcrminethelikelyinfiuenceoflhcpricck,-don 
the vuiou$ romponcnts ol aggregate <kmand th.u have been 
d~inthis chap1er,as priccs ha,'C no11bccnmentioncd 

explicitly. Fnt. thcn. thcdiacussionnttd.11obcca.'ilin termsol 
thcprictlet.W. 

Real output 
Figure7.2 AA~tedemanda,r.e 

7.lAgg,egatedemand II 
When the ovcnll lcvel of prkcs is rela1ively low, the pwdiasing 

f>O"'"'r of income is rebtivdy high. In Olhcr words, low ovc1111! 
pricc,lC211bcthougluof a5 (ndic,i.1ingrela1ive lyhighrealin~. 

Purthermorc, whcnpricc,i a relow,thisra ilcs thcrealvalucof 
households' wC2lth . For t'ltample. lllp,po«' a OOWChold oold., 

afinancial:lS'IC!.su,;,h ua bondwith a fixcdmo:,oeyvaJucof 

StOO.Thcrclativc ( real)v.ilucofthat assctis high,crwhcn thc 
o,'Cf'llll prict level is relatively low. l'rom the above discu51licin, 

this.sugseststhat. cefCrisp:uibus.a lowovcrallprictlcvclmcans 

rebti,dy high oonwmption. 
A second :,rgumcnr relates to intcrc11 rate5. When pricts 

arerebti,-dylow,lnrerest rJtesalso tendtobcrebti\'Cly low. 

which would encourage bolh in\'CSUnent and oonsumptlon 
expcndlrure,aointeres(rates canbcscenas represen1ingthc 
costofborrowingtohouseholdsandfirms. 

A third argument ron«'l'tl5 c,:pons and import,. II can be 
argl!M that, cetcris paribus, when pric<:s at home are rcbtivdy 
low compared with the rest of the world, this will increase the 

eompetitivenes,iofdorncstic-JJlyproduccdgoods, lcadingtoan 
increaseinforeigndemandforcxport.s. and a fall in the demand 
for imporu into the economy :u people switch to buying horne 

goods and services 
All of these argwneni., suppon the idea that the aggregate 

dem.:md eurve should be dcJY.:nward sloping. In ochcr words , 

whenthcovcnllpricelevelis relatlvelylow.agsreg:nedemand 
willbcrela1ivelyhigh, andwhcnprlcesarerelati\'Clyhigh, 
aggrega.te denund will be rebtively low 

Thereareotherfactors that willaffect thepositio,.ofthe 
ADeurve. This point will be explored after the introduction of 
theO!hcr side ofthe coin - the aggregate MJpplycurve. 

• Aggregate demand is the total demand In an economy, 
made up of consumption. investment. gcwernment 
spendng and net el(l)Orts. 

• Consumption is the largest of these comp<)l'\ef1ts and 
is determinedbyincomeandotherlnfluences, such as 
interffirates. wealthandexpectatlonsaboutthefuture 

e lnvestmentleadstoincreasesinthecapltalstockandis 
influencedbyinterestrates,pastprofitsandexpectations 
about future demand. 

• Government expenditure may be regarded as largely 
autonomous 

• Tradeingoodsandservices(exportsandimports)is 
determined by the competitiveness of domestic goods .:md 
services compared with the rest of the world, wh ich in tum 
isdeterminedbyrelativeinflatiooratesandtheexchange 
rate . Imports are also affected by domestic Income, and 
el(l)Orts are affected by incomes in the rest of the world. 

• The aggreoate demand CUNI! shows the relationship 
betweenaggregatedemandandthecwerallpricelevel. 
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7.2 Aggregate supply 

Figure7lA 50 . gg,egatesupplyintheshortrun 



• lhetotalquantityofoutputthatcanbeproducedinan 
ecooomy depends upon the u1e of factors of production 

• Theflexibilityoffirmstoadjmtoutputinthe!.hortrun 
depends upontheirabilitytovarythe inputs of factors of 
production 

• Theaggregatempply(£45}curveIDow:stherelation!.hip 
betweenaggregatesupplyandtheoverallpricelevel. 

• ThepositionoftheAScurvedependsupontheavailability 
andeffectivenessoffactorinpu1:5. 

7.3 Macroeconomic 
equilibrium 

Bringingaggregatedemandand3ggreg:,tesupplytogether, 

7.3 Macroeconomicequilibrium 1111 
all workers who would like to have a job can obtain one? 
Forexample,supposethatinFigure7.6 theoutputlevcl Y" 

corresponds to the full-employment level of output - that is, 

thelevelofoutputthatrepresentsproductivecapacitywhen 
all facrors of producrion are fully employed. It may be possible 
toproducemorethanthisintheshortrun. but only on a 

temporarybasis , perhapsbytheuseofovertime. lfaggregate 
demand is at AD', the macroeconomic equilibrium is at this 
full-employment output Y'. However. if the aggregate demand 

curve is located at AD, the equilibrium will occur 31 Y, , which is 
below the full-employment level, so there is surplus capacity in 
the economy. 

the overall equilibrium position for the macroeconomy can be P, 

identified. lnFigure7.S,withaggregatesupplygivenbySAS 

and aggregate demand by AD, equilibrium is reached at the real 
output level Y,withthepricelevelatP. 

Real output 

Figure 7.6 \\'111 mac:roec:onomi<: equjlibr;um be at full empl"'rTfle<11? 

An increase in aggregate 
demand 
Having identified macroeconomic equilibrium, it is pos.sible 

to undern,ke some comparative static analysis. The position 
of the aggreg:,te demand cu!Ve depends on the components 

of aggreg:,te demand: COflsumption. invesonent. government 
spending and net exports. Facrors that affect these components 
wiU affect the position of aggreg:,te demand. 

ConsiderFigure7.7. Supposethattheeconomybeginsin 
Real output equilibrium with aggregate demand at AD0. The equilibrium 

Figure 7.5 Macroeconomic equilibrium output level is Y0, and the price level is P0. An increase in 

government expenditure will affect the position of the aggregate 
demand curve, shifting it to AD,. The economy will move to a 

This is an equilibrium. in the sense that if norhing changes then new equilibrium position, with a higher output level Y, and a 

firm.s and households will have no reason to alter their behaviour higher price level P, . 
in the next period. At the price P, aggregate supply is matched This seem., to suggest that the government can always reach full 
by aggreg:,te demand. employment, simply by increasing its expenditure. However, you 

Can it be guaranteed that the ma-=omic equilibrium should bea Htdecautiou.s in reaching such a conclusion, as the 
will occlU" at the full-employment level of output? In orher effea on equilibrium 01Jtput and the price level will depend upon 
words, can we be sure tha! the equilibrium will be such that how dose the ==y is to the full-employment level. NO!ice 
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II Aggregate demand, aggregate supply and macroeconomic equilibrium 

P, 

AD, 

Yo Y, Real output 

Figure7.7 Ash<ftinaggregatedemand 

that the aggregate supply ru!Vl"" becomes steeper as output and 
thepricelevelincr=.se.Jnoiherwords.thecloserthe=~yis 

to the full-employment level, the smaller is the elasticicy of supply, 
so an incr=.se in aggregate demand close ro full employment wiU 
havemoreofaoeffeaonthepricelevel(aodheocepotentiallyon 

inOation)thanonthelevelofrealoutput. 
lodeal,itmightbearguedthattheaggregatesupplyeurve 

becomes vertical at some point, a., there is a lll3Ximum level 

of output that rnn be produced given the fuaors of produaioo 
avaibble. Such a curve is shown in Figure 7.8, where r 
represents the full--employme-m level of real output. Jo this 

ease , theecon.Ofllyha.ssealedioroanequilibriumthatisbelow 
potenti3lrnpaeicyoutput. We lll3yregardthisasalonge-r-run 

aggregate supply curve (A.s). since- the only way that real output 
ean be beyond r is through the temporary use of ov,,-aime , 
whichcouldnotbesustainedinthelongrun. 

The effect of a supply shock 
The AD/ AS model ean also be used ro analyse the- effects of 
anextemalshockthataffectsaggregate-supply. Porexample. 
suppose the-re· an ·ncrease · oil pr"ces ar" ·ng from a 

disruption ro supplies in the- Middle- East. This raises firms' costs , 
and le-ads to a reduction in aggregate supply. Comparative static 

analysiscanagainbeemploycdtoexaminethelikelyeffectson 
equilibrium. 

Adisruptio11i11theMidde£a.-trnuldleadtnaoiric,easeir,nilprices 

Pigure7.9analysesthesituation. The economy begins in 
equilibrium with outpu t atY

0 
and the- overall level of prices at P0 

The increase in oil prices rnuses a movement of the- aggregate­
supply curve from SAS0 to SAS, , with aggregate demand 
unchanged at AD. After the economy returns to equiHbrium, the 

new output le-vel has fullen to Y, and the- overall price level has 
increasedtoP, . 

Real output Real output 

Figu re 7 .8 MauoernrlDmkeQ'-' librium ,e,,;,rted FiglM"e 7 .9 A"4'Plyshock 
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Al 1hc, 1im" ol 1hc firS1 oil price crisis back in 1973174, W UK 
governmc,n1ol1hcday1ried1omaln1ain1hcprevic;,u,,J.,..dof 
ttal ou1pu1 by scimul:uing aggrcg;u" d,enund. Thi• h:i.d W cffccr 

ofpu..hingup1hcpricelt'Y.,J.bu1didno1h:i.veanyno1ia,,:,bl., 
dfccr on ,.,al ou1pu1. Such a rcsul! is noc unexpected, given th,e 

su,,.,pncssof1hcaggrc~t"supplycurvc. lndc-cd,in Figutt 7.9 
W pKVKlU5 ou1put lc""I I~ cannot be ttachcd with aggttg:u" 
5Upplyiniun~position. 

For uchofthefollowin9,decide111hetherthechangeaffects 
a,g9regatedemand0faggre,gattsupply,ar.dsketchadia,gram 
toillustTatethe efftctsonequi~brium realoutputandCM!rall 
price level. Uridertal:e thisexerdse firstfOfastartingpmition 
in the steep partofthe545corve.andthen repeat the 
exerciseforanITTitialpositionforthertotheleft.whereS45 
is more elastic. 

a An advancement In technology that imprOl!ei the efficiency 
of capital. 

b A global financial crisis that redllCes the demand for exports. 
c Animprovementinfirms'expectationsaboutfllture 

demand, suchthatinvt'Stmentexpenditureinueases. 
d Theintroductionofnewhealthandsafetyle,gislationthat 

raiseslirms'cosu 

Shifts of and movements along 
the AD and AS curves 
II is impon;,.n110 bc aWlltt of the W rinciion bcrN=n shifts of 
the AD and AS C\Jt'\-es, and movemcnu "'°'18 them. Typic:ally, if 
a 5hock affecu the position done of the C\JJVC5, it wW J,ead IO a 

7.3 Macroe<onomicequilibrium 1111 
movnrn,m lllons W oiher. For exampl.,. if th" AS curv" ~ifu as 
a ttSUlt of a supply shock. th" rcsponu 15 a mo'""""'nt "'°'18 1hc 
AD curve, and VU vnA. Thus. in trying IO an:,Jysc rh" eff<.'CU d a 
shade, the, lir.11: siq> is 10 think about whether the shod< affects AD 
orAf,andtht sca>ndi.11oanal)'l"Whc1hcrW.shoclr:::isposi1ive 
orrn,gati,-.,:that i.1,"ilichWllytherdcv:intC\IJVCwillshifLThoe 
mo,.-., m,,,:uds a new cquUibrium can thc:n bc inVCSlig;ated 

• Macr=ooomic equi librium is reached at the intersection 
of AD and AS. 

• Compara tivestaticaoatysiscanbeusedtoarialysethe 
effectsofchangeslnthefactors thiltinfluencea,ggre,gate 
dmiandandaggregatesupply. 

• Changes in the components of aggregate demand shift 
the aggregate demand curve. Withrl the vertical segment 
of AS, changes n AD affect only the over al price level. but 
belo.vlul1elfl)loymentbothprlceandrealoutputwitlbe 
afftcted. 

. changesinthefactOfSaffee1inga99regatesupplyalterthe 
long-rui potential productive capacity of the economy. 
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AS Level 
Part 4: The macroeconomy 

8 Macroeconomic performance 
and inflation 

In monitoring the performance of an economy; 
attention tends to focus on key macroeconomic issues -
notably inflation, unemployment and the balance of 
payments. Inflation Is regarded as one of the most 
serious afflictions that c,in affect a macroeconomy. In 
this chapter, the causes and consequencesof inffation 
are explored. 

~

rning outcomes ] 
studylngthlschaptet, you should: 
rstandthedistinctionbetwttnrealandnominal 

variables 
• be famliar with the I.M of index numbers and the 

calculation of growth rates 
• be....,areofthemeaningofthegtnffalpricelevel, and 

Wi'rf',ofmeasu'Wl9it 
• understand,.,,hatismeantbyinftation 
• beiMlareofthevaryingexperifflceofinflatiooindifferent 

partsof theworid 
• understand the quantity 1heoiy of money and its 

implications fa< ll'lilCroea>nomk stability 

• be aware of alternative eJ<pCll\atiom f(lf the cau:;e of inflation) 
• undf!rstand the consequel'\Ces of inflation for an ~ooomy. 

8.1 Macroeconomic 
performance 

In a modem co:>11omy, 1hcrc arc many separate markclll and it 
i• difficult to ge1 an overall picture ol how well thc economy 
is working. So, when it oomcs 10 monitoring illl m-.,raU 
pnformar>ee, the focus teflW 10 be on the macroeconomic 

aggregate11 - fO<"cxamplc, tOlal uncmploymem in an==>, 
O<" 1oul .spending on gOOW and~. - rathn man, say, 
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unemployed workers in a particular ocrupacion, or spending on 
a particular good. 

There arc a number ol dimensions in which the co:>11omy as 
a wholc can be monitored. One prime focus of economic policy 

inrecentycar• haobccnthcinlladonratc,asithasbecnargucd 
that maintaining a stable economic environment is crucial to 

C11ablingmarkel'1toopcratceffoc(ivcly.A 5CCO!ldfocushasl:x.-= 
unC111ploymen1, which has been seen as an indic,nor ofwhcthcr 
thceconomyisusingitsrcsourccstothc full-inochcrwords, 
whethttthcrc arcfactorsofproduc1lonllta1aren01beingfully 
mm.scd. lnadd~ion,QfC'Ollrst',theremaybeconccmthatthe 
pcoplc who arc unemployed arc being disadvantaged. 

Pcrhaps more fundamentally , there is an interest in c<:onomic 

growth.l•lhec<:onomycxpandingitspolcmialapacsyutimc 
goes by, lhttcby making ll10f'C rcsoun:es available for m=ib=, 

ofsocicty?lnfact,itmJsl,tbearguedth:ltthisisthelI'IO!il 
funcbmem::iJ objectiVl!' for the economy, and the lll06I important 
indicator of the c<:onomy'5 pcTfocmance. Issues ,umiunding 

~~· growthwillbecxplorcdintheA-le~lp;,nofthcbook . 

Odm ~= may abo nc«I to be kept in mind. In 
pankular, thNe is the qUCMion of how the economy imeracts 
with the rcSI « the world. Th is aspcct of macroe<:onomic 

J<'f-= nc«!s to be monitored too. This ill dollC chrough 
the b<iJance of paymentl aocounts. which are imroduccd in 

O.apter9. 

The importance of data 
Jn ordcrto monitortheperformanceoftheeconomy,itis 
crucial to be able to obst-rvc how the economy is functio ning, 
andfor th isyou nccddata. Remember that economic.,, 
especially macrotconomks, is a non-experimental discipline. 
It is nOI po.s.sible to cooduc! cxperimcnu to see how the 
economy reaclll 10 various 51'imuli in order 10 learn how it 
works. Instead, ii is n«eJSary to observe 1he economy, and 
to come to a judgemcn1 about whe1her or not iu performance 
is s;i.tisfactory, and whether macroeconomic !hCO<"ics abou1 
how the economy w0<k1 arc 5Uppo,1ed by 1he evidence. So, 

a rcliable measure Is nccdcd for tracking eaeh o( the variables 
mentioned aboVl!', in order to observe how !he economy i5 
evolving through time. 



MoMofthceconomicst:1ti!tiausc,dbyecooomi.sUa"' 
collected and published by variou5 governmenl agmcics. Such 
data are publi.ffled by national statistics offi"'8. Data on countries 

around the ,.."Ofld are alropublished by the International 
Monaary Fund (IMf). the \'l'orld l~nk and the United Nations. 
'There is li11le alternative to relying on such .fOUrces beau..e the 

acrunterollectiondd:tta isan expensive and t=· ==ming 

business. 

The IMF HNdquarten in Waslwlgton DC. USA 

Gireneedstobetakenintheinterpreta!iondeconomicdata. h 
is important 10 be aware dhow the d:tta are compiled, and the 
extent to which they are indicators of what economisU are trying 

to measure. It is also important to remember that the=-· 

envi==tiseverchanging,andth:ittheeconomicevents 
that are obsen'ed can r.,rely be anributcd to single causes. 1his 

is beause the cereris puibus condition that underlie,, so mud, 
economk arudysis is rltrely fulfilled in reality. In Olhe,- words, 
youcannoi rdyon'otherthingsn:mainingoonsiaru'whenw,ing 

data about tile real world. 
It i5 also imponam to realise that even thc government 

•ta1isticalagenciescann01observewithab,oluteacrurltcy. 

lndeed,oom.edatatake 110longtobeuscmbledthatearly 
e.stimatesare provisional in natureandsubjecttolater 
revision as more information becomes available. Data usc,d in 

intern:itionalcomparison.srnustbetreatedwithevengreater 

Real and nominal 
measurements 
The mea.rnremc:nt of economic V:lriables f'O$"S many dilemll1:1.'l 
for M.llistician.,. NOl le:.st is the fundlmenta! problem cl what 

to use as uni1.1 d measurement. Suppo,e economisl.1 wish to 

....-a..ure rocal output produoed in an economy during ==·re 
)"O"arS. In the fi,sc place. they cannOI use volume =sores. 11lC")' 
may be abk, 10 count how many computers. passenger=, tiru 

8.1 Macroeconomic pertormance 1111 
of paint and caulillowers the economy produces - btlt how do 
they add all thcoedifferent i1ems together to produce a total? 

An obvku< solu1ion i.s 10 use the money values. Given prices 

for aU the items. il i.s pcwible 10 cakulale the money Vlllues of all 
thcsegoodsandrhusproduoeameasul'ffllefl!dthet<llaloutput 

produced in an economy during a yeu in terms of pounds 

!ilerlina-Ha...·e,..,,.tlli5l'lju5tthebeginningclthcprdil.ern 
beause, in order 10 monitor chltngcs in total ou1p,.11 ben,,..-en 

tw<>)-ears, il is important robe a"''ltrethatOOIOfllydo the 
volumes of good, produced chltnge, but x, 100 do their prices. 
In effect, thi,; means that, if pounds Slerling or doUan, are used 
as the uni! of mca,uremen1. the unit d measuremcru will change 

fromoneyear 1olhenextas price,change. 
Thisisaproblem1hatisno1facedbyll10$tofthephysical 

=·=· After all, the length ofa me{re does OOI alter from one 
yeartothenext, toifthe lengthclllOlllC'thingisbeingmeasurcd, 
the unit is fixed. &:onomists, however, have to make allowance 

for changing prices when measuring in money temu 
MeasUJements made using prkes that are current at the 

time a transaction takes p lace are known as measurements 
of n ominal value~. When prices are rising. these nominal 

measurement., will always overstate the exlent to whkh an 
eeonomk variable is growing through time. Clearly, to analyse 
performance. economisu will be more interested in "r eal' 

valucs - tha1is.thequantities produced after havingremoved 
the effeCl.1 of price changes. One way in which these real 

~,u..,scanbeoblainedisbytakingthcvolumesproduced 

ineach year andva.luingthesequantiliesatthcpricesthat 

prevailed in"°""'ba9eyear. Toi.,rheneoablesallowanceto 
be maik for the ch.mges in prices that rake place. permitting 

a focus on the real values. lbcsecan be thought of as being 
~mredatco11s/a,,1prlces 

for example. suppose that lall year you bought a tub of ice 

creamforS2, bur that inflation has been IOK,.sotN.t this year 
you had to pay $2.20 for the same tub. Your ,...,., consumption 
of the item ha,, noi changed. but your spending has increased. 

If you were m use the value of your spending 10 ~,u.., 
cN.nges in consumption 1hrough time. It ,,,ould be misleading , 

as you know tha1 your "'"' consurnplion has nOI changed at 
all(soit isstill S2),although illl nomim,/valuehas increased 

to$2.20. 

Nominalvakl•: thevalueof aneconomk variablebasedoncur,,nt 
pm: .... takingnoac:countofchangingpri,;:,..1hroughtime 

R•l value:the valueofaneconomicvariabje1allingaccc:u,tof 
changingpric,..lhroughtime 

Index numbers 
In somi, cases there is no ~pparenr unil of measuremenl th:i.t is 
me-aningful. for e::,;;;impl<'. if you wi.51,e,d to mea.surc the general 
level cl prices in an e«nomy. there is no meaningful unit cl 
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me:..1urcmcnt th:11 CQUld be~ In i;u,ch ca.5CS the Kllurion is to 

we Index numbc,rs, which i,, a form of r.,00 that compare• thc 

value of a variabk with .10me ba.... point. Table 8.1 p!(Mdes data on consumer prices for Malaysia, the 
USA and Pakistan. 

For aamplc:. suppose thc price of a kilo ol oranges la$!: yr,ar was 

$0.80,andthi,,yr,arl1is$0.&1. How can!hepricct>w-=thc 

two periods bc oornpan,d' One w:iy of doing it is to calculate 

11k:percentagechan,ge 

IOOx(84 - 80) +8J=~ 

(Note Iha! this is the fommb for calculating any growth rate 
ln percentage terms. The change in the variable i,, alway,, 

exprc.!Sedasapercentageoftheinitial value. not!hefinal 
value.) 

An a!temarivew:iy oldoing1hisi,,1oca.lcubtcanindex 

nwnbcr. lntheabove cxample , thcCWTentvalueofrlk:indcx 
rouldbccakuLatcd:u lOOx84 +8'.I = IOS. lnotherwordi, the 
CUrTCllt,11luei,,divide<ibythcba..evalueandmuhjpliedbylOO. 

The rl:sulting number gi~ the current value rl:lative to the bHc 
v;iluc. Thi,, turns out to be a useful way of exprcsslng a r2nge d 
economic v;irbble• ,vhne you want 10 •how the v;ilue relative to 

abase period. 
One partkubr use for !his technique i5 when you want 10 

show1hc avcrngclevddpricesatdifferent pointsintirne 

Forsuchageneralprice index,oneprocedurelstoddine a 
typical b,uket of corrunodities that rcllcas !he spending J)"ltem 
ofa represent:ltive household. lliero.,tofthat bundle can be 

c:akubredinaboiscyear,andthcninsut,.,equen1yr,ar1. llieC061 
inthe bl5cyearisset toequal IOO. andinsublequcn1yr,ars!he 
index i5mcasurcdrelati,..,to!ha1ba.oeda1e, thercbyrcflceting 

the changeinpricc••incethen.For eumple,ifin thcsccond 
yearthe'A·elghredavn:ageincrelL'Jeinpriceawere2.,it,., then 
1he index ln yr,ar 2 would take on the value 102.5 (bued on 

yearl • IOO).SuchageneralindexofpricftCQUldbc secnas 
an indcxofthe c,;,g o{/foingfortherepre.senbtlve household,a, 
itwooldgfretheleveldprice,faccdbytheavcragehousehold 

relativeto !hcbascye:ir. 
Notke!hatthere isacrudaldistinctionbctween such 

measuremenu of the general price leu,I and !he notion of 

i,,j/t,1,·ou, whkh i,, a hy economk indic:uor frequentl y 
discu55Cdln rhemedia. A price index.such as!hose described 
above measures the a>'erage le,'el of prices at a panicular 

moment ln iimc. Inflation, on !he omer hand, i5 the rate of 
change of the price index - it measures the 1'21C of which prices 
are changing thmugh time. ll>ese two diITerl:nl !hings should 

not be confuacd with each olher. although dearly they are 
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T•ble8.1 Coosume!'pnces 

priu,lnclex pri<eindex 

Solxc<"• lntern~tiooa!McoetaryH..rd 

a Cak:ulatetheannualinflationratefor eachofthe 
countriesfrom2002to2011 

b l'totthesethreeintlationseriesonagraphagainst 

c Bywhatpe,centagedidpric:esincnaseineachcountry 
overthewholeperiod-thatis, betwttn2001 and 
20111 

d Which economies do you judge to have expe<ienced most 
andleaststability intheinflationrate7 

• Macroeconomicsisthestudyoftheinterrel.ltionships 
bctweeneconomicvariablesatthelevelofthewhole 
economy. 

• Some variab~ are of particular interest when monitoring 
theperformanceofaneconomy - forexample,inflation. 
unemployment and economic growth. 

. As economistscannoteasilyconduct expe rimentsin 
order to test economic theory, they rely on the use 
ofeconomlcdata: thatis,observationsoftheworld 
around them 

• Data measured In money terms need to be handled 
carefully, aspriceschangeovertime, thereby affecting 
the unitslnwhichmanyeconomicvariablesare 
measured. 

• Index numbers are helpful in comparing the value of a 
variablewithabasedateorunit. 



8.2 Measuring the price 
level 

ln any economy, prices of different goods and service• 
change at a different rate through time. This ls partly in 
response to changes in demand and supply- if a good 

be-comes popular, "xcess demand will tend to push up the 
price of the good u the market fDO'VCS to a new cquLiibrium, 
whilst some other goods may face, the oppo5ite effect so rh:u 
priccsrilK'less.sl~ply.A~indcxdesignedtorcpre....,,t 
the general level of prices in an N'.Onomy is based on 1:1.king 
a weightedavcngc,ofindividual prices,udctcribcdabm-e. 
With prices changing al different r.ucs, the choke of which 
goods and services to include in the index - and with what 
weigh1s - ls an imponam step. For enmple, it is likely that 

different groups in a society chorue to consume different 
combina(ions of goods and services, 50 may experience 
inflation atdifferentrntes. A first step in measuring the 

general price level isthustofindarepresentativebundle 
o f commodities, together with the reb1ive weighting to be 
applied 10 each. The experience of the UK can be used to 

illusu:ue &Orne of the iuue.s that arise. 

The consumer price index 
The most Important general price index in the UK is the 

con sumer price lnJc x (CPO. which has been UK'd by the 
govemmentinseuingitsin(laciontargctsincelhcbeginning 
of 2004. Thi5 index is based on the price5 of a bundle of 

good5 and services measured at different poinu in time 
180000 individual price quotes on 680differcnt products 
arc collc,c:tcd by ONS each momh, by YUits to shop.,. and 

using the 1clcphone and interne'I. D:;na on spending fmm 
the llooscbold Fir,a/ Mor,ffmy Consump,ior, E.qx,mliwre is 

usied to compile the weighu for the items included in the 

index. Thcsie wcight5 are updated each year, :u chang"" 
in the corm1rnption paucms of households need to be 
accommodated if the index is to remain repK'5Cntative. A 

criticismof1hcindex has been that itexcludeshousingcruu 
of owner occupiers and a new index was launched in 
March 2013 to remedy this. The index is known as CPIH and 

ispubli5hcd alongside the CPI. 

eo.,.......,.p,lu indu(CPl):•ITIN'Ueoftheger,er•lle-.elof 
pricesintheUl(.~ted.sthe~nmenrsinhtion~since 
Oecernber2003. 

lnllatK>n: the r;,te of mange of the .....,,.age pri,ce ie.r.t: for egmple, 
thepe,ut,tageannu.ilr.rteof<Nng<'oftheCPI 

8.lMeasuringthepricelevel -

As no1cd in the previous .,.c,ction, it i.1 importam to remember 
th,utheCPlprovidcsamc-:uureme'lllofthcler.Bofprkcainthe 
economy. lltis i.1 ncK Inflation, Inflation Ill the ,..,.,ofcbmise 
ofpriccs.and 1hepcrccntagechangeintheCPl pro,idc!lonc 
es1:imatcof1heinllatlonrate. 

Being able to cakulate percentage change• is a useful 5kill 

Going back to the example of the ire cream from page 55, 
remember that you had lx>ug)u a rub of ice cream for $2 last 
year. butnowhavetopay$2.20. Thepcrcentagechangcinthe 

priccUobtaiocd bydi\iding the cbangein price by the original 
price and multiplying by 100. Thus, the percentage change is 

IOOx0.2(V2.00• ICM. 

Alternative measurements 
of inflation 
The traditional measure of in(lation in the UK for many year• 

was the r c tall 11rkclnJc:.:(RPI), which was first calculated 
(unckr another name) in the early twentieth century to 
cvaluatethecxtcnttowhichworkerswereaffectcdby 

price changes during the First World War. When the llriti5h 
govemmentfirstsctanexplicitinfla1iontargctin 1997. 

it chose the RPIX. which is 1he RPI excluding mortgage 

intere81 J»ymcnts. Thi.1 was felt to be a better measure of 
the effectiveness of m:icmeconomic policy. It was argued 
that if interest rat"5 are u ... d to curb inflation, then including 

mortgage interest payrncn1& in the inflation meuure will be 
misleading. 

The CPI rcplaced RPI}( partly because ii is believed tobe a 

more appropriate Indicator for evaluating policy effectiveness. 
In addition, it h:uthcadvantageofbeingcalculatcd using the 
"3fDe methodology a., i.1 used in other countries "'ithin the 

European Unia1, ,o that ii i• more useful 1han the RPIX for 
making imernational compari50fl.s of inflation. 

Th .. CPl and RPI areb<isedona similarapproaeh. 

ahhoughthereare&0mesignificantdiffer .. ncesinthedetail 
of th .. calculation. Doth measures set out to calculate the 
overallprkelevclatdiffercmpointsintime. Each ls based 

on calculating the overall cost of a representative basket of 
goods and services at different points in timc relative to a 
ba.,.., period. Bolh arc produced by combining some 120000 
individu:i.l prices. which are collected each month for around 
6S0represientativc items. Theresuhofthesecalculation.s 
ill an inde-xthatsho,,,showthegeneral levelofprkcsh:u 

changed relative to the 1,a.., year. The rateofinRation ls then 
cakulatcdasthcpcrcentagerateofchangeof 1heprlrelndex, 
whe1heritbe1heCPI or the RPI. 
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lhe indexc, share a=~ failing, arising from the, fixed 
weightsu5"'dincalcul:uingtheovM'llllindc-x.Su~thc, 
price of a pankular ilem rises more rapidly than 0!00 prices 

during the year. One rc,sponse by coruumt'fll i5 to subslitute 
an alternative. cheaper. product. ~ the, indices arc, based on 

fl:<ed weights. they do nOI pick up this subscitution effect, and 

therefore tendtooverstatethepricelcvdinterms of thecost 
of living. Some attempt is made to overcome thls problem by 
changing1he weightaon anannualbasisinorder tolimitthe 

lmpaa of major changes. This indudes incorporating new items 
when appropriate - for example, digital camer.u ,,,ere induded 
in the CPI akulation5 for the first time in 2004, rc,fleains a 

change in coruumer spending panenn. 
lhe CPI and RPI differ for a number of rca.,ons, partly 

because of differences in the roment of the, basket of goods and 

services that arc, induded, and partly in temul of the population 
ofpeoplewOOarecoveredbytheindex. l'orexample,in 
calculating th<: weighta. the RPI excludes pemioner households 

and the highe.st-inccme households, whereas the CP I does 
nOI. There are abo scme ochcr differences in the ways that the 
calculations are carried out. 

Figure 8.1 shows cbta for the rates of change of the RPI. RPIX 

and the CPl since March 19')7. These rates have bttn calculated 
on a monthly basi5. computing the pcr«'ntage ra1e of change of 

e:idlindcxrclativcto lh<:value12mon.tlupreVW51y. 

Fi~8.1 Atte~infl.tion--intheUK.2002-2013 

A nO(iceable char.icterisric of Figure 8.1 i., that for much of 
the period the CPI has shown a lower rate of change than 
the RPI. lnpanthisreflecrsthew:i.yinwhichthepricesarc, 

combined. but ii also reflccu the fac1 that differem iiems and 
households are covered. 
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• lnordertomooitortheperfomlilnceofaoeo:.onomyatthe 
macroeconomic level, it is nece5Saf)' to measure some key 
economic variables. 

• There is an important distinction between real and nominal 
measurements. 

• A ~ey macroeconomic variable is the ~neJal, or average, 
price level in ao economy. 

• Thegeneralpriceleveliscalrulatedasa~ghteda'.'Cfageof 
the prices of goods and services prevaili<,g in the economy. 

• b retail price inoo (RPI) is the best-known measure of the 
averagepriceleYelintheUK. 

• In December 2003the Britishgoverrvnentadoptedthe 
consumer price index (CPI) as iti; preferred measure of the 
price level 

• lnflationisdefinedas therateofchangeofthegeneral 
price level 

8.3 The experience of 
inflation 

&onomics have experienced inflation to varying dcgrec1 in the 

past. figure 8.2 show~ how inflation affected the ••rorld in 1he 
period since 1970, and how advanced and dcvdoping countries 
wercaffectedindifferemways. 

- ~ld - EJIMrgilg-- --Notepa,tMKl!ifor·p,,rarrum',me,,ongeachyea,-
So1Ka.rlnt...Mt100.VMooelifYFund 

Figi.w•8.2 Wor!d,n0;,ooosmce1972('!1.ih.ingett1coosumerpr,ces) 



For the world as a whole, inflation had been st<,ady (below 1006 

peryear)throughmoscofthe196(lsumilthemid--1970s,when 
there was an acceleration fallowing the first oil-price crisis in 

1973174.Averageinflationth.,nremainedrelativelyhighuntil 
theperiodofrelativ,,-stabilityinthelatel99()sandearly2000., 

The figure also shows that in the advanced countries, inflation 

decelerated relativ,,-ly quickly from about 1980 onwards. whereas 
emerging and deVf"loping countries <,:,;perienced acceleration and 
instabilityduringthe198()sand 199()s 

Jn pan, this was a regional phenomenon, with Latin America 
beinge-speciallyprcoeto"")'highinflationduringthisperhl.Whe-n 
inflation reaches such high levels, it is known as h yperinflation 

ThiscanbeseeninFigure8.3,whichcontrastsinflationinl.atin 
America ('Western Hemisphere") with that in dev,,-loping Asian 

economiesandtheworldasawhale.Nociceth" scaleofthe 
venical axis - in order to show average inflation across the Western 

Hemisphere, the other series on the graph get compressed to the 
axis. Average inflation in the Western Hemisphere peaked at 515% 

inl99(),butthisco<K-ealsthewidevariationininflationbetween 
countries. In 1990, Argentina was experiencing inflation of 2314% 
(dawn from 3079% in 1989). Brazil was suffering 2947% and Peru 

748Zt&. Bolivia had experienced inflation at 11 75Cm in 1985. 

,1""5,,,:;.:-:-,,""",,,:=;,a2.;;,,,~~~ -n ~ ~ n ~ n n n ~ 
- Developing -Westem 

A.sin Hemisphera 

Soonc:e,lnternationalMonetaryFuOO 

Figure8.llnftation;nLati11AmericaandAsiasinc:e1972(%diangei11 
cOI\SlJmerprkes) 

Jn contrast, Figure8.4showsinflationindev,,-lopingcountries 
inAsiaandinsub-SaharanAfricaoverthesameperiod. Again, 
noticethatthevenicalscaleofthegraphhaschangedradically. 

ThefigurerevealsthatthesecountriesinAsia=perienced 

8.3 The experience of inflation 1111 
inflation below the world average for much of the period, 
althoughthespikeatthetimeofthe1973/74oilpricehike 
is more marked. Notice that countries in sub-Saharan Africa 

sufferedfromhigherinflationfromthe199()sonwards. 
It should not be assumed that prices always increase, all 

th.,time. Therehavebe,,ncountri<,s(e.g.Japan)thathave 

e"J>"riencedperiodsinwhichthegenerall"""lofpriceshas 
fall.,n. Such a situation is known as deflatio n . 

- 0.velopir,g Aoia -Sub-Sahu11nAlricll-World 

Sourc,,:lntemahooalMOll<'latyFu,d 

Figure8.4 1nftation;nAsiaandso.t,-S.ManAfricasinc:e1972 
{%changeincoosumerprices) 

• Thecontrolofinflationha';beenthemajorfocusof 
macroeconomicpolicyinmanycountriesinrecentyears 

• Experiencewithinflationhasvariedindifferentregiomand 
countriesaroundthewOOd 

• Some countries, especially in Latin America and parts of 
~ub-Saharan Africa, have experienced hyperinflation 

• At the other extreme, some countrie1 have experienced 
deflation 
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8.4 Causes of inflation 

The quantity theory of money 
A starting point for discussion is the so-called quantity theory 
of money. This requires a new COflcep!, that of the velocity d 

circulation. lf the mom.-y s tock i• defined as the quantity of 
money (notes and coins) in circulation in the economy, the 
,..: loc\ty of d rcufatlo n is defined as the speed with which 
that money MOck cruinges hands. It ;,, defined as the volume of 
u·aiuactionsdividedbythemoneystodt. 

V•lodt~ of circulation: Ifie rateat"-hidl mooeychanges hands: Ifie 
vokrne of transacbom divided by the mOJ'ley stock. 

lnpr:iCIK'C,thevolumeoftransactionsi.1 seenasbcing 
represented by nomin:1.l income, whkh i.1 the level of real 

(rq,rcducing figure 7.9). Hmwvn, thit take,i 1he e-conomy to a 

~ equilibriwn price level, and if no!hing d,;e were to change, 
!hero, would benorcuon forpricestocoruinue10MebcyondP1 

Th i,r is one rea,on why prices may be-gin 10 increa.,e. lnfl:ulon 
thus may be Initiated on the ,upply side of the maaoeconomy, 
arising from an incrcne in the costs facedbyfinns. Thi• i• 
sometimes referred to as co,u .push lnflalion. as the incrc-J,;e in 
theoveralllevcldprices iscost-driven. 

P, 

Po 

incomeO')muhipliN!by!heaveragc,pricelcvcl(P).lfVisth<- Y, Y0 R .. l outpul 

velocity of circul.:uion, and Mis the size d!he money Jtock, !hen Figu .. 8.!> Asupplyshock 
thefollowingcqu:,tionhol.ds: 

V• PY/ M 

Noclceth.atthisisjustaddinition.Mul!iplying~hsldesofthe 
equationbyMgives 

This is still ba!led on a definition, ""' is not a rheory. However, 
the Monctal'Ut school of-~=iSl8 argued that the velocity d 
drcublion (V) would be constanl - or at least would be stable 

over time. They aJ.,o argued that real output would alW11Y5 tend 
rapidly towards a natural rate.~,.., assumptions together with 
thecqu:,tionMV•Pl'provideus with adirectlinkbetweom 
money (M) and the m-=i.11 price level (P). This relationship 
suggests cruu pric<,,, can only incre,.,.., pc-rsis1cntly if money ,rock 
iuclfincrc;l.5C5pcrsistently. 

Even if we allow real output to vary through lime, the 
equation 5tm 5how, that persistent innation can ariK' only when 
money stock persistently grows more rapidly 1han real output. 
This provides the backdrop for the discuMion of inflation 

Supply shocks 
Inflat ion occurs when there is a,;.., in the general price lcvd. 
Ho,,:cver, it is important to dminguish betweom a one-off=· = 
inthepricelcvelanda,us::ainedMCcweralongperiodd 
time.Foreumple,aone---offMC inthepriceof oilmayhaw, 
an effecton thepricekvelby,hiftingaggregatesupply,thus 
affccting1heequilibriumpricelevcl-asshowninl'lgure8.S 
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An increase in aggregate demand 
In tem11idthe ADIASmodd, it is dear that an al!erruuive 
aplanationda rue inthegenttalprice levelcouldo:mc fromtl>c 
demand side. "'here an increase in aggregate demand leads to a rise 
in prices, especia Uy if the AS curve becomes so lilcq) in 1he long 
run as to become vC1tical, as""°"' mac--·m be],Cw,, Thi.1 
is shown in Figure 8.6. wherc the increase in aggregate demand 
fromAD0 roAD, leads toa ri,;e in the overall price level FromP0 to 
P, with noch::mgeal aU in real ouq,u:. An increase in the~ level 
emanating from the demand side d the macroeconomy is eome 

tinlO'!i rcfen-ed to as dcm a.nd,puU lnOation. 



. ~.sust~nedinAationcantakeplaceonlyiftherei~ 
a!soasustaincdincreasclnmoneysupply. 

8.5 Consequences of 
inflation 

Acrucialqucstloo ls why i1maner1ifanC<:OllOIIlycxpcrienccs 

inflatkin.Thcansweri!ltlutveryhighinfla1iongiv-e,risetoa 
numbtt of co:its. In panlcubr, urnmticipatcd inflation ~ 
that ~i:!ion-makcr, will take poor decllioru ba!ied on their 

minaken cxpccutioos d inflation. for c:amplc, pc,ople may 
chOOl'iC to hold more money a, cash. or in low- or no--in=cst 
b:ankao::ounts.ralhcrthaninve.siinginassc111Ntbringahigher 

r-eturn. Pc<;,plc holding auct5 th:n offer a fixed murn or who Ji,-., 
on fixed incancs may find that they have loSI out when inflation 
is higher than expected. 

n..,facttha1firmshavctokeepamcndingthrirpriceliru 
rai,.cslhc<:OM.sdundcltlkingtranstetiOru.n..,...,eo51sar-edten 
known as the meuu coro d inOatkin: however. lhls should fKJ( 

becxpccted1obesignil\cantunlCMinlbtionreaUylsveryhigh. 
A .....cond 00$! of VCf}' high inOation t, that it diocourages people 
from holding money bcciusc, at the very high nominal intereSI 

rates that occur when inOation is high, the oppommiiy cost of 
holding money becomes great. People therefore try ro keep !heir 
money in intere51-bcaring accounts for as long as possible. even 

ifitmeansmakingfrcqucnttripsto thebank-forwhichreason 
these arc known as the shoo IM,lx'f costs ci inflation. 

Thisreluctancetouse moncyfortrJnsactionsmayinhibitlhe 

effectivenessofmarlcet.s.forexample,therewasapcriOOinthe 
early 19805 when inll:,tion in Argentina was /IO high that some 

dtyJl"'rkingfineshad1obepaidinli1resofpci:rolratherthanin 

cash. Markcts wtll 00( work effectively when people, do nOl use 

money and the «'OOOITtY begins to slip back towards a barter 
=~y. lhe situallon may be worsened if taxes or pensions are 

8.5 Consequencesof inflation Ill 
coun~inrccentycan,althoughiiwasnOledearlierthat 
LalinAmenra,,,aspronetohyperinflation (,xa period in the 
t~,andsomr,ofthctransitionCC'alOllliesalsowen1through 

veryhighinlb.tionperiodsasthcybeg:.mtoinmxlucemarket 
reforms; onecxamplcolthiswas the Utraine. whcreinlb.tion 
re:adted !Oocm&peryearintheearly 19')():s. Anolhcre:1.1mple 

is the Africln courury o( Zimbab,.-.,. where ii: w;is reported !hat 
infbtionre:achedaround2Hll 'Kperyearin2007befuregoir,a 

off""'""" 
However, there may be co:its associated with inflation even 

wheni1doesfKJ(re,.chlhcxheights.cspcci.tllyi(inflationis 
vol:uile.lftheratcdchangedpriccscannotbcconfidendy 

predicted by finns, the increax in uncert:linty may be damaging, 
and firms may become reluctant to undcl'take the inveMment 
that would =pand the economy's productive capacity. Finns can 

takedecl,iorutakingintoaccountanticipatedinlb.tion,butwhen 
unanticipatedinOation occurs.thiscanimpo5COOS1.1onsociety. 

Funhennore, u Oiap1er 5 emph:1-'lsed. prices are V<"f}' 

imponant in alloca1ing resources in a market economy. Inflation 
mayconsequendyinhibittheability ofprices toactasrcliable 
signalsinlhispRX'CS11,leadingtoa wastageofrcK1urcesandlo& 

business opportunities 
ltislhesela.streasonsthathavceleva1edthecomrol 

of inflation to one of the central pbnkll d government 

==~mic policy in many countrics. HO'i\"CVCf, it should 
be notin,d that the target f,x inOalkin has r10l n«CMarilybeen 
.'l<."I a t zero. n.., reasoning here is twofold. One argument is 

!Nt it ha,, to be acc,ep1cd that measured inflation will over'5late 
actual inflation, partly because it is110difficult1otakeaccount 
of quality dtanp in prodllC'tS 5Udl as computers. wh<= it i:, 

inlpOliSible to distinguish aocuratdy between a price change and 
aquali1ychange.Sccond.wagc,andpricestcndtobeS1ickyin 
a downward directicwt, in Olhet words. firms may be rellKUnt 

to lo,,er prices and wages. A modest rated inflaticwl (e.g. 2%) 

thUll allows relative prices to change more readily. with price!! in 
some sectors rising by more than in others. This may help price 

signalstobem<ll'eeffectiveinguidingfC80UrceallOC3tion. 

Suppose that next year inflation in the economy in which you 
livesuddenlytakcsoff,reaching60%pcrannum-inother 
words, prices rise by 60% - but so do incomes. DiscUSii how 
this would affect your daily life. Why would It be damaging 
for the economy as a whole 1 

no1 properly indexed 110 that they do no1 keep up w«h inflation. • Low inflation ~ucts un:ertainty, and may encourage 
H=·evet", these C'OIU are felt mainly when inflation read>e!i inVts~nt by firms. 

the h)l>erinflarion SI~. This has been r.ire in devdOf>ed 
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AS Level 
Part 4: The macroeconomy 

9 The balance of payments and 
the exchange rate 

Most Konomles In the world are open economies - they 
engage in international trade, el(porting and importing 
goods and services, albeit to varying degrees. This 
chapter analyses these transactions, and el(p/ores ways in 
which the domeJtlc economy can be influenced by the 
international environment. This r~u/res discussion o f 
the balance of payments and the foreign exchange 
(Forn)market. 

Learning outcomes 
Afte r st udying t his chapte r, you sho uld: 
• b@famliarwiththeroleandimportanceofthebalanceof 

'""""" • b@abietoexplainhowadeficitOJsurplusonthecurre-nt 
account of the balance of payments may arr.ie 

• b@a.11areoftheconsequencesofasurplusordeficitonthe 
current account of the balill'\Ce of payments 

• understand howexchangeratesaredetemiined 

• b!! awareofhowchclflgesinthe excha~ rateinft~ , 
the macroe<:onomy through eKport and import pnces and 

\. aggregate demand. 

9.1 The balance 
of payments 

Wit= a country engages in international muic, it ill imporum IO 

be abk to kcq, tnck of the various mmsacrions that ukc place 
hen.~ the rcsidenuofa country and the rcfilolthc world 
1ne b al.:tncc o f l'" Ym cnl.,. i, thc M:'I ol acrount!l that monirors 
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these transactions. For an individual household it is impottant 

to monitor incoming,; and 01.1tgoings. as item., purchased must 
be paid for in some way - ei1her by using income or savings, 
or by borrowing. In a similarw-Jy, a country has to pay for 

good,,.,,rvkcsorall.<C(Sthatareboughtfromothercoumries. 
The OOlana, ol payments accounts enable the analysis of such 
intemationaltnnsactions. 

Aswiththehous,ehold,tr.1nsactlonscanbecategorucdu 

either incoming or outgoing items. For ex:ample, if a car rn.a.<r 
in!',tabysill iscrponc,d(Le. purchascdbyanon-rcsidentof 
Malay.si.:i.), this is an ~ncoming' ilem. as the payment for the car 

is a credit to Mabysill. On the odicr hlmd. the pur~ of Thai 
pincapplcs(animpor1)i,adcbi1itcm. 

Similarly,allothcrtransactioruentered imothebabnce 

ofpaymcntsaccounrscan beidentificdascrcditordcbit 
items, <kpending upon the direction of the paym<'nt. In {)(her 
words, when monc, y flows into the country as th<' result of a 

transaction,tharisacrcdit: ifmoneyflows0\.11, it is a ck-bit. 
As all items have to be paid for in some way, the overall 
balana, o f paymc,nts when eVC!!)'thing ls added together must 

be zero. Howc,vcr, individual componenu can be ~iti ...-
or negative 

lnlinc,with intc,mationalstandards(a.s5CI01.1tbythe lMF),the 

accounts arc di~ into three C'JtegorieSc 1hc current account , 
the capital account and the fimu-.c lal account. In addition, it 
isimportanttoi<kmifytransactionsln r c~crvca,;.sct. ... Tak<'n 

together, thcM items should all sum to zero, a.s the ove r:ill 
babna, ol paymcn1$ must always be in lnbncc. Ho,,,ever, 
because, ii is nof p<>Miblc to rccad everything accur:ndy, a final 
il<'fllcalled·Cfl'Of'llandomissioru'orthc'lnlimcinglrcm'cnsurcs 
over.II babna,. 



Curr,nt Mcount of the balance of P"'ymer>U: a,n ~cOlllll 
idtntifyingtra.=ion,ingoodsa.nd....vicesbetweentherf'Sidffits 
ofacOU11try¥'idth,,,...,tofth,, world 

f in•ncial acco untofthebalanceofpaym•nu:anaccount 
identjfyingtraosactioo,inlinancial"'setsbetweentheresident,ola 
coun17yandthe restoftheworld 

Capltolaccountofthebalanceofpayrnenu: .in~coont 
iclentifyiogtransactiornin(phy;k.a0upitalbetweenlher"5identsofa 
co..r,tryandtherestofthewor1d 

R'""'*as..ts: stochoffaeign -(e.g. foreign a.rrencya 
gold)ownedbythecentralb.inkof.acownry1oenableittomeet.any 
rnl5fflatth between the dem;ird ¥'Id supply of the auttry\ wrrerq 

Table 9 .1 summarises th,, key components cl the lxdancc of 

paymentsaccountsforPakistanin2010. 

Table 9.1 Thetr.a!.r.ceofpaymenlsxcounts.Pak,stan2010(USSmill""1) 

bporuofg~ 
hlportsof!jOOds 

Service(aedits) 

hcome!bM"\Ct) 

T,ansfers(tr.alance) 

Currentaccountb• l•nc• 

OirectinYeStmeflt(balance) 

Financial account balance 

Errors and omission, 

~,andrelattd 

The current account 
The current account id=tificstransactions in good.sand scrviccs, 
together ""ilh im:o,no, payments and intcmatlorull tr:uufn11. 
In.come payments l>crc include thc C2mins5 cl residents from 

employment abroad and payment.,; cl invc=t income,. 

Tnnufn,, arc m.iinly tr.rnsactions btfween governments. f1ow!I 

ofbiliucraJaidandsocial5eCUtitypaymc-ntsabroadarcalso 
included here. 

Gommentm,rs in the media often fOC\ls on the current 

account . Three main items appear on this account. First, 

9.1 The balance of payments 1111 
there isthebalanceoftr.1deingoodsandscrvices-inorher 
words. the balance between exports and imporu cl goods and 
services. ff domcsticrcsidenrsbuyforeigncaq. thisisan import 

andcounuasanegativeentryOflthecurrenraccount:Oflthe 
other hand, if someone abroad buys a domelilically produced 
rnr,thisisanc:cportandconstirutesapositivecntry. Trade in 

goods is known as visible tradc. and thc ,islhlc t"'fancc: is the 
balancr between cxpons and imporu of goods. On thr other 
hand, the Invisible: balance: is thr balance betwe<::n c:cporu 

and imporu of service9. 

The second item in the current account is income. Part of this 
represents employment income. but the major item is made 

up of profits, dividends and interest arising from domestic 
own....-ship of overseas assets - and. of course, inymcnl.'I 
of income arising from foreign ownership of domes1k 

assets, whe1her from foreign direc:1 im·rstment °' pordolio 
invC'Stment . The income balance for Pakistan In 2010 s howed 
a deficit. 

Finally.thcrcarcimcmationaltr.uufers-drh,,rtransfers 
through central government or tnnsfers made or received by 
private individuals. Thisindudes taxC'Sand social contribution, 

re«ivedfromnon-residentworkersandbusinesses,bilater:il aid 
flowsandmilitarygrJnts. forPakis:1anin2010, rhispanolthe 
current account showed a lilrong surplus, an important c lement 
of which was rcmlnances of income from Pakinan nationals 
working abroad. 

It i• important to realise that the ovrrall balance on the 

currrnt account arises from combining the balances on a ll of 
thes,,iterns. Anoverallcurrentaccoumdeficitarises whenrhe 
deficit items outweigh the surplus irems in thc accounts. 

It is abo important to realise that a deficit on the current 
account mUM be babnced by a .surplus on rho, finandaJ and 

capital accounts. In the .ffiOr1 run, it may be pog.sible 10 finance 

a!radedeficitbysellingdomestkfinancialassetslOforeigners. 
or by borrowing from oversea,,. However, this might not be 
regardedasbeingdesirableinthelongerterm.ifthisaffectsthe 

overall OWOl'fship pattern of assets in th.- long.-r term. For this 
reason,thecurremaccoumcannotbcviewedin i,olatlonfrorn 
1h.-res1.ofthcbolancedpayments. 

The capital account 
The capbl aooount is rcl.rively small for moQ countries. It 
contains capital transf"crs, the largelil item of which is aseoci:tred 
wirhmigr:,nts. Whenaperoonch:rngesst:uusfrornanon­

residenrroresidentofacountry,""Yassetsownedbythat 
person arc transferred to being domestically owned. 
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IJ The balance of payments and the exchange rate 

The financial account 
The financial account me3surestransactions in firumcialas.sets, 
includingdirectandportfolioflows. 

The trend towards globaHS3tion means that both inward 
andoutwardinvestrnemincreasedsubsrnntiallyduringthe 
199()sformanyeountries,ahhoughtherewa.sadipafterthe 
terrorist attacks on the USA. However, foreign investment flows 
recoveredquitequickly.onlytobeaffectedagainbythe global 
recessionofthelate2000s 

An imponant question is whether it is sustainable in the long 
runtofinanceacurrentaccountdefidtbyrunning afinancial 
account surplus. SelHngassets or borrowing abroadhasfurure 
implicationsforthecurrentaccount,a.stherewillbeoudlowsof 
investment income, and ddx repayments in the future following 
today'sfinancialsurplus. Jtalsohasimplicationsforintere.strate 
policy. lftheauthoritiesholdintere.stmteshighrelativetothe 
rest of the world, this will tend to attract inflows of investment 
again with future implications for the current account . This wUJ 
be explained in Chapier27. 

Find out what are the most significant components of the 
balance of payments accounts in your a.vn rnuntry. OiKUss 
waysinwhichthismayaffectthedevelopmentofthe 

• The balance of payments is a set of accounts that contains 
detailsofthetransactionsthattakeplacebetweenthe 
residentsofaneconomyandtherestoftheworld 

• Theaccountsaredividedintothreesections:thernrrent, 
financial and capital accounts 

• The current account identifies transactions in goods and 
services, together with income payments and international 
transfers . 

• Thefinancialaccountmeasurestransactionsinfinancial 
assets,includinginvestmentfl=s 

• Thernpitalaa::ount,whichisrelativelym1all,contains 
capital transfers 

• lransactionsinreserveassetscompletetheaccounts 

• Theoverallbalanceofpaymentsmustalwaysbezero 

Figure 9.1 shows the relative magnitude of the main accounts of 
the UK balance of payments since 1980. This shows very clearly 
thatthekeyaccountsa,.,.theCUJTentandfinancialaccounts,with 
apersi.stentdefidtonthecurrentaccoumbeing balancedbya 
persistemsurplusonthefinandalaccount, andthecapitalaccount 
beingofminorsignificance. Noticethattheaceoumbalancesin 
thefigurehavebeenexpres.sedasapercenrngeofGDP. 
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• Emn&....-.ss1ons • Anandal • c,,pttal • Clmoot 
Soorce:Officefnr NationalStatistic:s 

Figure9.1TheUKbalancenfpayments,19S2-2012 

AIIOG1teeachofthelolla.vingitemstotherurrent,financialor 
c.apitalaccount,andc:alculatethebalancesforeachaccount. 
Checkthat{togetherwitherror.;andomi!Sions)thetotalis 
zero.Alldatareferto2012,atcurrentpricesin S billion 

a Trade in goods 
b Migrants'tramfers 
c Totalnetdirectinvestment 
d Investment income 
e Currenttramfers 
f Tramactionsinreserveassets 
g Trade in services 
h Dthercapitaltramfer.; 
i Compensationofemployees 
j Netportfolioinvestment 
k Othertransactionsinfinancialassets 
I Error.;andomissions 

+2635 
-12.01 

+24.61 
-0.45 

+11.91 
-11.95 

• The balance of payments is a set of accounts that contains 
detailsofthetransactionsthattakeplacebetweenthe 
re1idenu of an economy and the rest of the world. 

• Theac:countsare divided into three sections: the current, 
financialandc.apitalaccounts 

• Thecurrentaccountidenlifiestransaction1 in goods 
and services, together with some income payment1 and 
international transfers 

• Thefinancialaccountmeasurestransactionsinfinancial 
assets,includinginvestmentlla.vsand(entralgovernment 
transactions in foreign reserves 

• The capital account, which is relatively small, contains 
capital transfers 

• Theoverallbalanreofpaymentsmustalwaysbezero 



9.2 The exchange rate 
and international 
competitiveness 

aoscJy U90ciatcd with the 1:xilanc,, d payments Is the 
excha nge r.ue - the price of one currency in tCJITl!I of anod>er. 

The uchaingc rare is important because it infll.lCl'K'C5 the pri<= 
that domcslk oonsumrn musi p;i.y for imported good,!, $C!Vkn 

anda.sscu.andal.,othcpri<Tthatforcignerspayfordomcslic:olly 

produceclgood!:,~andasseu.Oiapcer,4introdoced 
the nOlion d the d=und and .5llpply of foreign currency, 

ttproducedasRgutt9.2. 

This U5C5 rlnggits a.s an example, with the venlal uts 
n,presentlngthepriceofMalaysianringgi1sinterrnsofUS 
dollars. 111e demand for ringgits ariso-5 from people holding US 

dollars wanting 10 purchase Malaysian goods, services or ass,,ts 
wherea.s the 51.lpply emanates from holden cl rlnggiu wanting 

mpurehaseUSgoods,serv~soras.,et1..Theeonr>ec1ionlsthat 

11lebQJar1CCofpaymemsaccoumsi1emisethese tr.msactioru, 

which entail the <knund for :ind supply of ringgils. Nol:iae th31 
the demand for currrncy is a deriu,d dama,id- thus ringgits 
are demanded when p=ple- holdins dollars or other cu=~• 
""'m to buyt,.b.b.ysiangoods,.-.,rviccsoraMCts. Sim~arly, 
ringgiu ar,e supplitd when Malaysi,ms want to buy foreign 

goods, servlcesoraSMts. 

9.l The e<change rate and international competitiveness -

Jn analyaing the bi.lanced paymem", the relative oompeliliv.::ne.s., 

ofdcmeSlicallyproducedgoodsandservio:,sisanimpo.-tant 
issue. Theexchangerateplaysa keyrolein!hisprocess. [fa 
coumry per..i..tently show• a dc,ficit on the cum,m account. docs 

that imply that the goocb that ii producn are uncompetitive in 

intematicn.lJm:ukets? 
Considcrthesituatioofmmtheper,ipectiveofthet.bbysian 

=~y. 1be dc,mand for M:Wysian cxporlll in ,,:ofld mad:cts 

dcpn><is upon a number d factors. In some ways, ii is similar 

1othederrumdforago,xl. lngcneral,thedc,mandforago,xl 

dcpn><is on i11 prlce. on the prices of{)(he,- goods, and on 
conswnc,rincomesandprefe-rences.Ina•imilarway,youcan 

thinkof!hedemandforMalaysian=poruasdependingon!he 
priceofMalaysiangood!,!hepriceoforhc,rcoumries'goo<ls, 

) 
incomes in the re.51: d !he world and foreigners' prderences fOI" 

. Malaysian goods over th°""' produced dsewhere. However. in 

OU1nutyolrlngg1i.pe,pe11od 

Fiir-r-9.2 Them,rlu,tforringg,ts 

the case of imcmational transactions the c,xd1:mge rale is also 
reJc,vam.as!hisdc!crmin<,sthepurchasingpo,,,·e,-dMalaysian 

in.ctlfJ>e5inthefCSl:dthcworldSimilarly.Wckm.tndfOI" 
impons into Mabysia depends upon tl,., rdative prices d 
~icandfoo:igngo:xb,=· -inMaby5ia,prefe-rel1«'$ 

forforeignandclomestic:i.ltyproduccdg<>O<band1heexchange 
rate. Thesoefact~walallctlfflCtogflherrodetermine1he 
babnce d demand for =pons and imporu. 

The exchange rate plays a key role- in influc,neing the levels 
ofbo!h imports and =pon•, and thus affects the, balance of 
payments. so the w-Jy it changc,s ovc,r time and the way in which 

it isdetenninc,d is important 
Figure, 9.} sllows !he time path of the US.SI'- exchange rate 

Theperiod.!houldbe.teen inlWose..-tions. Until 1971. the 

UK government m.trn1ged the ~nge rate,. from 1949 untU 
1967. theexchangerateWllspegged al $2.80 per pound. The 
peg changed to S2AO per pound in 1967. a policy inte!Vention 

known as 'de,-a luation". which will be dioru!i5Cd late,- in the 
ehapter.Sincethenthera1eha,beenleftrothemarket.The 
graph shows some fluctuationsbeN,een 1971 and the la1e 1960<, 

around a declining trend. Since then the exchange ra1e seem., to 
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II The balance of payments and the exchange rate 

have, remained fairly steady. Noncthclcs.,, there w:i,i a faJl from 

a ~ak <X $250 10 the pound in 1972 to $1.50 IIC.)ffle 30 y,,ar5 
1a1 ..... 0therthinSSbeingequal.thissuggesu:anirnprovcmemin 

the com~~ivencss <X UK produas. In ochcr words, Ammc:ul.1 
wllmlng 10 buy UK goods g01 more pounds for their ddbrs in 

2002 than in 1972. llnd thus would have tended to find UK goods 

::~ 
~ 2.0 

LS 

LO 

Soon:e: Offke for Nanonal Statlstics 

Figu~9.l Thestefl,ng£<chir,g,e,.ite 

Figure 9.4 51,ows the $/ringsit exchange rate. This also revc,als 

some •flat' periods, ,,,hen the, ringgit was pc-gged against the 
doll:,r-ru,mc,lyberv,·cen l952andl971,andagain for aperiod 
ahc,rtheAsianfinancialcrisi5<X1997,Ag:,in,lhech:rngc,sMXl'IVn 

in lhegr,,phsuggest(Olhcr thinssbcingcqu;,l)that !here,,.,..,.., 
changes in !he intcnwion:ll compc1irivell<!M <X ~blaysian goods 

H"""·c,,-.,r, IKN'Oecare is~ bec:11.= Olhcr thing;, do not 

ttm:i.in equ.il. In pankuiar, remember th:it the compctiti,..,...,,... 
of domcslic goods in overseas m:,,rkcts depends n<111 only on lhe 

exchange rate,, but aOO on movements in the prices <X goods 
ovO'f timo,,!OC> this nttda 10 be Wien inloi1C'CO\lt11 -whim i5 why 
Figure 9 .. , rcfcrs to lhe no m inal exeh:,nge rJ te. In om..,. words, 

if lhe prices of 1'falllysian goow h:ive 0$Cn morc rapidly th:in 
p,..;c.,,, in the USA, this will have, P"nly off5et the downward 
movc,mcnt in the exchange r.11c. 

·i 0.3 

i 0.2 
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~~~l~~~~il~~~~I~ 
-$1ringgit {LH-it.) - Pric9 ,.tio(fij-l-ll,) 

Figure9.S Thenomonalnng.grtexa\ir,gerate.indlhe,al:!Oofc--

Figutt 9.5 shows the nominal exchange rate again , but also the 
ratio of consumer prices in Malaysia relative to the USA (plcxted 

using the right-hand scale). Thi•rt.-veals 1hatinfactprke• in 
Malaysi3 rose much leMsteeplythan 1ha11einthe USAumil 
about 199(). Thus, the movement in relative price• until 1990 
improvcdth.-compctitivenesoofMalaysiangoods,'1.'linflation 
was lowc,r in Malaysia than in !he USA, as is confirmed in 
Figure 9.6. Ah.-r 1990. the ratio settles down, indicating that the 

two coumrics were, experiencing inflation at very similar rates 

inthisperiod. 

~~~iii~~~~i~~i~~§~§~ 
- Malaysia - USA 

Soorrelnternat>onal Monet.vyfund 

Figu~9.61nfla llOn inMa!.1ysiitindlheUSA 

Jn order to assess th.- overall competitiveneS11 of Malaysian good• 
compared with the USA, it is necessary to calculate the r e al 
ex ch ange r:,t c, which is defined as the nomiMl exchange, rate, 

multipliedbylhera1io olrela1iveprices. 
1he real exchange rate i• shown in Figure 9.7, su~rimposc,d 

on the nominal rate. Remember tlut (other things befog 

NJUal) a fall in !he cxchange rate means :,n improvc,ment in 
competitivcneM. so !he fall in the real exchange rare during 

the, 19506 and 196()s (when the nomiru,l rate was ~ggc,d) 
shows how Mab)·..iia's eom~itivcness gradually improved 



during dut period. 1be c~ of the r,,o series after 19')0 

rcflC'ds thesimilarit>e!lintheinllationratesoft.bbysi.iand 
the USA. 

Notice that the serie-s in figure 9.7 rcfate5 only 10 
competitivcne.ssrelativctotheUSA,:uit isthercal US$/ringgit 
e"changc rate. An alternative measu re is the c ffcc tl>·c <::<ch ange 

ra te, shown in Figure 9.8. This Mlow5 the strength ofUlc ringsit 
rela6vctoawcightedaverageof=ch.angcratesofMalaysia"s 
trading partners. 

o., 

0.6 ~ 0.5 

jo., 
i 0.3 

0.2 

Fig..,. 9.1 Thenngg~n,hmger•te 

t§ ~ I 

~IN) ~ L,-' 

j :'-~~~~~~~~~~~ 
~ ~ ' ' ~ ~ I ' ~ ~ ~ ~ ~ 

Fi~9.8 Thenngg,t effectiveexch;mgorate 

Homlnal HdMnger•te: thepriaoofonea,rencyin terms of 
aiother,W11hno.1CWU1tbeing~olch¥,gesinreliti.epricesin 
thetwocountries. 

it.a!Hch1ngentte:thenomin•lndi..-.ger,iite~tedlor 
differencesinrelativeinllationr•u.sbetwnncoi.ntries. 

Effe«l.,..nffllngeratl:the exdi~ratelor;i cOI.Wltryrel;iOOto 
;iwe;gh1ed;iver;igt ofrurrenri.-solit1tradingp~troers. 

9.2 The exchange rate and international competitiveness 1111 

Table9.2providesdatalortheexchangerateforthePakistan 
rupee(PKR)agahst theUSdol!ar, e,i:pressedas Sperruptt. 
AlsoprovicledistheconsumerpriceindexforPakistilnand 
for the USA. Use the~ data to calculate the real exchange 
rate for the period, and comment on the effect that any 
'1'1CM!ment will have had on the competitiveness of Pa~istani 
goodsandservicesrelat~totheUSA. 

Table9.2 C~sofPakista<icomp,>redtotheUSA 

••dMnve 
r-11 (SIPKR) 

Consum1rpric1 lnde• 
(2000 . 1001 

The exchange rate and the 
financial account 
The di,cu'ISion is still incornple1e. The exchange rate is 
influenced by 1he demand and .supply for the home Cl.lfrency 
relative to other currencies, which reflect., Ule demand from 
foreigr,en, for domcSlic good,, services and assets. and the 
supplyofcurrcncyfrom,.,,,identswaruingiobuyforcigngoocls. 

= · =andaucu. Sof:..r,theill'ICUMionha5focuSC'don!he 
current 3C'C'OO.lllt - dut is. on the demand and supply of good.1 
and snviccs. Howe,'Cf. ii i5 abo imporunt 10 be aware that 
intem:uional trannctioru in financial as.seu abo influence (and 
are influcooedby)Uleexcha11gera1..-. 

Suppo.,c1hatin1ereS1ratesintheUKarehighrela1iveto1ho5c 

that prevail in the USA. Americ:an inv,-stors looking for a good 
returnmay bcatt.-Jctedby theprospectofinvestingintheUK. 
so Ulere wUJ thus tend to be an inflow of funds into the UK. Thi~ 

wiUthenlcadtoanincreasc,in Ulefin.ancial account surplus, 
helpingtofundacurremaccountdeficil. 

Afurmer~iS1inthe.1toryistha1ifhighin1C1'C:S(rJtcsdoanrioct 

such ftnan.cia.l inllows, thi5 IYr.lfl!I Ul3l ilien, i5 an increase in the 
demand for pounds. beause foreign in=i11or.i Juve 10 buy pound,, 

inordrrtop;iyfixthc Britisha......uthat they want to acquire. This 

will then pi.II up,,,'ard pttMure on the e:i«illlnge rare. which in tum 

affNU the international ~iliveness a UK goods and ICMCC,,_ 

1here is therefore a !ink betw=n moverncnt.1 in the e,i:ch:,,ngc r:ue 
and the level ofaggreg:,tc demand in the =Y· 
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This do5c interrd:uionship betwen1 the rurrcnl account, the 
fmal'ICUl acCOOJf\t and the exchange rate is critical in !he design 

ofrruu:rocoooomicpolicy 

• The exchange rateisthepriceofone currency in terms of 
another. 

• Theleveloftheu:changerate~oneinflueoceonthe 
competitiveness of doml'Stic goods, sel'licH and assets in 
international markets, butthisalsodependsupon relative 
prices in the home economy and the rest of the world 

. Therealexchangeratei!;ame.r.;ueoftheinternational 
competitivenessofaneconomy'sgoods 

• TheeffectiveexchangeratemeasurHtherelativestR,nqth 
ofanationalcurrencycompa,red1, ithawe~htedaverage 
oftheexchangeralHofthewuntry'stradingpa,rtners 

. Thereisacomplex,but important,interrelationship 
betweentheexchangerateandthecurrentandfinandal 
accoontsofthebalanceofpa,ymenU. 

9.3 The determination of 
exchange rates 

1be way In which a country', exch3nge r'"Jte is detcnnincd has 

important Implication, for the balance of payments, and for 
macroeconomic policy. Vicwingthcforeignc:cch:ongc markct 

a, a variant o( the demand and supply model ,ccnu to •uggcst 
tlut the cxchafl8" rate will be dcl:cnnined by the interaction of 
demand and supply. If the market were 10 be left to find its way 

to equilibrium. this is ex::i.ctly what woukl ti..ppcn, and whett 
this is permitted to happen, it is known as a llo;,tlng e:o:ch:u,~ 
rat,: !l)"' le m . Howevn, the cxdiange rate is .so lmpcwtant for the 

economy that govemm=t.1 may .'lee the exchange rate as being 
100 impol'tant 10 be left IO the market, and may thus lnt'-""""r>e, 
ei1her through a m an aged float . or by opera1ing a fi.:o:ed 

e:o:ch an ge r a te~)'Ste m . 

Flo,ti"9 udwonge rat• system:• system in which the e:<ch;,"'JI' 
rittispe,mittedtofinditsownlevt>linlhemffl".et. 

M1...,..tfloatingu<h1ngerHll.ystem: a~temunderwhim 
theew.:h~r;iteispermiru,dtofin:lit.ownle.,ielinthe=rl<et.hut 
wi1hinlimns.1MththegoverMH1tinterwningincertMrisitu;1tions 

Fl11«le1du.1199,11-system: asystffllinwhichthegoverrrn•nt 
commitsto~theuc:hangerateat<1specificle'd!lagain'>t 
ilOOlherOJffenc:y 
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A fixed exchange rate system 
In the Drenon Woods oonfc= at the c,nd of the Second 
World ~r. ii was agreed to c,•tablish a fixe,d exchange rate 

r,y•tcm, under which oountric,, would commit 10 mainlalnlng 
the price of 1hclr currcndc• in tenns of the US dollar. This 
r,ystem remained in place until the, early 1970s. f'or example. 

froml95()untH1967thestc,rlingc,xchangc,ratewas.!,C\al 
52.tlO, and the British government w:is committed to making 
sure that it .5laye,d at this rate. This system became known as 

the, dollar sta .. dord. Occa~onal changes in c,xchangc rates 
.,,..,.,..,permine<laftcrconsuhationifacurrc,ncywat lK'COtO 
besubslamiaUyoo1oflinc-:uhapf>"nedforthc UK in 1967. 

During the period up to about 1971 mo,;t countries in the world 
followed this approach. 

Figme9.9illuscr.ueshow-thi•worko.Supposctheauthorilies 

announce1ha11hcexchangeratcwiUbese1a1P,Glventha1 
thislcv,:,lis..etindepcndcndybythegove-rnmmt.itcanno(be 

guaranteed to correspond to the market equilibrium. and in 
Figure9.9 iti,seiabovc thcequilibriumlcvd.Atthiscxchangc 
rate,, the supply of ringgits exceeds the demand for ringgits. This 

can be interpreted in terms cl the, overall balance of payments. 
lftherei, ancxcel!lsupplyofringgits.thcimplicalionlsthat 
ttsiderus of Malaysia are trying IO buy more US goods. servicC5 

and a.s.9elS than Americans arc trying to buy Malaysian, in other 
word., there is an overall deficit en the balance ci payments. 

i 
l 
i 91 1··························· '~··················/ 

~ 
i. 

! 

o, 
auantltyolrlngglll p, rp, rtod 

Figur•9.9 M.14ntaarong;ifoxedexdiangerate 

ln afreemarket.you•••ouldcxpcctthe exchangeratcto 

adju.sl until the demand and supply cl ringgits came back 
into equiJibrium. Howcvn, with Im" authorilie5 oommincd 
tomaintainlngthecxchangcratc,at,.rmchanadjultmerlt 

cannoc take place. A5 Malay,,ia ow.,,; the, USA for the CXces5 
goods, services and asseu that its ""5i.d=ts have purchasc.-d, 
thc,authori1ics1henha~tosdl f<>f"elgn c :o:ch an i,:crescn-l"'!l in 

ordertomakethcbook.,balancc. 



In terms of Figure 9.9. Q, represents the demand for ringgits 

ate,andQ,representsthesupply. The difference represents the 

amountofforeignexch3ngereservesthatthe3uthoritieshaveto 

selltopreservethebalanceofpayments. 

Notice that !he posiliou of the dem3nd 3nd supply o,rves 

dependsonfactorsocherthan !he exchange rat<.""thatcan affect 

the dem3nd for Malaysian and US goods. serv:ic<.""s and assets in 

therespectivecountri<""s. ltislikely!hatthroughtime!h<.""sewill 

shift in position. For example. if th._.. preference of Americans 

for M3Jaysian goods changes through time, this wUJ affect the 

demandforringgits. 

a, o, a, 

Supply 

auantltyol 
r1ngglts perperlod 

Figu~9.10Maintainingafixedexchar,gerateinthefaceofchanging 
demaOOfo,ringgits 

Consid<""r Figure 9.10. Forsimplicity.suppose that!hesupply 

curve remains fixed. but demand shifts through time. Let e, be 

thevalueof!h<.""exchangeratethattheMalaysianmOfl<""l3ry 

authoritieshaveunderrnkentomainrnin. If the demand for 

ringgits is at D,. the chosen exch3ng<"" rate corresponds to 

the market equilibrium, and no 3ction by the 3uthorities is 

nee<led. lfdemandisatD
0
, thenwi!htheexchangerate3te, 

thereis3nexcesssupplyofringgits0,swastheraseinFigure 

9.9). The mOfl<""tary authorities in Ma)3ysia need to buy up !he 

excess supply by selling foreign exchange reserves. Conversely, 

iftl,.,.demandforringgitsisstrong,saybecauscAmericans 

havedevelopc,dapreferenceforMalaysianpewtergoods. 

then demand could be at D,. There is now excess dem3nd 

for ringgits, and u,._.. Malaysian monernry au!horiti<""s supply 

additionalringgitsinrerumforUSdollars. Foreign<""xchang<"" 

reservesthus3ccumulat<"" 

In the long term. the system will operate successfully for 

thecountryaslongasthechosenexchang<""rateisdosetothe 

9.3 The determination of exchange rates 1111 
averageequilibriumvalueovertime,sothatthec<.""ntralbank 

isneitherrunningdownitsforeignexchangereservesnor 

accumulating them. 

A country th,11 tries to hold its currency away from equilibrium 

indefinitely wiU find this problematic in the long run. For example, 
in u,._.. first few years of !he twenty-fi rst century. Chin3 and some 

och<.""rAsianeconomieswerepeggingtheir01rrencies3gainstthe 
USdollarat,;uch3lowlevel!hattheywereaccumula1ingrescrves. 

In the cas<"" of China, it W3S accumulating substantial amounts of 

US government stock. The low exchange rate h3d the <""ffect of 

keepingthe<""xportsofthesecolllltri<""shighlycompetitiveinworld 

markets. However, such a strategy relies on being able to continu<"" 

to expand domestic production to meet u,._.. high demand; 

otherwiseinOationarypressurewillbegintobuild. 

During the periorl of the dollar standard, the pound was 

probably set at too high a level, which meant that UK exports 

were relatively uncompetitive. and in 1967 the UK government 

announced a dt.>valuatlo n of the pound from $2.80 to $2.40. 

[k.valuation:aprocesswf>efebyacount,y inalixedexchar,gerate 
sy;temreducestheprkeofitsunencyre!ativetoa<1agreedratein 
te<msofa/Dragnnnenc:y. 

Revaluation: aprocee.swhe<ebyacountryinafixedexchangerate 
sy;temraisestf>epriceoftf>edomesticcurrencyinterm,ofaloreign 

During !he period of u,._.. dollar standard. the UK economy went 

through what became known as a 'stop-go" cycle of growth . 

When the governm<""nt tried to stimul3te =omic growth, 

the <""ffect was to suck in imports, as when incomes rise, UK 

consum<.""rs spend pan of the increase on imponed goods. The 

effect of this was to generate a deficit on the current 3ccount of 

the bal3nce of payments, which then needed to be financed by 

sellingforeignexchang<""reserves 

Thisprocesshastwoeffects. Firstofall . inselHngforrign 

exchange reserves, domestic money supply increases. which then 

putsupwardpressureonpric.-s,!hreateninginflation. ln addition, 

theBankofEnglandhasfiniteforcignexchang<""reserves,and 

cannot allow !hem to be run down indefinitely. This meant that 

thegovernmenthadtoreinintheeconomy,therebyslowingthe 

rate of grov.th ag:,in; hence the label 'stop-go". 

An important point em<""rges from !his d iscussion . The 
fact th3t intervention to mainmin th._.. <""xchange rate affects 

dom<.""stic money supply m<""ans that, under a fixed exchang<"" 

rate regime, the monetary 3uthorities are unable to pursu.- an 

independent monetary policy. In other words, money supply 

andth.- .... xch3ngeratecannotbecontrolledind.-pendentlyof 

one another. Effectively, the money supply has to be rnrgeted 

to mainrnin the value of the currency. Govemm<""nts m3y be 

temptedtousernriffsornon-tariffbarri<""rstoreduc<.""acurrent 

account deficit. but !hishasbe<.""nshowntobedistonionary. 

lfyoulookbackatthefiguresshowingtheringgitexchange 

rate over time, you will see that Malaysia seems to have gone 
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through a devaluation in 1998. The reasons for this were very 
differentfromtheBritishdevaluatior,dl967. DuringtheAsian 
financialcrisisof1997,theringgitcameunderpressurefrom 

currencyspecularors,forcingadepredationdthecurrency. ln 
\998theMalaysiangovemmentinrervenedropegtheringgit 
againstthedollarandavoidfunherfallsinthevalueofthe 

The effects of devaluation 
During the stop-go period in the UK, there were many debates 

about whether there should be a devaluation. The effect of 
devaluation is to improve competitiveness. At a lower value d 
the currency, you would expect an increase in the demand for 

exports and a fall in the demand for imports, ceteris paribus. 
ln Olher words, the AD o,rve would be expected to shift to the 

right. 
However, this does nOI necessarily mean that there will 

beanimprovementinthecurrentaccount.Onereasonfor 

this concerns the elasticity of supply of exports and import 
substitutes. lfdomesticproducersdonO!havesparernpacity, 
or if there aretim<"lagsbefore production for export can 

beincreased,thenexportswillnotexpandquicklyinth<" 
shortrun. andsotheimpactofthisactiOflOfl<"xportswillbe 
limited. SimUarargUfll<"ntsapplyroproducersofg<XXlsthatar<" 

potentialsuhstitutesforimportedproducts, whichreinforcesthe 
sluggishness ofadjusUO<"nt. In the shon run, ther.-fore , it may be 
that th'-" 01rrent account will worsen rather than improve, in spite 

of the change in the competitiv<"nes.s d domestic firms 
This is known a.s ili<"]-auveeffectand is shown in Figw-e 9.11 

Time is measured on th'-" horizontal axis, and the current aco:iunt 

is initially in deficit. A devaluation at time A initially pushes th'-" 
currentaccountfW1herintod<"ficitbecauseofth<"in<"lasticityof 
domestic supply. Only at time B, whe11 domestic firms have had 

time to expand their outpu t to me<"t the demand for exports, 
does the current acroum move into surplus. 

c surp1us 

I 
J 

inelastic,afall inpricewilll<"adtoafallinrev<"nue. lndeed,the 
Marsba/l--Lernerco,1dilio>1sta!esthatadevaluatior,willhave 

a positive effect on the current acroum only if the sum d the 

elasticities d demand for expoltS and imports is negative and 
numerically greater than 1. 

The Brenon \'obod.s dollar standard broke down in the <"arly 

1970s.Pandther.-asonforthiswasthatsuchasysremdepcnds 
critirnllyonthestabUityofthcl:xisecurrency(Le.theUSdollar). 

During the 1960s the US need to finance the Viemam War meant 

that th'-" supply of dollars began to expand, one result d which 
wasacceleratinginflationinthecountriesthatw<"refixingtheir 
currency in rem,s of the US dollar. It then became increasingly 

diffi01h to sustain e xchange rat<"s at fixed levels. The UK and 
manyoth<"rcountrieswithdrewfromth<"doUarstandardin 1972 
Following this, the pound fell steadily for the next five years or 

so. lnMalaysia,theoppositehappened,andtheringgitrosein 
valueafterleavingthedollarstandard. 

A firm wants to purchase a machine tool which is 
obtainable intheUKforapriceof£125000,orfromaUS 
supplier for $300000. Suppose that the exchange rate is 
fixedat£1: $3 

a What is the sterling price of the machine tool if the firm 
chcxisestobuyintheUSA? 

b From which supplier would the firm be likely to purchase? 
c Supposethatbetweenorderingthemac:hinetoolandit:5 

deliverytheUKgovemmentannounresadevaluationof 
sterling, so that when the time come1 for the firm to pay 
uptheexchangerateis£1 = S2. What isthesterlingprice 
ofthemachinetoolboughtfromtheUSA7 

d Comment on how the competitiveoe§S of UK goods has 
been affected. 

Floating exchange rates 
Underafloatingexchangeratesystem,thevalueofthecurrency 
is allow" d to find its own way to equilibrium. This means tlrnt 

the overall balance of payments is automatically assured, and the 
monetary authoriti"s do nOI neffi to imervene to make sure it 

happens.lnpractice,however, govemmentshavetendffitobe 

waryofleavingthe exchangera!eentirelytomarketforces,and 
therehavebeenoccasionalperiod,inwhichinterventionhas 

beenusedtoaffectthemarketrate. 

An example d this in the UK was the Exchange Rate 
Mechanism ( ERM), which was set up by a group of European 

coumriesin 1979withtheobjectiveofkeepingmernber 
Figure9.11TheJ-nm.,effectofadevaluabon coumries' currendesrela1ivelystableagainsteachocher.This 

was pan of the European Monetary System (EMS). Each member 
A second consideration relates to the elasticity of demand for nation agreffi to keep its currency within 2.25% of a weightffi 
exports and imports. Again, if competitiveness improves but average of the members' currencies (known as the European 

demand does nOI respond strongly. there may be a negative Currency Unit, or ECU). This was an adjusf(lb/e peg system. 
impact on the current account. If the demand for exports is price Eleven realignments wer.- permitted between 1979 and 1987. 
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The UK optl'<i nOI to join the ERM when ii wa., first .M:! up, but 

stanc<l shadowing the 0..utschmark in the mld-196Qs, aiming to 
keep the rate a! around DMJ to the pound, a., you can oec in 
Plgure9.12. 

Souow Bink of Englind 

Figu,..9.12 Thenornn..lDM'f ndi.ongt!rite, 1987-~ 

The UK finally dc,cided to become a full member of the ERM 

in September 1990, agreeing to operate within a 6% band 
However, !he rate at whieh sterling had been ser against 
the Deu!~chmark was relatively high, and the situation was 

woncncd by the effects of German reunification, which 
led to 5Ubs!amial capital flows into Germany, reinforcing 
the overvaluation of sterling. One<' It bccamc apparent that 

sterling was overvalued, &pecula1ive anacks began, and the 
BankofEngland'sforeignexchanS" reserves were depleted; 
in 1992 !he pound left the ERM. You can sec in figure 9.12 

that the value of the pound fell rapidly afier exit. 

What determines exchange rates? 
lf the foreign exchange market is left free to find it., own way to 
equilibrium, it bccorm.•s important to consider what facrora will 

influenccthck•vdoftheexchangerate.No(icclha!underaflooting 
e.111:hangc rate sy,;tem, a fall in the value of a C\lffl.'flCY ~ known a., a 
dc.·1>r'<!'Cbtlon, whereas an iocn,ase i1 known as an appn:datlo n . 

o,pr,tch:tion: ibl in theell<hang.r•tev..thn •ft~tJoge>dl~ 
r1tesi,stem. 

Appr,td,tion:irisein theexdi~m~withn ifl~tingexdi~ 
••tesi,stem. 

9.3 The determination of exchange rates 1111 
Exchange r.i.te equilibrium also implies a zero overall balance cI 
paymen1$.lfthccxchangerntealwaysadjusutothclcvclthat 
ensures this, i1migh1bca1Huedth.u1hclong-run.swtcof!hc 

economy 15 one in which !he competitiveness ci dome51.ic finns 
remains con.swnt aver rime. In a1her words, you would c:cpca 
rheexchangcratctoadjustthroughtimetooffsctanydiffcrences 
in inOation ratc5 between countries. The purchasing pow~·r 
parlt )· theor r of e xch ange , .ote~ argues that this is exactly 
whatshouldbcexpcc!cdinthelongrun 

Hov,rcver, in the short run the exchange rate may diverge 
from its long-run equilibrium. An imporur.nr influence, on 

theexchangerateintheshonrun i,;speculation.Sofar, thc 
di.sc\JS11i<:,n of the exchange rate ha,i stressed mainly the cum,m 

accounrdrhcba]aoccofpayrnents.. Hov,ever.thefinancial 
aecountisal~significam,especiallysincrregulari<:,nofthe 

movement of financial capital w:a.s removed Some of •he5C 
c,ipital mavements arc usodar<."d with direct invcscment. 
However, sometimes th,·re are also substantial movement., of 

what has come to be known as hot m o ney: that is, stocks 
of funds that are moved around the globe fmm country to 

country in ..earch of the best return. The 5izeofthc s!odcs of 

hoe money is enormous, and can significantly affect exchange 
r.i.t..,.in thc short run. The preciseamouruofsuchfund!I isno1: 
knm,,n with any precision, but some have claimed that 1he 

daily foreign exchange market turnover can reach up •o 
Sl.5rrillion. 

Purchasl119pow•r p•rltytheoryofnch•ngeratH:i1!heory 
statingthillintheloogrun,exchar,geratesf,nafloatingrate 
sy,tem)aredete<ITTnedbyre!atiVl'inllatiooratesindiffe,eent 
counb"i.s.ltarguesthattl>eexchangeratewilla~a)"Sadjust 
toma.intainthere.rl~liV<'nes,ofdomesticgoo,:lsand -= Hotmo.._y:stocksoffundstNl•rernoveda-o.mdtheglobetrom 
countrytocountryonse.rrdloftheb.-.trelllfn 

Suchmoverncnucan influencetheexdtangeratcin!heshon 

nm. The return.s to be gained from such capital Oows depend 
on the relative interest rate in the country targeted, and on the 
expectc<lexchangcra!cinthefurure.whichinturnmaydcpend 
on expectations about inflation. 

Suppose you are an investorholdingassetsdcnomina1ed 
in US dollars, and the UK intere.sr rate is 2411 higher than that 

in the USA. You m..y be lcmptc<l to shift the funds into the 
UKinocderto!akcadvimrageofthchigherintercst r.t!e. 
However, if you bclicvcrharthcexchanger.i.tc is above iu 

Jong-run equilibrium. and therefore is likely to fall. this "'ill 
affect your expected return on holding a UK asact. Indeed. if 

investor5hoJding UK ~55cts expect !he exchange rate 10 fall. 
they arc likely to shift their fundsou1of1he country as soon 
as possible, which may then have the effect of pushing down 
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a The balance of payments and the exchange rate 

the exchange rate. In Ol:hcr words. rhi$ may be a .sclf-folfiJling 
prophecy. Howc,vc,r, speculators may also react 10 nc,ws in an 
unpredictable way, so nOI all spc,cularivc capital movc,mc,ms 
acttoinnuenced:ieexchangeratc,10wards its long-run 
equilibrium value. 

Spcculationwasakcycontributingfactorinlhe unfolding 
oftheMianfinancialcr:isisof1 9')7.Sub6tan(ialflowsof 
capital had moved into Thailand in search of high returns, and 
spca,la1oncamc,tobdievcthatthe1lu.lcurrcncy(1hebaht) 
WUO\'crvaluc,d.Outwardcapital nCl'IV'Sputprcsaureondie 
exchange rare, andalthoughthelnai central bank tried toresisl, 
it eventually nn dawn its ttsen"n 10 the point "'here it had to 
devalue. This then sparked off capita.I Hows from a1hc,r countries 
inthcregion.includingS0mhK0tt2. 

• After the Bretton Woods conference at the end of the 
SecoridWorldWar,thedollarstandardwasestablished, 
1..111der which many countries agre1!d to maintain the value 
ofthelrcurrenciesintenmofUSdolars. 

• lnordertoachicvcthis,the~taryauthorities 
engage,dinforeignCU're11cytransactionstoensurethat 
thee)l(Nngeratewasmaintai~dattheagreedlevel, 
accumulating fo~gn exchange reserves to accommodate 
a balance of payments rurpll.l'l and running down t~ 
rt5tl'Vtstofundadeficit . 

• Occasional realignments were perm.tted, such as the 
devaluation of sterling in 1967 

• Underafixedexchangeratesystem,monetarypolicycan 
onlybeused toachievethee)(Changeratetarget. 

• Adevaluationhastheeffectofimprovinginternational 
competitiveness, but the effect on the current account 
depeods upon the elasticity of demand for exporu and 
l.,..aru. 

• Thecurrentaccountmaydeteriorateintheshortrunifthe 
supply response is sluggish 

• TheBrettonWoodss~embrokedownlntheearfoj 1970s 

• Uoderafloatingexchangeratesystem,thevalueofa 
currency is allowed to find its own way to equilibrium 
without government intervention 

• This means that an overall balance of payments of zero is 
automatically achieved. 

• The purchasing powerparitytheo,yarguesthatthe 
exchangeratewilladjustinthelon9runtoma.lntain 
intern.ationalcompetitive~ss,byoffsettingdifferencesin 
inflation rates between countries. 

• lntheshortrun,theexchangeratemaydivergefromthis 
long-runleYel,particularlybecauseof$peWation. 

• Theexchangerateisthusinfluencedbyrelati...einterest 
ratesaodexpectedinflation,aswellasbynewsaboutthe 
ecooomicer'Mronment. 
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9.4 Balance of payments 
problems 

Lists of macroeconomic policy objective, invariably include 
equmhrium on the balance of paym<"nts as a key item, alongside 
low inflation and unemploymenL However, why should 
cliaoequilibrlum ln the balance of payments be a problem that 
warrants policy action? 

Think back to the, market for ringgiu that wu discussed 
earlyinrhcch:ip1er.lltc,demamdforringgiuwa.ssaldtoari.5c, 
from ovaxas when people and firms want to boy Malaysian 
gcxxh.~anda.ueu,whereuthc,supplyari!csfrom 
domesl:ic ruidcnu w:iming to buy goods, seniccs and as.5CU 

from elsewhere. lfd:ieachangeratei,atitsequilibriumlevel, 
this implie, that the demand for ringgits (Le,. the foreign demand 
for domeS(ic goods, service, and assets) is equal to the supply of 
ringgits(i.e. 1hcdomeS(kd<mandfoxgood,,,erviccaandaSS(."1J 
fromelscwherc). 

lnafrccforclgn exchangc,marke1,theexchanger:uean 
be exp,:,cr«l to adjusi in omet' to bring about this equilibrium 
position.Evenundctafixedexchanger:uc,~cminwhichthe 
government pledges to hold the exchange rare at a panicular 
level, any discrepancy between die demand and supply of 
the, domestic currency woukl h:,,~ to be rnei by the monetary 
authori1iesbuyingor sellingforeignexch:msen:servcs. Thus. 
the overall balance of paymenu is alwap in equilibrium. So "·hy 
mightthC1'ebcaproblem1 

A fixed exchange rate regime 
Suppose, firs( of all 1tu1 the govemmen1 of an economy is 
operatingafixcdexchangerate.In order1omaintainthe 
exchange rate at the agn:c,d level , die authoriticg arc ccmmined 
rointtrveningbybuyingorsellingforelgnexchangercscrves. 
1bett ~ a limil to how long die authorirrs could continue 
tohol.dtheexchangetatc,aw:i.yfromequilibriurn,uforcign 
eichangc,rcscrve5arc,li11itc. 

A floating exchange rate 
regime 
Underfl<Xltingexchangerate,,theproblemari5e11notwith1he 
ou,m/1 balance of payrncm,. but with an imbalance between 
componen~ of the balance of payments. In particular, aneniioo 
focu.se,on the balanccofthc,curTCflt acrouru, which.shows 
diebalancclnthcndc,ingoodsand=·=togcthcrwith 
investment income floo.·s and cu1TCr1t tr.msfen. 

Ifthccurrent accoun1is indelici1,dornesrkrcsidcntsare 
purcha.singrnorcinirnporuofgoodsandoerviccsthanthc 
==y is exporting. In a1hc,r words, earnings from exports ~re 



110l sufficient to pay for imports. This is a bit like a household 
spending beyond its inccme-, which can be sustained only by 
sellingass,,tsorbyborrowing. 

The concern for the economy is that a large and sustained 
deficit on the rurrent account implie-s that the financial account 
mustbeinalarge-andsu.stainedsurplus. Thisintumme-ans 

that the country is effectively exporting assets. And this me-ans 
that overseas residents are buying up domestic assets. which in 
tum may mean a le-akage of investment income in the furure. 

Alternatively, overallbalancecouldbeachievedthroughthesale 
of foreign exchange reserves. Thissoaksupthee-xces.ssupply 
ofdomesticcurrencythatarisesbecauseresidentsaresupplying 

morecurrencyinorde-rtobuyimportsthanoverseasresidents 
are demanding in order to buy expons from the home economy. 

However the- current accoum de-ficit is financed, a large- deficit 

cannOl be sustained indefinitdy. This begs the- questiOfl of what 
is me-ant by a 'large' deficit. l'igure 9.1 showed the UK"s current 
accoum balance as a percentage- of GDP. which gives some idea 

of the relative magnitude of the deficit. This shows that, although 
therurrentaccounthasbeenindeficiteveryyearsince1984,the 
deficit has been less than 4% of GDP since 199().This mighc be 

regarded as tolerable. Equally,runningapersistentsurplusonthe 
currem account can create difficulties. O,ina showed a persistent 

surplus on current accoum during its period of rapid economic 

growth, when expons were expanding rapidly. Domestically, this 
was only possible because the economy was able to expand so 
quicklyinordertosupplyexports,butthiswasprobablyatthe 

expense of domestic consurnp1:ic»1. It also meam political pressure 
fromthe-USA.whichpercein,dthatOlina"sundervaluedcurrency 

wascreati11ganu11fairccmpetitiveadva11tage. 

A critical is.sue for a deficit country is whethe-r home assets 
willremainattracrivetoforeignbuyers. Running a sustained 
deficitoncurrentaccountrequire-s running a surplus on 

financial account. If foreign buyers of domestic assets become 
relucram to buy, interest rates in the- home economy might have 
toriseinordertomakeassetsmoreattractive.Aby-producr 

of this would be a curb in spending by domestic firms and 
consumers. Given that pan of this reducrion in spending would 

have an impacr on imports, this would begin ro reduce the 
current account deficit 

9.4 Balance of payments problems 1111 
Causes of a deficit on current 
account 
The quamiry of exporu of gocxls and services from an economy 
depends partly on income levels in the rest of the world and 
partly on the competitiveness of domestically produced gocxls 

andservices,whichintumdependspanlyonthe-exchangerate 
and panly 011 rdative price levels at home and abroad. Similarly. 
the level of imports depends panly 011 domc,stic income and 

partly Ofl the international competitiveness of domestic and 
foreigngocxlsandservices. 

This suggests that a fundamental cause of a deficit on the 

current account is a lack of competitiveness of domestic gocxls 
and services, arising from an overvalued exchange rate or from 
highrelativepricesofhome-producedgoodsandservices. There 

maythusbeaneedroimprovetheefficiencyofproducrion 
in order to compete more effectively with foreign producers. 
Alternatively. domestic incomes may be rising more rapidly than 

thoseinthe-restoftheworld. 

• lftheexcha11geratei1freetoreachitsequilibriumvalue, 
theoverallbalanc:eolpayme11ts1\illalwaysbezero 

• However,adelidtontherurreotaccountofthebalance 
ofpaymentsmustalwaysbebalancedbyacorresponding 
surplusonthefinancialaccount. 

• A persistent deficit on current account meam that in the 
long run domestic assets are being sold to overseas buyers, 
orthatforeignexchangereservesarebeingrundown 
Neithersituationcanbernstainedinthelongrun 

• Akeycauseofadeficilonthernrrentaccountisthelack 
ofcompetitivenenofdomesticgoodsandservices 
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AS Level 
Part 4. The macroeconomy 

1 Q Trade and specialisation 

The world Konomy is becoming increasingly lnt~ ated, 
and It Is no longer possible to think of any single 
e<onomy In isolation. The UK e<onomy Is no exception. ft 
relies on Inte rnational trade, engaging In exporting and 
Importing activity, and many UK flrrrn are Increasingly 
act/vein global markets. Thissituatlonhascreated 
opportunities for UK firms to expand and become global 
players, and for UK consumers to have acceu to a wide r 
r;mge of r,oods and servkes. Howevet there Is a/:ro a 
downside: global shocks. wMther avs~ by Increases In 
oil prkes, financial crises°' the emergence o f Ch ina as a 
world ttem0mk for~ . can reverberate throughout 
e<:onomks in all parts of the world. It Is also appuent 
tha t. although economk analysis wg~tt that th~e are 
potent/a/ gains to be reaped from international trade, it 
is s t//1 the case that many countriM Inte rfere with 
freedom of tr•de •nd try to protect their domestic 
m•rkets. These are some o f the issues that will be 
exploredlnthisch•pter. 

Learning outcomes 
Ahtr study ing this chapte r, you sho uld : 
• understandthedistinctionbetwei:'flabsoluteand 

comparative advantage 
• beable toanalyse theeffects of internatioflal trade 
• befamiliar withthepattern ofglobal trade 
• be aware of the significanceof the termsoftrade 
• be able to evaluate the case for and against protectioni1m 
• be aware of the different forms that economic: integ ration 

may take: free trade areas, customs i..nions. common 
mart.ets and economic: and moneta,y union 

• know the featlfts of these alternative forms of integration 
andunderstandthedi5tinctionbetwttnthem 

• be aware of the potential importance of trade aeation and 
trade diversion. 

" 

10.1 The importance of 
international trade 

ll><" =ral importance of intematicoal trade for growth and 
development ha., been rerogni.,ed sin<T ilie days o( Adam l'mith 
and David Ricardo. Forex:unple,duringdie lndustria.l Revolution 
a key f:a~ was that Briain could bring in raw materials from 
its colonies for u,e in manufacturing actiwy. Today. comumens 
in the UK an: able to buy and roruumi, many goods !hat simply 
couldno1:beproducedwithinthe~sticrconorny.Fromthe 
pain! o( view of economic analf5'S, Rlrardo showed that counuies 
could gain from trade ilirough a pro=ss of spedalismio,, 

Absolute and comparative 
advantage 
Theno1:ionofspcciali&otionwas introdurroin(],ap(er l ,whereyou 

v.=iruroduccdtoAliandA~MlOprcxur,:,dpots andbracelw 
withvaryinglevels ofeffccrivcn=a.AliandAy,:.<h.i 'sn:la tive skil! 
lewcls in prowcing thew two goods ain now be excended 
Tal.e IO.ln:mindsyouolAliandAye,iha'spnn,clioopos.shllilies. 

Table101 Ali1ndAye5N'spro<Lctx,n 



Yoo may rer1'llell'lbtt that Ayesha "''35 much beltcf a1 boo:h 
activi1iesthanAli. lftheyeachdevocealltheirtime1oproducing 
JX!ts.Aliproduceu,n]y 12toA)"<'sha"s 18. If they each produce 

only~leu,Ali produces l 2andAyesha.36. 
This illu.Mrates absolute adv.int:tt,>c. Ayesha '5 simply bcner 

than AH at both activities. AnOlher way of looking at this is that. 

in order to produce a given quantity of a good, Ayesha needs 
lesslabourtimethanAIL 

Thereisanothersignifirnmfeatureofthistablc.Although 

Ayc5ha Ls better at p roducing boo:h goods, the differenc,, ;.,, 
muchlTIO!l:markedinlhecasc,dbraccletproductionthan 
for JX1t production. So Ay'""h.i. is rebti'"dy more proficic,m in 

bracelet production: in olher w<ll"di, she has a comparnthT 
ad va11tai,:c in making bracck:1.5. This ig reflected in differences 
inopportunityro.K. lfAyeM12......;1d>tgfromproducingpouio 

producingbracel~s,shegiv'"5up6pouforevery 12addition:a l 
bracelets that she makes. The opportunity cost of an additional 
brJccl~L'ithus6112 "' 0.5pou. PorAli, there .Sa one-to-one 

trade-offbetwecnthetwo,so hisopportunitycostofabracelet 
is I pot 

More Interesting is what happens if the same calculation is 

made for Ali and JX1t making. Although Ayesha Ls aruolutely 
belier al making pots, if Ali incn,-aSN his production of poU, his 
opportunity006tinteml.'!ofbracclffllis$tilll . llutforAycsha 

theopporcuniryOOMdmakingpOISintcfmSofbracelffllis 
12/6= 2, ao Ali h.u lhe l""'·er opportunity co.,t. Although Ayesha 
hasanabsol .. 1eadvant::1.geinJX1tmalting,Ali hasacompamliu, 

advantage. h was1hisdiffen:nceine<:rnpara1iveadvantagctha1 
g:ive rise to lhe g:iiru fn:m specia!i5alion that were sei out in 
O,apter I 

The '""" of comparo th'C ad\"a ncage states that overall output 
cm be increased if aU ind ivid uals special ise in producing the 
goods in which they have a comparative advan1age. 

ADJOluttMtv.nt-i,e: theabilitytoproduceagoodmoreeffici«i/¥ 
(e.g.withlessl~). 

C~rltiveadvtntagt:the abilitytoproduceagoodrebti....ty 
moreefficientlyO.e. illb.vffopportunitycost). 

Llwof<~ttiveadvant.lge:alheoryst.itingthatthtftm~bt 
go)tnSfromtradeMning'Mienrountries(aindivi!l.laJs>speci;il;se,n 
thep,oductiooolgood,or""'""esin\\+.d,theyhaveacomparative 
ild,antage. 

Gains from international trade 
Thls same principle can be applied in the context d international 
tr:1de.Supposethereare1v,ocountrYs-callthemOvenhett 

andElse.,,tw:fe.Eachoouurycanproduccoombin:otion.,cl 
"-griculrural goods and manufacrurn. HoweYeT, Ovenhere has a 
eotnp;trative advantage in producing nunufactured goxb. and 

Elsewhere lus a comp:,ra!ive advanmgc in agricultur.ol goods. 
Their respective PPC& are shown in Pigun: IQ. I . 

10.1 The imponance of international 1rade Ill 

Agrk:uttural good1 
fig,.t10.1 Tr;,d,ngposs,btlibftlao...ertt-eandElsewhere 

The pattern d e<:rnparative advant::1.ge held by the two countri~ 

isrefle-ctedinthedifferentslopesdthecountries'l'/'Cs. lnthe 
absencecltrade.eachcounttyL'iconstrainedtoconsumealong 

its !'PC. For eJtample, if Elsewhere wants to consume 20 uni1s 
of manufactllfCS, it can consume a maximum d 20 units of 
agricul!ural goods. 

However, suppo&e thou each country were to specialise 
in producing lhe product in which il has a comparative 
advantage.OvenhereCC1Uldproducc6ounii.,dnunufactutes 

andEl,iewherecouldproduce6ounil.'lofagriculturalgoods. 
lfeachcountrywere 1ospecialisccornpletelyinthisway.and 
if trade were to 1:ake place on a one-to--one b,ui$ (i.e. if one 

unitofmanufacturesisexchangedforoneunitof agriculturJl 
goods). then it can be seen that this expands the consumption 
possibilities for both countries. The trading posslhll!tlc~ cun·c 

in Pigure IQ.I shows the potential consumption point, for each 
counttyinthlssituation. 

For ex.ample, if Elsewhere •till wishes to consume 20 uniu 

of manufactures. it could now produce 6o unilJi of agriculrur;il 
goods. and exchange 20unitsoflhem f<ll"20unii.,o( 

nunufactures. h would then have its 20 units d m;mufactutes. 

buthaVC'rnorcagrkulturalgoodsthanwi!houttrade. lnthis 
pankular exchange. Ovenhen: would now have '40 units of 
m:rnufacturesand 20unitsofagriculrural gooo:k. and would al,io 
bebenerolfthanwithouttrade 

ltcanbe$<'C'1that inthissiru,niontradenuybemutually 

beneficial. NO!kc that this p,ankular resuh of trading has 
as.rumed that the countries exchange lhe goods on a one-to-one 
hasi.t. Althooghthi.,exchangera.tenukesbothbetteroff. ilis 

nathconlypossibility. h i.,possiblethatexchangewi!!take 
place3tdifferentprice5 forthegoods,3nddearty. thepri«:5 
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II:J rradeandspecialisation 

at which ex~nge t:U:es place, wiJJ <kterminc, which of the 
coontric:sg:..in,mwt from the 1r.1.dc,th:i.t occurs. 

In the, above example, spc,ci:i.lisation and trade arc Men 

to le ad to higher ovc,ra!! produe1ion of good!. Although 1he 
examplc,s have rdated to goods, you should be equally aware 
that sc,rvkes too maybc,asourceof spc,cl.a lisa!lon and trade 

Who gains from international 
trade? 
Spccia.lisationcan =,uh in an over.all incrc,~ in taal production. 
HOWC\""1',ooecilfl<'fundamentalquc,stionscic,oon,omialill'for 

whom?'Sofaznotllfl8ha.5b.=isaid aboo1which ci!heCOUlllries 
willgainfromtrade.ltillp:,s.siblcth:1.10:changecantakeplacr 
t,c,n.•c,mcounrrit,.,insuchaw:,ylhatbolhoounlriesarebc,nc,roff. 

But whcthc,r this wiU acrua!ly happc,n in pr:lcticr ck,pc,nds on me 
priresatwhicho:cTI3ngetakespla=. 

In particular. spedalisation may bring dangeu and risk.., as 

wdl :u bc,nefits. One obvious way in which 1hi.! may be relevant 
is that, by spc,cialising, a country allows some sectors 10 run 
down. For example, suppose a country c:ime to rely on imponed 

food, and a!lo,,;ed il1 agricultural sectOC' to waste away. If !he 
country th.en beame involved in a war, OC' for some othe1 rc,:L50() 

,,,u un;1ble 10 import its food, thcre would dearly be~ 

~sifiteouldnolongergrow iuo,,,·n food.1ruffs. FOC' 
rhisrca5a'l,manyeountriesha,..,inpbeelllCa5urcsdesignedto 

pro!Cdtheirag:rirulruralsector.1 - or01hcrsectonthaiarc.seet1 
robc,strategic:innature. 

Ove1-relianee on some commodities n>ay also be ri$ky. For 

example, the development of artificial substitu tes for rubber had 
an enormous impact on th .. demand for naturJI rubber: thi, was 

reflected in fallsinil1priceandrnuse<ldiffieultiesforcountries 

such:uMalaysiathathadspc,cialts..dinproducingrubber. 
A key factor that dc1ernlines which ci tl>e coomrics will gain 

from 1rade - and whether trade, will take pbce at a!!- i1 the 

relative prices at which trade takes place, koowll as the tenns 

of trade. In pDctice, the relar.iv" priers arc set in "'Ofid markets, 
although it ispo16ibleth:i.tforsome CQD1D'IOOi1iesthereare 

counuies large enough to influence prices. 

The terms of trade 
One of the factors that de1e1mines who gain• from imernational 
trade is the l<Crm s of !rode, defined as the ratio ci export prk"s 
to import prices. 

bll - which in rum means that a oountry m11.1t export a greater 
volume ci its good, ill order to acquire the same volume of 
imports.lnotherwords,afallinthete1m.softradem:ikc,sa 

coumryworseoff. 

In =t years, concerns have been raised about the effect of 
changes in the terms of trade for less developed countries (U)Qs). 

One problem faced by LDC, that expon primary producl1 is 
that they are each too small as indhidual exporter• to be, able 10 
influence the wor1d price of their products. In O!her words, 1he 

problem for ll)Qi is that they have littl" markei powc,r in world 
markrts,sotheyeannorinfluencethetennscitrad.,.dwtheyfa«. 

in their inrc,rru.i;on.al tran""ctions. They must aC'C'CJ)C the prices 

that are.set in worklcorrunoditymarkeu. 

Th.,.termsoftradechangeave1timeasthepricesciexpons 
and impons change. Eccnomk analysis sugg,eas that there are 

reasoru1oexpecttheterm.ooftradetobevola1ileintheshort 
nm, and 10 follow trends in the longer run. Neithc,r ci these may 
provefavourableform.anyLDCs. 

Short-run volatility 
In th .. oisc, ci agricultural good!, demand tend, to be relatively 

stableave11ime,boJ1supplycanbc,volar.ile,wryingwi1hweather 
anddirn:iticeonditionsfromsc,a,;ontoseason.Flgurcl0.2500W1 
a!)'pkalmarke1inr,,,'Operiod5. lnperiodltheglobalha,vesrof 

this commodity ill poor. ""ith supply gi,= bys,, equilibrium ill 
achieve<! w~h price at P, and quantity tr.1.ded at Q,. In period 2 
the global harvest ill high at s,. so th:i.t prices plummel to P, :ind 

quanriryrradedrlsestoQr 

i 
P, .. 

P, 

Ou• ntlty 

Figure10.2 Vola bl, tyins'4)ply 

Notice that in thi• case the movement of prkcs ls relalively 

.suong mm.pared with !he variation in quantiry. Thi5 rellccts 1hc 
price elasticity ci demand, which i, expectttl to be, relatively 

) 
inewtk for many primary produeu. From the oonwlllCf$' point 

_ ofvrW", the demand for fcxxls111ffs and Olhcragrieulrural goods 

SuppolC that both export:ind impon price5are rising through 

time, but impon prices are rising more rapidly thall export 
prices. This means that the ratio of expon to lmpon prices wiU 
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will hand to be, inc,lastic:. as demand will no1 be, expected to 

respond strongly to chan8"" in price'S. 
For rn:iny minerals and raw ma1erials, howevc,r, the picture 

is different. For 5uch conunodities, supply tends ro be, stable 



ovcrtime,butdernandflucruateswiththceconomiccyclein 

developed coumries, which arc the importers draw materials. 

Figure10.3illustratesthis.Atthetroughdthceconomiccycle, 

demand is low, at D,, and so the equilibrium pria, will also be 

low, at P,. At the peak d the cycle. demand is more buoyam, at 

D,,andpria,isrelativelyhigh,atP
1

. 

o, 0, 
Quantity 

Figure 10.l VolatiHty indemand 

From an individual country"s poim d view, the result is the 

same:thecountryfacesvolatilityinthepricesofitsexports. 

From this perspective it does not matter whether the instability 

arises from the supply side of the market or from the demand 

side. Theproblcmisthatpricescanriseandfallquitc 

independently of conditions within the domestic economy. 

In.stability of prices also means in.stability of expon revenues, 

so if the coumry is relying on expon earnings to fund its 

development path, to import capital equipment or to meet its 

deb!repayments, suchvolatilityineamingscanconstitutea 

severe problem: for example. if expon. earnings fall such that a 

country is unable to meet its commitments to repaying debt. 

Long-run deterioration 
The nature of the demand for primary products may be 

expected to influence the long-run path of relative prices. In 

particular, the income elasticity of demand is an important 

consideration. As real incomes rise in the developed countries, 

the demand for agricultural goods can be expected to rise 

relatively slowly. Ernst Engel pointed out that at relatively 

high income levels, the proportion of expenditure devoted to 

foodstuffs tends to fall and the demand for luxury goods rises. 

Thissuggeststhatthedernandforagriculturalgoodsshifts 

relatively slowly through time 

lnthecaseofrawmaterials.thcrehaveheenadvancesin 

the development d artificial substitutes for many commodities 

used in manufacturing. Punhermore. technology has changed 

over time, improving the efficiency with which inputs can be 

convened into outputs. This has weakened th" d<,mand for raw 

materials produced by LOCs. 

10.1 The imporlance of inlernalional lrade 11111 
Funhcnnore, if some lDCB are successful in bnosting output 

ofdi.,segoods,therewillbeanincreaseinsupplyovertime. 

Figw-e 10.4 shows the result d such an increase. Suppose that 

thcmarketbeginswithdemandatD
0

andsupplyatS
0
.Market 

equilibrium results in a priced P0 and quantity d Q,,- As time goes 

by. demand moves to the right a little to D
1

, and supply shifts to s,. 
lhe result is a fall in the priceofth" conunoditytoP,. 

o, 

Quantity 

Figure 10.4 long·termmovementsofdemandaodsupply 

It is thus dear that, oot only may lDCB experience short-run vdatility 

inpricf"s,butthetermsoftrademayalsodeteriorateinthclongrun 

lnthclightdthcsetwinproblems,itisperhapsnosurprisethat 

many lDCB sec themselves as trapped by their pattern of comparative 

advantag", rather than being in a position to exploit it. lhey are 

thereforereluctanttocontinueinsuchastateofdependeri.cyon 

(non-fuel) primary products. but the process of diversification into 

awiderangeofproducrshasbeendiffirulttoachicv,,-. 

Apotentialchangeinthispanemwasseenin2007and2008 

with food pria,s rising rapidly. This included the pria,s of some 

staple commodities such as maiu- and rice. The net effecr of this 

on LDCs was not clear. Countri<,s in a position to export these 

commodities would benefit from the rise in prices - that is, an 

increase in their terms of trade . However, there are many LDCs 
that need to import these staple commoditi<,s and for th<,m the 

tcnnsoftradcdeteriorated. Thcsetrendswereintcrruptcdby 

the onset of recession in many developed countries in 2008 

The pattern of global trade 
G:iuntriesallaroundtheworldengageinint<,mationaltrade. 

This is partly for obvious r<,asons: tropical crops will not grow 

intemperate climates: not allcountrieshav,,-naturalresources 

suchasgoldoroil. lntemationaltradcthusenablcsindividuals 

to consume goods that cannot be easily produced domestically. 

It makes sense for mangoes to be produced in countries where 

th., relativeopportunityco.stislow. 

Thecxtenttowhichcountries.,ngageinintemationaltrade 

varies <,normously, as can be seen in Figure 10.5, which shows 

total trade (exports plus imports) as a percentage of GDP. In 

some cases. the extent d dependence on trade reflects the 
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II:J rradeandspecialisation 

av.ailabiliry of nawr:tl ==sin a country, but it may also 
n,-llectpolitic>I alli1Udes 1owan:b 1rade. 

Figure10.5 Tradeasape,centageofGOP,2012 

lbe USA ha., a large and diverse economy. with a wealth of 
natur.al resources, and does nOI clcpend IIO heavily Ofl trade. 

Chma N, now opened up to ~temational t,~ to sbmulat• economic 

'"""" 
Brazil. lndiaandPakistanhavea similarlcvclofdependence,but 

thi, partlyn,-Oc,cua consciouspolicya,.,er manyyear,to limitthe 
exient to which their c,conomies have to rely on enema] trade. 
At the Olher extreme, countries such a, Malaysia and Thailand 

have followed polldes 1hat promOle expons. belk-ving that this 
will allow more rapid c-conomk growth. Chim has been in a 

p=s.,oftran.sition, havingbccndoscdtointemationaltrade 
for a long period and now nOI only opening up, bui also relying 
heavily on exporting in order 10 S1imulate economic growth. lbe 

shan,- of trade in GOP for (l)irn1 has expanded rapidly. 
lbedeye<:'towhichaoounuyorrt,gionengage,;intrade 

dq,end1 upon ii'Cvcral f;oc1on. One important inOuer,oe i.s the 

e:unv.10whichacountryhasthcr'e80Ul'CeSneeded101r.1de - in 
otherwords,whetheril:canprocllcethcsoruofgoodslhatothe.­
counlrieswW,.10buy. llO"'eVCf.ifaOOdependsuponthepolicy 
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sunn,-adoptedbyacountry. Somccountrica havebttnvn-y 
open IO internaoorul.l trade. for example, a number ci rounuie,, in 
SouthEa.stAsiabui11,~inc,conomicgroo,,1hontheba..i.sof 

promcons e:tports. In contr:ut, th.erc are countrica such a.1 India 

thatinthepastluYl:'bttnlessc:,.ser10tr:lde,andhaYl:'inuoduced 

policr., that ha~ hinden:d their engagement ""ith u:.cle. 

T.,..,, Swedish economi$U. Eli llccbcher and Benil Ohlin. 
argued that a country'• compa.rative advantage would depend 
crucially on iu relative endowment, of factor• of production. 

lbeyarguedtha1 thcop(imal tcchniqucsforproducingdifferen1 
cornmodilie• varied. Some commodities are mo.H efficiendy 
produeffiusinglabour-intcnsive!cdinique-. whercasothe"' 

could be moreefficiendyprodueffi usingrclati Vt'lyc:apital­
imensive method,. This suggests that if a country has abundant 
labour but ,c:,rce c:apital, !hen i!s ruuurJI comparative advantage 

would He in the production of goods that require little c:apital 
but la1s of labour. In contr.i51. a country with acces., to capital 
but facing a Jabour shortage would !end to have a comparative 

advantageincapital-imcnsivegoodsorservices. 
Under these argumcnu, it ,,..ould seem to make sense for 

UX:.Sroapecialise in labour-or land-inlcn.sivc activities such 

as agrk,.dtun,- or other primary prodiaion. More developed 
countrie.'I could spedali.,e in more cipital-imensive acrivlties such 
as manufacturing aaivity or financial services. Uy and large. this 

describe:, the way in ,.,hlch thc f."'Uem of "'Oriel crade developed. 
Howevcr,thepattern isnotatuk:andtherchavebttnchanges 
over time. For example, counlrie!I In South Ea5I. Asia, ~ h as 

Hong Kong. Sing.,porc and Tar;\-'llll, cncour.,gcd the !ilnJCIUrc 

oftheireoonomie,,1ochangcovertime,....,itchin,sawayfrom 
bbour-iruemi~ activities a.1 thc ao:eu to capital goods improved 

ovcrtime. lheirsucce9!thcnlndueffichangcsinthe5ln.JC!Urc 
ofaa:iviry inmorcdevclopcdcountricsas theaV;iilabiliryol 
imponed manuf:acturcd goods allowed the exp;uWon ci ...-.vice 

sectoraClivily.lnmo.-erccentycars.Oliruo"secolOITly ha.1been 
undergoingevenfurthe,,. 5(nlcturalchange.wlthar:ipidexpansion 
of the manufacturing-'Cdot. supported by an ei:ch.tnge r:ite policy 

that has made it• exports highly cunpctil:ive in glcbal markeu. 
Whether ii is good for countries to rely on this pam:rn ci 

natural comparative adv-Jntage is a different matter - for example. 
inthe!ightcithechangingpanemsclrelativcpricesreflectedin 
theevolutionclthetcrmsof tr.ldc ovcr time. Thissuggest.sthat 

thercmaybepo1entialforcouncrles to,eck1o altcrthe pattcm 
of their comf."lrative advantage by diversifying their c,con.omies 
and developing new specialisms in the face cl changing patterns 

of glOOOJ consumer dt-mand. This is nOI an easy path for an 
economy to travel. and it may be tempting to turn irwcad IO a 
morc inwan::l-looking prolcctionb t strategy. These policy options 

wmbeexaminedlaterinthechap(er. 

Disc1m when! you think ~r country's natural comparatiYc 
advantage l~s. How would you expect this pattern to differ 
fromthatwhichwouldapplytocountriessuch asFrance, 
lndia,China,Brai:iloracountryi-lsub-SaharanAfrica? 



. Spedalisationopensupthepossibilityoftrade. 

• The theory of comparative advantage shows that even if 
onecountryhasanabsoluteadvantageintheproduction 
ofgoodsandservices, trademay stillinaeasetotaloutput 
ifeachcountryspecialisesintheproductionofgoodsand 
servkesinwhich ithasacomparativeadvantage. 

• Who ga~ from specialisation and trade depends crucialy 
on the pricesatlMlichexchilllgetakesplace. 

• Thetermsoftradearemeas.uredastheratloofexport 
prices to import prices 

• WhenthetermsoftradedeterioratefOl"acountry,itneeds 
toexportagreater '«llumeofgoodstobeabletomaintain 
thesamevolume of imports. 

• Thetermsoftradl!have tendedtobevolatileintheshort 
run.andtodeteriorateoverthelongertermforcountries 
that rely heavily on non-fuel primary production. 

• Thepattemofcomparativeadvantagethatcharacterisesa 
countrymaydependuponthe relativeendowmentsofthe 
factors of production 

• There is a choice to be made betwttn se-eklng to exploit 
lhisoatural comparali\leadvantage,artddillefsifyingthe 
economy in an attempt to ~lop new spedakms 

10.2 Trade liberalisation or 
protectionism? 

The process of globalisation 
~ 1erm 't:Johallsatlon · h:Ls ~ much used in rcceni ye:u:s, 
c,.llp«iallybyprotestgroupsthathaivc,dmlonstratcd ag:,insti!. 
[1is1hereforeimportant1o~clearaboutwhait1he1ermmoe-ans 

beforeseekingroevaluatethe.51rengthsand "·eakneS1Csol!he 

pllenomenon. 
Ann Kl\leger, !he firn depuiy managing difector of !he 

lmema1lon.al Mone1aryFund(IMF),definedglobali5aliona.,"a 
phenomenon by which economic agcnts in any given pan d !he 
world are much more affected by ""'-'nlS elsewhere in 1he world" 

Jrueph StlgHti, 1he Nobellaureat<"'and formerchide,ronomistat 
11leWorldHank,definNiitasfollow5: 

Fundamentally, [globalisation) i!i the dose< Integration of 
countries and peoples of the wood which has been brought 
aboutbytheenormousreductionofcostsoftransporMtion and 
communication. and the breakirg 00\.\11 ol anlfldal bar~ to 
thetlowsolgoods.seivices. capital, kncwledge. and(toa les5.er 
eKtenl)peopleacm'>l.bo.-OO"s. 

J.Suglrtz.Glob.,/is.,oonilndilslllisconrenrs(Peng.,,,,.2004) 

10.lTradeliberalisalionorprolectionisml -

On !his basis, glolxilisation is crucially about the cl011er 
integratioo of !he world"s economic,s. Critics have focused partly 
on 1hc, <"'nvironmcntd effect, of rapid global ..cooomic growth. 

and panly on !he opportuniti<"'!l that powc,rful ruitioru and large 
corpor.11ionsh.iveforexploiting 1hc, w-,ak. 

n,., quotation from the book by Joseph S1:igli1z ooi: only 

dennc,s .. na1 is mean1 by globo,lisi.tion. but abo clfers .90fllle 

=~foriisoccum:nce . 

Transportation costs 
One of the conttibutory facion !O !he spr<"'ad of globali.sa1ion 
hasundoubledly been !he rapidadvan«-5 in the teehnologyof 

trnnsponation and communications . 
Improvement.! in !rnnsportation havt"' enabled firm, lo 

fragment 1heir production pr<>«css to !ak<"' adV11n1:ige d vaiying 

costconditioruindiffefentp:irtsoftheworld.For ex:omple.it 
is now po115ible 10 sile labour-in1nisivc, part.sofa prodl.lelion 
proces.1inareasci!heworldwhcrelabourUrd,uively 

plemiful.andthusrelaiivdyche:i.p.lbisisora-"'"ayin which 
muJ tln.,tlon al co r porations (.MNVI) arisi:-, in aome ca.scs 
oper.:uing acrcua "'ide ranw,ofcounWs. 

lmpn,voments 1n transportation h.ave enabled frrm, to s.e!I Iha, goods .ill 
o,,...,. theworld 

Funhermore, communkatioru technology has developed 

rapidly wi!h the, growth ol 1he worldwide web ~nd e..c,ommercc, 
=abling firms 10 compete more c,asily in global m:ukets. 

The,..., 1..chnological chang"" have augmem..d existing 

,economiesclscalcaod!ICOp",en:i.blingfirm11togtaw.lf1hesiwi 
of lirm5 ... ere measured by their gross rurno,...,r. many of them 
would~foundtobcla,gn-insizethanalolci!hecoun!rics 

inwhich!heyoperaie("'-hni "ize is~byGDP):for 
insianc,,. on !his basis Gcm,ra! Moron is biggc,- lhan Hong Kong 

orNOtWay. 
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Reduction of trade barriers 
A5COOndfaaor1ha1h.ascontribu1ed1ogloooliJationhasbcn>the 

succc'S6ive rcductiom in iradc barrier,, during the period~ 
the Second World War, fir.;t und,r the awp;c,es ci !he General 
,\g.rttrncnt o n Tariffs ru,d Trade (GATr), and later wldcr !he 
Worl,J Tr...Jc Organhlltion (Wm), which rq>bced i1. 

G,.,.,..!Agrwe..,. ntonTa ri ffsandT,adti(GATT):!heprecu..o,of 
the WTO, \ffldl organised a seri os of 'rounds' of tariff ,~on.. 
World Trade Organizat ion (WTO): a ..-..,jtilawaj body r~omible 
fci,OllerseeirigtheconductofinterNtionaltr~ 

lnadditlon101hesc,wdc-libcralisingmcasures.1herelwibcn>a 
t~d towim:ls !he otabl.ishment d free: trade areu and cu,tom.'I 
uniom in various pan,, d the ,,,arid, with the European Union 

beingju,toncexample. 
8yfacilita1ing1hcproces.sofintem:nion:1Jtradc,1uch 

developments h.avc encouraged firm5 IO bcccmc more anivc in 

tr:,de. andthushavcaddediothein1pctustowardsglobalis:1.1ion 

Deregulation of financial markets 
Hand In hand with these de-velopmenu, there have been moves 
towardsrcmovingrc.striction,onthemovementoflinancial 
capitalbctwcenco,mtries. ManycountriNha\"'CreffiO\"ed 

capltalcontroh.lhcn::bymakin,gilmucheasierforfirmsio 
open.le gloNLLy. Thi., has bcn, reinforced by de,"'Clopmenu in 
tcchnologyth.atenablefinancialtrans:ictionstobclm<kruken 

moK'QUicklyandeflkiemly. 

Arguments for protectionism 
In apitc d the well-known g:,lns from trade. countrle.1 ofte11 
!IC<'m reluctunt to open their economie, fuUy to International 
trddc. andtendtointerveneinvariou,waystoprotccttheir 

dorncstkpro:lucem 
There are good and bad re:uons for implanting protcelioni.st 

policies. A reallOll often giVCfl is the i,rfimt imh/.SI')• argumenL 

The Idea mff is that a new indiwry cannol become folly 
established. and ready to patticipate io wood markets, without 
being pro(C<:ted in ill! early )"Calr... A new industry nttds IO learn 

the business, and grow in ordn to t:ilr:e advantaged=-· 
of Kale in production. If expascd to iniemational competition 
from well-c.stablishcd producers at too early a stage. it wit! no1 

beableiocopc. Tnprinciple.thissoundfa scnsibleargumem, 
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butthcrearedangcrs.Alltooofi:ensudi.infantindustriesare 
m-n~prolcctcd. so do no1 .,,,..,. grow up enough to compete in 
globalmarkeu. 

It is also sometimes argued Iha! dome.stk firnH Jlced 10 be 
pr{){ectedagainstthe'dumping'dgoodsbyforcignlirmsthat 
have found them.5Clvt'5 with unsalable surpluses. This again may 

be said to be unfair competition for local linns. Howev..,., It is 

diffi01lt to judge when a finn is dumping, and when it is actually 
much mo«'cfficicntthandomestic lirms. 

Protectionist policies 
Tariffs 
A policy instrumem commonly u.socd in the p,,.11 IO give 
prOlection to dome.stic produa,rs is the impo'lition of a t.-irl fr. 
Tariffrateshave~nconsiderablyredU<TdinthcperiodsiCIC'C 
the Second World \1:'.,r, but nonetheless are still in pla~ 

~-~-;"_"_~_'""_"°"_ '_oo_, __ "'_'°"" ______ -) 
Figure I0.6NIO\\--showa t>.riffisexpectedtoopcr.tte. 

D repre-,cr,111 the domestic demand for a commodity. and s_ 
shows how much domc.stic producns are prepared to 5Upply a1 
any given prioe. The price al which the g<xxl can be imported 

from world markets is given by P •. If dealing with a global 
market,itisreasonablctoa5"umethatthe,upplyattheworld 

Figure1o., Theeff«tsof•tMlff 

price is pc,fectly ebstic. So, in the a~ cia tariff. domestic 
dcmllnd is given by D, , of which S0 ts supplied within the 

domestic coonomy and the remainder (D0 - SJ is imported. If 1he 
government wishes to pro!CCI this industry within the dome.Hie 
economy, ii JlceWI 10 find a way of restricting imporu and 

encouraging home producns to expand their capacity. 



By imposing a tariff, the domesiic price rises to P. + T, where 

Tis the amount of the tariff. This has two key e ffects. One- is to 

reduce the demand for the good from D0 to D,; the seCOfld is 

toencouragedom.,sticproducerstoexpandtheiroutputofthis 

good from S
0 

to s,. As a consequence, imports fall subst:intially 

to(D, ~ S,). Onthefaceofit.the-policyhasachievedits 

objective. Furthermore. th" government has been able to rais" 

sane-taxrevenue(givenbythegree-nrectangle). 

However.notallthe-dfectsofthetariffarefavourable-forthe 

economy. Consumers are cenainly worse off, as they have to pay a 

higher price for the good; !hey therefore consume less. and there is 
a loss of COflsumer surplus. Some of what was fcnnerly =nsutner 

surplus has been redistribured to cthers in society. lhe govcmmem 

hasgained!hetariffrevenue, asmentioned. Inaddition, producers 

gainsomeadditionalproducersurplus,shownbythedarkblue 

al"'3 . lhereisalsoadeadweightlosstosocie-ty.represemedbythe 

=:landpale--bluetriangles. Inotherwords.overallsociecyisworse 

offasaresultoftheimpositionofthetariff. 

Efff"<."livdy, the government is subsidising ineffide-nt local 

producers. and forcing dome-stk COflsumers to pay a price that is 

10.2 Trade liberalisation or protectionism? 11111 
domesticproducersareprqx,redtosupplyatanygivenprice. 

Suppose that, without any agreemer,t, producers frotn counay 

A would be prepared to supply any amount of the produa 

atapriceP •. Iftheproductissoldatthisprice-. D0 represents 

domestic demand. of which S0 is supplied by domestic producers 

and the remainder (D0 ~ s;, is imported from country A. 

By imposing a quota , torn] supply is now given by S_., which 

is domestic supply plus the quota of imporu allow.-d into the 

economy frotn country A. The market equilibrium price rises to 

P, and demand falls to D,, of which s, is supplied by domestic 

prcxlucersandtherernainderistheagre.-dquotaofimports 

abo:::!::at~g~~~:;'1~i:;: ::=;unds that it P, .......... .. 

allows thecountrytoprotectanindu.stry. thus saving jobs that P,.. ... - .. , ~ - - --
would otherwis" be lOISI. However, this involves sacrificing the 

benefits of specialisatiOll. In the longer term it may delay structural 

change. Foraneconomytodevelopnewspecialisationsthere 

ne.-dstobeatransitionalprocessinwhicholdindustriesc011tma 

and new ones emerge. Although this process may be painful, it is 

necessaryinthel011grunifthe-economyistoremaincompetitive. 

Funhermore. the- protection that firms enjoy that allows them to 

reapextraproducersurplusfromthetariffrnayfostercomplacency 

and an inward-looking attitude. This is likely to le-ad to inefficiency. 

and an inability to compete in the global market. 

Even worse is the siruation that develops whe-re- nations 

respond to tariffs raised by competitors by putting up tariffs 

of their own. This has the effect of further reducing the track 

between countrie-s, and e-veryone ends up worse off, as th" gains 

fromtrade-andspecialisationaresacrificed. 

Quotas 
An al!ernative policy that a counay may adopt is to limit the 

imporu of a commotlity to a giv"n volume. l'or example-, a 

country may come- to an agreement with another counay that 

onlyacenainquantityofimportswillbeacce-ptedbythe 

importing counay. Such arrange-ments are sane-times known as 
, ·oluntary export restralms (VERs). 

Quantity 
Figure10.7Tfieeffl'clsofaquota 

Figure 10.7 shows who gains and who loses by this policy. 

Dcme-sticproducersgainbybeingable-tosellatthe-higherprice. 

so(asinthecaseofthetarifl)!heyreccive additionalsurplusgiven 

bythedarkblue-area. Furth.,rmore, theproducer.;expo,ting frcm 
countryAalsogain,receivingthegreenrectangle (which,inthe 

case of the tariff, was tax revenue received by the government). 

Asinthecaseofthe-tariff.thetwotriangles(redandpaleblue) 

representthelossofwelfaresufferedbytheimportingcountry. 

Suchanarrangementefff"C!ivelysubsidisesthe-foreign 

producc,rsbyallowingthemtochargeahigherpricethanthey 

would have been prepar.-d to accept:. Furthermore, although 

domestic producers att er,couraged to produce more. the 

protection offered to them is likdy to le-ad to inefficiency and 

we-ak anitude-s towards competition. 

There are a number of e-xamples of such agreements. e-specially 

in the textile indusay. For example, for a l011g time the USA and 

Otinahadl011g-standingagreementsonquota.sforarangeof 

textileproducrs.Ninecy-onesuchquotasexpiredattheendof 

200iaspa1tofChina'saccessiontothe-WbrldTradeOrganizati011. 

As you might expect, this l.-d to =tensiv" lobbying by producers 

intheUSA, especiallyduringtherun-uptothe200ipresidential 

election. Trade unions in the USA supported the produc..,-s, 

arguingthatJSO OOO jobshadbeenl06tsincetheexpiryof earlier 

Figure 10.7 illustrates the e-fff"C!s of a quota. D represents m.., quota agreements in 2002 In the case of three of these earlier 

domestic d<,mand for this commotlity, and S.._ is the quantity that agreements, some restraint had been rein.stated for bras, dressing 
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gownsandknittedfabrics.Produce-rsinolhercountries,suchas 

SriWlflka,Bangladcsh,Nepal.Indonesia,Morocco,Tunisiaand 

Turkey,werelobbyingforthequaasroremain,regardingO,inaas 

a major potential competitor. However. for the USA at least, it am 

bearguedthattherernovaldthequotaswouldallowdomestic 

consumers to benefit from lower prices, and would allow US textile 

workers to be released for employmem in higher-productivity 

sectors,wherethell5Amaintainsacompetitiwadvantage. 

Similar problems arose in connection with the dismantling of 

quotas for Chinese t=tile products being impon:ed imo Europe 

This Jed IO problems in 2005 when warehouses full of fashion 

products were prohibited from entry into the EU following a late 

agreemem to delay the dismantling of the quotas. 

Non-tariff barriers 
Thereareother w aysinwhichtradecanbehampelftl.one 

example being the use of what are known as non-tariff 

harriers. These often comprise rules and regulations that control 

thestandardofproductsthat rnnbesoldinacountry. 

This is a grey area, as some of the rules and regulations may 

seem entirely sensible and apply equally IO dom<,stk and 

foreign producers. For =ampJ.,, laws that prohibit the sale of 

refrigerators that contain CFCs are clesignedtoprotecttheozone 

layer,andmaybeseentobewhollyappropriate. lnthiscase, 

theregulationisforpurposesO!herthantraderestriction. 

However, there may be other situations in which a regulation is 

more dearly designed to limit trade. For example. the USA 

specifiesalargerminimumsi1.eforvine-ripenedromatoesthanfor 

green.tomatoes,therebyraisingcostsfortheformer. Thishasro 

do with trade because vin<,-ripened tomatoes are mainly imported 

from Mexico, but green tomatoes are mainly grown in Florida. 

Thus,th" regulation gives Florida producers an advantage 

Suchrulesandregulationsmayoperateagainstproducers 

in Jess clewloped countries. who may find it especially difficult 

to meet demanding standards of production or to cope with 
excessive administrative burdens ('red tape"). This applies in 

particular whe-re such countries are trying to develop new skills 

andspecialisationstoeoablethemrodiversifytheirexportsand 

engagemoreactiwlyinintematiooaltrade. 

Evaluating trade liberalisation 
and protectionism 
Althoughthetheoryofcomparativeadvanmgeoutlined 

above seems to suggest that there are pO!ential gains from 

specialisation and trade, there must be some =planation for 
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thewidespreaduseoftariffandnon-tariffbarriers. The reasons 

may be partly political : for example, it may be that the people 

responsible for running protected sectors have accumulated 

political power and influence. They wilJ be keen to try to 

avoidincurringthecoststhatemergewhenprotectionis 
removed. However, th e are some ·mportam econom·c ·ssues 

as well. 

One issue concerns the relative market power d trading 

partne-rs.AlthoughtwopartnersmaybetCJindybetteroffasthe 

resultoftrade,thetheo,ydoesnO!spellouthowthosegainsare 

likelyroheshalftlbecweenthecountriesengagingintrade.lf 

one partn<,r has marke! power, it may be able to appropriate a 

largeshareofthepotentialgains 

It may also be the case that the gains from more openness 

in international trade arise where low-productivity sectors 

are able to release resources that can be redeployed in an 

expanding export sector. These gains will be the greates! 

when the economy is in full employment, so that the 

export seetor before liberalisation is unable to obtain the 
resources neededf rexpans·on. However. f rma yless 

developed countries, this is not the situation, as there is 

high unemployment and underemployment. The danger 

thenistha!byopeninguptoimernationalcompetition,the 

low-productivity sectors merely release resources that then 

become unemployed, leaving the ov<,rall economy worse off 

than before the liberalisation of trade. In addition, it maybe 
that the sorts of resources (such as skilled labour) that are 

needed for the expansion of exports are not available in some 

Thesefactorssuggestthattheargumentsforandagainst 

tradeHberalisationarenOlasstraightforwardasthesimple 

theorypredicts,andcarefulconsiderationn.-.,dstobegiven 

to the arguments on both sides , to figure out under what 

conditions a country will benefit from a process of trade 

liberalisation 

• Countriesrnnpotentiallygainfrominternationaltradeby 
specialis.ing in the production of goods or services in which 
theyhavealoweropportunityco1tofproduction 

• lnspiteofthesepossiblegains,countrieshaveoften 
introducedprotectionistmeasurestorestricttrade, 
indudingtariffs,quotasandnon-tariffbarriers 

• There may be pol itical and economic reasom for doubting 
thattradeliberalisationisalway19oodinalldrcumstanc:es. 



10.3 Economic integration 

Economics ace becoming more interdependc,m ""'"'" time. ~ 

a.s~ of this process dcscrvcs do,ie an .. mion. mundy UK" 
growing fomul inregr.,tion of economics in tt>gion:i.l groupings. 
l'hi1h:asbccnagr.,dual process.but ithasattder.nedas 

the technology of 1111.rupcwt and communications hu bccn 

rr.i.n.sfonned and as matkcu have been de«"gul:ued - ~ly 
fin:uw:i,,J markcu; a procea which hu allowed the, incr=sccl free, 

ffKWMnenloflin:mcialcapi1:1!~coum~s. 

Thtn!arenunycx:in1)1csofsuch l'l'gioml !ndc, aw=mmis. 
1hc European Union is pcrlups ooe of th<' ITIOM promin'11! - a:nd 
one cl thc, furthe~ advanc«I - but there- att> aOO exampk,, in 
th" Amcricl! (NAFTA, MERO)SUR), ASLa (ASEAN, APEC), Africa 

(COMFSA) 3nd elsewhere. 1be5e agreements are at vaiying .stagcs 

in the integration process. In add~ion. there has ix-<-,, a proliferation 
ofregionaltradeagrec.menu,andthc Wood Trade Organization 
haso,stimatedthat,ome400agr<.'t.'ffiC'll!.!WeJeochcduledtobe 

implemented by 2010. TI1is may partly reflect !he slow progress 
made in the latest roundof1mie negotiations -the Doha 
Devdopment Agenda. 'There has been much dcbatc as to whether 

the.,, ag=me<m are stepping stones to further global coopm,tion, 
orwhNhtttl>ey may rum out tobe ol:l!lu de5 ID that~-

The pnxes, of regional •radc integration emails four 

succrMi,,...stagc-s,under"'-hichcoumrieslinkmt"ir=-· 
rnDr<'doeic:,ly1ogccher.1hc:11agesarea.1follows: 

• fr=tr:>.dearca 
• cu..rom..union ·~~,.,,.... 
• N'.ONlfflkandmonctaryunion. 
11'estSUCCC$$ive5tagcsrcflcctdifferemdegrec5ofdooaencs11. 

lkundcrlyingmotiv.uionforim~r:nionistoallowtrading 
panntrs to take advantage of the pou,mial gains from 
in1ern:1.1ion:IJ tr:>.de. :u Illustrated by the law of compar:11ive 
adv:a.niagc.By reducingthebarrientouadc,.thisspeci:,J i.sation 

an becnCO,Jraged. and there should be pocemial gainsfromthe 
proceu In practice. there may be other economic and political 
force,i at work that affcct the nature of the gains and the extent 

towhkhintcgrationwillbepossible-andbeneficial. 

Free trade areas 
The first level of integration is the formation of a so-called free 
lr.<dc area. The notion of a free trade area is that countries 
within the area agree IO rcma,e imem:, l tariff and quol3 

restrictions on trade be,,.,.·een them. while Hill allowing member 
cotmt~ 10 imf>O$C their own panern of tariffs and quotas on 

non--mNnbel'll. The lack of a canmon extc,mal tariff wall may 

cause problems wi1hln 1he member coumriei. If one country 
haslowet-tariffsth.anthe~,tltenatur.illell<kncywillbefor 
import,, info the area to be channelled dvough that country. with 

g0005 then being retold 10 other member countries. This may 
di.s1onrheprnernoftradeandcalllewm«c55arytr:>.nsiclion 

10.3 Economk in1egra1ion II 
costs as.<oci.ated with tr:>.ding activity. h Is "uth noting that fr= 
trade areas are normally oonccmed with erubling free trade in 
goods and do not CO\~r the movement ci labour. 

lnspiteof~aep,oblenu.afreetradeareadoesallowmi,ni>er 
countriestoincrea.aelheirdegre,ccispecialisation.andmaybring 

gain.s.lnSouthE:.stA.sia,theAssoditionofSouth-E:lstA.sian 
Nations (ASEAN) began to create a fr= trade are-~ in 19')J. This 
involved six nations {Brunei. lndone5ia. ~blaysia. the Philippines. 

Singapore and Thailand). The group was later expanded ro 
include Cambodia , l:iO<'l. My-Jnmar and Vietnam. Progre ... rowards 

eliminatingtariffsin thisgrouphasbeenrelativelyslow,but 
imens,, ~tition fro m the r-Jpidly growing Chinese economy 

provides a strong mOlivation for accelerating rhe process. 

Ano1hermajortradinggroupopcra1ingafr=tradcareaisthe 
North American Fr= Trade Association (NAfl"A), which oovers 
the USA, Canada and MeJtico. 1he agreement was signed in 

1992aodlaunchedin1994.andhasledtoanexpan&ioooftrade 
betweenthoaecountries. Unlike lnEurope,therei&asyctno 
.stated intention that NAFTA should evolve into anything more 

tltanafr=trackarea. 

Customs unions 
A c ,is1o nis union is ooe notch up from a free rr.,de area, 
inthesensetharinadditiontoelimin:uingtariffsandquou.s 

be!wecn the member n:nioru. a common extern:,J tariff ,..,.JJ is 

set up againsl non-member nations. Again. the prime reason for 

establishing a custom5 union 15 to encourage trade between the 
member nations. 

Such increasedlrllde is beneficial when there is trade 

creation. Thisiswheretheform:itioncithec:u..rom..union 
a!!owscountri,,&10,specia!i,e ma-e. and thusroexploittheir 
comparative advantage. The- larger market for the goods means 

that more economies of scale may be available. and the lower 
pricesthatrcsultgcnemteadditio nal trade between the member 
nations. These lower prices arise partly from rhe exploitation 

of comparative advantage. but also from the remov:,I of tariffs 
between the member nation, 

Cunoms union: a group of c,:.u,11>1!511\it agre,e to remow 
restrictionsontr;><lebetweenthemerrtlercount1ies,andseta ::ion set of ,ertrid>ons (including la!"iffs) igiM"ISt non-member 

TradecrH1ion:the~~ofmoreellpemi..edomestic 
productinnorimportswnhche.ipe,-ootpotfromapartnerv.rthinthe 
tr~ingbloc: 
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How<c~, ii is abo lrnponant to be aware that be-coming a 
rne-mb.,r of a ~oms union ,my al!<cr th<c pattttn of tnding 
rd:i.tion,hips. A counuy that is pan cl a cu5t0ffl'I union "'"ill 

bemoreinclincdtotradc"'ithod1<crlllt"flttrsoftheunion 
bcc:i.Ulltdth,cagrttmentbcf,,,.,.,nth,cm,:i.ndbcc:i.u,..clUl<c 
absnicr cl intcmal tariff,. )i()\1,-•,cver, givm the=~ mnul 

tariff, it is quite po.ssblc that memb,m; of th<c union :i.r<c not the 
mos1dficien1produceBonth<cglobalsc,g,c.Soth<cr<cmaybc 
a siru.ation cl lradc dlva-,; lo n . This occum wOO,c :i. lllt"f1ttr 

countryofacu,tomsunionimporugoodsfromothnrnetloers 
imt,,ad of rrom more effidml produc<crt cl.-·OOc in the world. 
1bis may lll(Can th:i.t rhne isnoncl increase in 1Jadc. bm.simply 

a diversion from an cxtemal source 10 a AcW soum, wiUlin the 
union lnthissltua(ion. thcrearcnOlll<cCCSS:lrilyUl<csamegains 
fromtradctobcmadc. 

1bcrearc oorncfurthndisadvantagc,sofcustCfllS wiiom. 

C.,rtainly,th<ctransactioncostslnvolvcdinadministeringth<c 
unionc:i.nn01bcigllOl'ro.alldwhcr,ctherearc1radi1ion..alrivalrics 

betwttn nations there may be politic:i.l sensitivilrfi to<»== 
This may impc-dc the free waking of 11lc unioo, c.spccially if 
somt memb« nations are more oommincd 10 the union th:i.n 
Olhcn, or if sane countries hltve do6c ties ""i!h non~member 

It is abo p,:,a;blc that a geographical CCN1cmtr.1tion of 

c-conornk activity will emerge c,,n time "'"ilhin the union. 1bis 
m:i.y rC5Ult where firms want to locate near the centre or the :i.rea 
in order to minimise tran,poru,tion costs. Altnnali~ly, it may 
be that all firms will want to locate near the ridx,.11 pan of the 

market. Ovn time, this coukt '""an thlu firms tend to concmu-atc 
in certain gcogrJphlcal areas. while the countries that :i.rc morc 
ttcmol<c,orwhkhhavcsm:illcrpopolatioruorlowcr:i.vcragc 

incomcs, become pcriphcr.i! IO the centre of activity. In othn 
words, aver lime, thcttc may be growing inequality ~ccn 
ttcgionswithinthcunion. 

Thcscdisadvantagc,smustbeOOlancedagainstthcbcnefits. 
For example, il may be thal lt is the smaller countries in thc 
union that have the most lo gain from tipping economics of 

scale that would nOI be accc55ible to them if they were confined 
to 11elHng only wilhin lhcir domeSlk markets. 

In addition to these intnnal economies cl scale, there may 
becxternalccononti<."'!loi11Calcthatemergeovc,rtimeasthe 
tran,pon and cornmwikatlons lnfr-.151.ructure within the union 

improve,. Purthnrnorc. opening up domCSlic market.s to more 
intense competition may induce efficiency gains. as fi11J1S wiU 
only be able to survive In the face of lntcmuion.al eompc1ition 

by adopting best practice techniques and 1cdmologics. Indeed, 
anolhc r adva n12gc o( a CUSloms union i5 tlm tcehnology may be 
disseminated amongst Finns opcr31ing within the union. 
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Common markets 
It may be that the countries ,._il:hin a cwtoms union wish to 

rnovctothcn<cX1S1:1gcofintcgratlon,bycx1mdingthcdcgrceof 

coopttat.ion bcfwc.cn the mcmbcT nations. A eommo n m a rket 

:i.ddstothcfeaturcsofaCl.1$(0ffl$unionbyMlnnonising8001C 
aspcctsorthcC<;<lflOll"liccnvironmcnt bcn,.'CC'll thcm. ln :i.puttc 

== m:ukct, this would entail adopting common tax r:m,,,. 
acro&1 thc mrmbcr sc,tc.,. and a comnon framewont for the bws 
andrcgulationsth:i.iprovidethemvitonmcntforprodUClion, 

employment and trade. A corrmon market would abo allow for 
the rrtt nn,,cmcnt of factors or productiorl t>w,.·em the member 

n:11ions,~ly intn11W1 oflabourandcapira!(landislC68 

mobilcbyitsnature{).Givcn thcimport:mccolthc publkscctor 
in a modem economy, a common market would also SC! corrrnon 
procuttcmem policics aaoss member governments. so Ulat 

individual govcmment'I did not favour their own domcst:k firms 
when purchasing goods and 5Cl"Viccs. The Single European Market 

ha.senCOfllJXlMC<lrnostolthcscfc-JlUres.althought::ixr-Jteshavc 
notbeenharmoniscdacrossthecountrles thatareincluded. 

Common mullet: ~ set ol 11iiding arur,gements in which a group 
of coootrie< ff'mo\Oe ~~ to vacle among them, adopt a common 
...tofbarTierl~instexternalttide.establishcorrrnooUJ< ratesand 
law< "'9"1.iting KO"IQfflic ~~ allow free mowment of facton; 
of production bctw<!<!n memberi and ha\Oe common public s..ctor 
procurementpolici,e,; 

Economic and monetary union 
Moving beyond a CQfflO"IOfl market. thcttc is the pro.spcct of full 
econo m ic and " "°'"'"''T union . This Clllails talting the addiliona.l 
step or adopting fixed exchange r.ites t>et-.,.'CCII the mcmbcT states. 
1his in rum rrquircs member states IO follow a common ......,~ 
policy, and i1 i'I abo -'«II ll.'I dc.,irablc 10 harmonise other a.spect.1 

of=--·cpo1icyact01Stheunion. 

Economi<andmonetaryunlon: asetoftradirigarrar.gements 
the same a, lo, a commoo market. but in .lddition having fixed 
exchange rates between tf>e member countries and 3 common 
monetary policy. 

lhc adoption of fixed exchange rates ls a contentious aapcct 
ofproposabforcconomlcandmone,arywiion. Wi.hfixcd 
exchange ratcs, government! arc no looger able TO use monc1ary 

policy for intnnal ~ic purpascs. This is bcause monetary 
v:i.riablc.,, become •ubscrvicnt to the need 10 mainrain the 
cxchangcratc ,:i.ndit isnotpossiblctosel indcpendcnttarget.s 

for the rate of interest or money supply if the gov=vncnt ha5 



m maintain thc >'lllue of the currency on the fortign cxdumge 
market. Thi.,i.,all verywd!ifallcoun11iesinthcunionare 
following a similar busine.u cycle. but if one country bttome.s 

poorly.synchroolsedwi1hthcothcrs.thctemaybem:i.jor 
problem.t. 

Fore:urnple.ilcooldbethat!hcuniona.sawholeis 

enjoyingaboom. and.9ettingin!ere51r:ales ao::ordingly. Foran 
individual member coumry suffering a~. thi.1 coukl 
mean deepening and prolonging the recession, as ii ,,,ould no! 

bepotiiblerorelaximeresc r:atct1inordertoallowaggrega1e 

demand w rec:.:wer. 
A 5utteMful economic and moncury union therefore requi..,.; 

careful policy coordination across the member nations. NOlKT 
that economic and monetary union Involves fixed cxch.a.nge rate,i 
between the membercountrie!I, but does no! n~rilyentail 

the adoption of a common a.irrency. although this may follow at 

some .slage. 

Examination questions 
1 a Explain hem the rate of inflation is measured [8] 

b Discusshowarapidrateolinftationmightaffectdifferent 
groups within an economy. [12] 

CamoodcJeAS¥dALM Economia9708 • 
P;iper2.03.June2007 

2 The current 1Kco1.mt of Swai ll , nd'5 b.ilanc:• of payments 

Swaziland is a small, landlocked economy in southern Africa. 

TheSwazicurrencylsthelilangenl(pluralemalangeni) 
andthecurrencyispeggedtotheSouthAlricanrandata 
fixedrateofonetoone.Thecountryhasfacedchanging 

internatJOnalconditlonsinrecentyears,asisshowninits 

current account statistics 

T•ble 1 Swaz;land~ cu-rer,t .ccoont components. selPCted )'I'"". 
millfonsemalangeri 

8;,l;inceoogoods 

Netcurrenttr;,nsfers 

Examination questions 11111 

• Economicintegrationcantakeavarietyofforms.of 
differing degrees of closeness. 

• A free trade area is where a group of countries agree ID 
remove restrictions on trade between them. but without 
having a common external tariff. 

• Aaruoms union is a free trade area with an agreed 
corrmon ?>et of restrictions on trade with non-membef'l. 

• A aruoms union can entail trade creation. in which 
member countries beoefit from increased tritde and 

• However. there may a.lso be trade diversion. in which 
countrie'sdiverttheirtradingacti-.ityfromexternaltrade 
partnerstocountries"ithintheunion 

• Tradediversiondoesnotalwaysbringgains.asthe 
producerswithintheunlonarenotnecessarilymore 
efficient th an external producers 

• A common marke t is a customs union in which the 
member countries also agree to harmonise their policies in 
anumberofkeyrespectS 

• Economic and monetary urloo entails fixed exchange 
ratesbetweenrTli!mbercOU11tries,butnotnecessarily 
a~ent to adopt a common currency. 

TheCentral8ankofSwaziland'sreportonthe2007export 

perlormanceidentifiedthefollo.ving 

• Exportsgrewby8.4%"ithapositiveperformanceby 
some manufacturing companies 

• Sucx:emulexportSindudedsugar.sugar-basedproduru,50ft 
drinkcon:entrates,woodpulpandtwnberproduru,textiles 
andgarments,dtrusandcannedfruitsiVl<:lmeatpn:;ducts 

• Global demand and rising export prices led to increawd 
exportre-,,enue. 

Exportperlormancewashelpedbythedepredationol 
thedorne,sticcurrencyagainsttheUSSandthecurrencie,s 

olothertradingpartnersoutsideoftheSouthernAfrican 
Customs Union {SACU)and Common Monetary Area (CMA), 
olwhichSwazilandlsarnember.lnaddition,exportsofmeat 

and meat products to the European Union (EU) resumed in 
2007aftertheEUlilteditsbanonSwaziland'sbeefexports 
ThisbanwasoriginallylmposedbecauseofSwaziland's 

failuretocomplywiththerequiredqualitystandards 

Dar.Jsource:Centfi!JhnkofSwa:iland 
AnwiJJRepon2007!08 

a In Swaziland'scurrentaccountbet\\.ttn2003and 2007, 

i) which component showed a continuous fflpf!;!Yement, 

'"" ii) which component showed a continuous WCl™'fling7 
[21 
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b Howdidtherurrentac:countbalanc:echangebetween 
2003and20077 [3] 

c i) Whatiscomparativeadvantage7 [2) 
ii ) lnthelightoftheCentralBankofSwaziland\report 

whatmightbecondudedaboutthenatureof 
Swaziland\comparativeadvantageandthelac:torson 
which it is based/ [4) 

d Explaintheconditionsnecessaryforthedepreciationola 
country'scurrencytoincreaseit1exportrevenue. [3] 

e Discus~ the case for and against the use of tariffs by 
SwazilandtoretaliatewhentheEUbannedimport1of 
Swaziland~beef [6] 

CambridgeASandALevelErnoomic19708. 
Paper22.Q1Ncwember2010 

3 a Howmightopportunitycosthelptoexplainthepattemof 
international trade/ [8) 

b Discusswhethertheformationolregionaltradinggroups, 
rnch as ASEAN and NAFTA, is desirable (12) 

CambridgeASandALeve!frooomK19708. 
Paper2.04.Ncwember2008 
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4 a Explainthe'infantindustry'andanti-dumpingarguments 
fortheintroductionoftariffs [8] 

b Discuss whether the trade arrangemenl5, such as the 
EuropeanUnionortheSouthAsianFreeTradeArea, 
encourageordiscouragethebenefitsoffreetrade. (12] 

Cambridge AS and A leYel Ernnomic,; 9708. 
Paper22.Q4.June2009 

5 a With the aid of a diagram, explain why an economy's 
lloatingexchangeratemaydepredate. [8] 

b Oiscusswhetheracurrentac:countdeficitisalwaysa 
seriouseconomicproblemforacountry. [12] 

CambridgeASa.ndALeve!Ernr,omic,;9708. 
Paper21.Q4.June2010 

II 



AS Level 
Part 5: Government macroeconom1c intervention 

11 Macroeconomic policies 

Inevitably, there is a pollcydlmens/on to the study of the 
performance of the macroeconomy. Indeed, in 
evaluating such performance, /t is the iuccess of 
macroeconomic policy that Is under scrutiny. However, 
the suwl'Ss of macroeconomic policy can be judged only 
ifyouareaware ofwhatltls that the policy is trying to 
achieve. Th/$ chapter Introduces and analyses the main 
objectives of policy il t the macro« onom/c level, and 
discusses policies ;,timed at tack/Ing Inflation and 
problems w ith the balance of payment5. 

~

rning outcomes 
st~ylng this chapter, you s~ould: 
amiliarwiththeprincipalobjecti~ofrn.JCrt>Konomic 

"""' • understandthereasonsfOfseningthesepolicyobj«tives 
• bi! ifNare of the main types of maoo«onomic poky 
• b@familiarwithpoliciesdesignedtocombatinflationand 

to c~ balance of payments disequilibrium or influence 

the exchange rate 
• bi! aware of some potential obstacles that may inhibit the 

achievement of the targets 

• appreciate that tht targets may sometimts conflict with 
tac:h othtr. 

11.1 Targets of 
macroeconomic policy 

So far. the diKUMion of macroeconomics ha.'1 c,,mred Oil ways 
of ....-uuring - and thus moniloring - the pc,rformancc of an 

==y at the aggregaie levcl. If macroeconomic P"rf-~e 

is found to be wanting in some way. then it i., rea-'Onablc, 
to ask whether some policy intC"TVc,ntion might improve thl­

siruation. This chaptc,r considers a.!lpc,dS of the macrocconomy 
that might bercgardc,daslegitimalelargetsforpolicyanion. 
andcxplo«cs policiC!I to tackle inflation and balance of 

payment problems 

Price stability 
One of the mon prominent objectives of macroeconomic 

policy in rc=nt years hu been the need to oomrol inflation. 
Inflation was disc:usSfil in Chapler 8, which explorc,d the 
cauSC5 and consequences of a perlliSlent rise in the gcnc ral 
priccle,-.,1 

A numbtt o( cost.s of lnUation wc,re identified. which m,iy 
jusiifytheintrodunionofa policytoconirol infl:uion. In 

panicular, ifpricesareina,:asingataverynpidr:atc,,1hcn 
markets ... -at no1 be able to opcnte effectively. and thus 
the economy will be damaged. Funhcrmore. if inflation ls 

unpreructllble,thcnthismay affectfirms'expcaatioruofthe 
future, and di.courage investmcnl. which hu rc,percus.sioru for 
the over:i.ll pr<Xlunlvc capacily of the economy. 

Full employment 
For an cconomy to be operating on the pr<Xluction pos.,ibility 
curvc,the factorsofpr<Xluction ncedtobefullycmployed. 

From society"• point of view, surplus capacity in the economy 
represents wastc. In the macrocoonomk policy arena. anem ion 

inthiscontcxtfocu.sesonunemployrncnt.Forexample, 
Figure I I. I shows that it is possible for 1he economy 10 be 
in macroeconomic equilibrium al a level ofou1pu1 )"1 that is 

below the po1:cn tial full-employmen1 level a, l"'. This may 
be seen as an unne<:eMary waslc of potcnti:tl output. Jn 
addition, th~,... may be a <"Of!l suffered by 1he people who 

a1t uncmployed in this siluatlon and who could have~ 
productively employed. 
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Rt1 l oulpul 

Fig,....11 .1 Macrc,economicequilibrn.ni~lowfullemployment 

The balance of payments 
Lisu cl macroeconomic policy objectivt"S indudc equilibrium on 
thcbalanceclp:iymentsasakeyitem.Chapter9cxplainedthc 

imercoonections that exist bctv,.·.-cn the babnce of payments :md 
the exchange rate. Di5tt1uilhium (l(l the balance oJ payments 
ha.simplicatioosforthcncchang,erate.andthcwayinwh.ich 

this affects the nu-~Y depend, critically on whethn the 

eoooomy is operating wilh fixed or Hoaiing exchange ra-. ~ 
policyimplicotloruolthisarediscu5tiedbelow. 

Economic growth 
lf the ultimate aim of a society is ro improve the well-being of 

its citizens. then in economic terms this means that the resources 
avaibblewith.intbeNUnOmfneedroexpandthroughtirnt 
in order 10 widen people"• choicn. From a theoretklll point 

of view. e,oooomic growth can be thought of as an CXjW>sion 

of the productive capacity of an economy. If you like. it is an 
expansion of the poier,tial output of the economy. or an outward 

shiftofthcproductionix-ibilitycurve. 

~ Concern for the environment 
lmema1lonalextcrnalitiesposeproblemsforpolicydcsign 
because 1hey require ccordination acrOM countries. If pollution 
c-.rnsedbyforestfiresin lndonesiacausessmog inSingaporeor 

Malaysia. then ln~sia is imposing «>MS on other countries 
thatareriotfuUyreO~fflinmarketprices. Fuithermore, thcre 
m:,ybeeffecu lha1crO&S~rations.Tflheenvironrntnttod:i.yis 

dam:oged.ltnuyno1beenjoyedbyfuturegencra1ion1-inolher 
v,'Ofds.thcre nuybeintergenerational extcrn:tHtycffccu 

'There if a macroeconomic dimerwon to these issues. If policy 

were only cbigned 10 achieve «:OnOmk growth, regardless d 
thc co,uequence,,forthcenv=·-1.theseexternalityeffects 
couldbe severe,and forthisreason1heyanriot betacklffl 

solely at the mkroc<:onomic level of individual market, 

Income redistribution 
~ final macroeoooomic policy objecti= co be rntlltioned 
concernsauemputoinOu.-nc,,thcdi.stributionciincancwiihin 

a society. Th is may cotaU transfers of income bcrv.:een groups 
in society - that if, from richer to poorer - in order to pro!C"CI 

the bner. Income rcdiMribution may work tbroogh progressive 

taxation (whereby tho,e on higb incomes pay a higher 
proportion oftheir incorneintax)orthrougbasy5tem of11odal 

se..-uritybenefits. 
The focus of thls ch.:ipi:crlson infl:uion and tile boilance 

of paymen1.11; the othn macroeconomlc policy ta,get5 wlll be 
di.fcussedin theA-levelsenionci thccou""". 

• Macroeconomk performance can be meil!>Ured in relation 
to -ral Indicators. each of which may be seen as a target 
for macroeconomic policy. 

. The achievementofstabilityinpric:es(la.vinlla tion)has 
beenaprimetargetinrecentyear.; 

• Governments may al~ wish to achieve a high rate 
of employment Oow unemployment} a Rd to achieve 
equilibriumonthebalance ofpayments. 

• In addition, there may be a wish to promote ecooomk 
growth, toconsefVt'theenvirorYTienti!Od to achieve an 
equitabledistributionofincomeinsociety. 

11.2 Instruments of 
macroeconomic policy 

There are three broad lype5 of macroeconomic policy that are 
available to a government wisbing to improve the economy·, 

performance in relai!ion IO these ma~~·c objectivt"s. 
These are fiscal policy, monewy policy and supp[y-llidc policy. 

Fiscal policy 
~ term fiscal polky covers a range d policy rntUute5 
that affea gcwemmer11 cxpcndirures and rewnuea. Remember 

that govemmen1 expenditure ls a component d aggregate 



demand, so measures that affect government expenditure would 
be expected to have an impact on aggregate demand. If an 
economy is in recession, then an expansion of aggregate dem:md 

m:,yhdptoencouragefirmstoincreasetheirproductionin 
order to meet the increase in dem:1nd, thus helping to move 
the economy 01Jt of recession. Similarly. the government may 

influenceaggregmedernandbyreducingtaxes,thusencouraging 
individualfirm,andhouseholdstoincreasetheirexpendirure 

Figure 11.2 illustrates how this could work. If aggregate 

demand shifts from AD0 to AD,, this has the effect of increasing 
equilibrium real output frun Y0 to Y, . However, notice that this 
m:,yalsoaffectprices. lndeed,ifaggregatedernandexpands 

when the economy is already at full employment (in the venical 
section of the AS curve) equilibrium real output w01Jld not 

change, and the only effect would be to increase the overall 

price level. 

Y0 Y, Real output 

Figure 11.2Anir>aeaseinaggregatedemand 

Monetary policy 
The tenn mo nct:,ry policy covers policies that seek to influence 

the economy by using interest rates or money supply. As 
financial markets have developed, it has become increasingly 
difficuh to control money supply, so the main instrument of 

monetarypolicyisinterestrates. 

11 .31nflation 1111 
Through the interest rate, monetary policy affects agsregate 
demand. At higher interest rates, firms undertake less 
expenditure on investment. and households undertake less 

consumption spending. This is panly because when the interest 
rate is relatively high, the cost of borrowing becomes high. 
and firms and people are discouraged from borrowing for 

expenditure purposes. 

Supply-side policy 
The term supply.side po licy refers to a range of measures that 

are intended to influence aggregate supply. These may operate 
directly on aggreg:ue supply, or on influencing firm,' and 

households'confidenceinthefuturepathoftheeconomy,with 
theintentionofaffectingtheirbehaviour. 

Examplesofsupply-sidemeasuresincludeencouraging 
investment in physical and human capital. For example, creating 
a stable m:,croeconomic environment may encourage firm, to 

invest;raisinglevelsofeducationandtrainingincreasesthe 
productivity of workers. Similarly. overall productivity can be 
raised by making markeis more flexible and by promoting 

competition, so that firms have an incentive to reduce costs and 

prod=m= 

11.3 Inflation 

The discussion inChapter8suggestedthatpersistent inflation 
can arise only through persistent excessive growth in the money 

Slock. Aggregate demand and supply analysis can be used to 
analyse the situation. 

For an economy that is in macroeconomic equilibrium, there 

aretwowaysinwhichpricescanbegintoincrease. First,thcre 
couldbealehwardshiftintheaggregatesupplyrurve. Second, 
therecouldbearightwardshiftinaggregatedem:,nd. 

A shift in aggregate supply 
Figure 11.Jshowstheeffectsofasupply-sideshockonthe 
m:,croeconomy.Forexample,supposethereisanincreasein 

thepriceofoilthatraisescostsforproducersinaneconomy. 

Firmswillwishtosupplrlessoutputm anygivenprice,andthe 
aggregate supply schedule shifts to the left. The economy moves 
to a new equilibrium position, with lower real 01Jtput and a 

higher price level. 
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AS, 

Figure11.3Arnpplyshocl: 

Notice wh3t h3s h3ppened here the eCOflomy h3S moved from 

one equilibrium position to 3n0iher. However, there is no further 

tendency for things to continue to change. There has been a 

once-offincreaseinthegenemlpria,level,butonreaching 

thenewequilibrium,thepricerisedoesnotcontinue.lnother 

words, this supply shift has nOl led to persistent inllation. 

ln~d. in the quantity theory equation (MV • Pt) , Y h3S fallen 

andPhasincre3sed.butnothinghashappenedtoinfluena,M 

orV. lnthissense,itcann01be3rguedthat3supplyshiftleads 

toinllation,ceterisparibus 

The oil-price shock of 1973/74 was a prime example of a 

shock in aggregate supply that affected countries all around 

the world. A!J real output fell, many governments intervened to 

try to combat the onset of recession and rising unemployment. 

lnmanyrnses,they didthisbytryingtostimulateaggregate 

demand - forinstance,byincreasinggovemmentexpendirure. 

which is one of the components of 3ggregme demand, in other 

words, by using fiscal policy. However, it was nOI the supply 

shift th3t resulted in inflation, hut governments' response to it in 

theformof3shiftin3ggreg,,tedem3nd. 

A shift in aggregate demand 
Figure 11.4shows3 shifttotherightin theaggregme 

dem3nd curve. When the economy srnrts in equilibrium 

at full employment, 3S in this case, the only result of the 

shift in aggreg,,tedemandisanincreaseintheprice level 

Funhermore. if the shift was indeed mused by an incre3sein 

government expenditure, financedbyanincreaseinmoney 

supply, and if the government persists in this policy in the 

hope of stimul3ting an incre3se in real output, the result w ill 

be th3t AD continues to shift to the right. Prices continue to 

increase , butrealoutputremainsunaffected. lnthisscen3rio 

the end result is infl3tion, and nOI just a move to a new 

macroeconom·c equ"l"br"um. 
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Real output 

Figure 11.4Ash;ft inaggregatedemand 

Implications for policy 
lfitisthe casethattherootcauseofinllationisthatnxmey 

supply is rising more rapidly th3n real output, then the policy 
seems de-:,r - namely, the government should prevent money 

supply from continuing to incre-:,se. This is exacrly what was 

arguedbyaninlluentialschoolofeCOflomistsknown3Sthe 

Monetarists . For example. the Nobel Laureate Milton Friedman 

arguedthatinflationwas"3hwysandeverywhere amonernry 

phenomenon". The monernrists argued th3t the key aim of 

macroeCOflomic policy should be to smbilise money supply and 

to allow the m3croeconomy to find its own way to equilibrium -

and that it would settle at full employment. Others (in particular. 

the Keyncslan s) argued that it was possible th31 the economy 

would settle 3t an equilibrium th3t was below full employment, 

and th3t a more acrive approach to managing the economy 

was necessary. These arguments will be explored funher in the 

A-levelsectionofthecourse. 

Monet.lrists: a <Jfoup of economists who believed that the 
JTW:roecormmyalwaysadjusts,apidlytothelul--employment~el 
ofoutput . Theyalsoarg,uethatmoneta,ypolicyshouldbethepr;me 
instrnment for stabilising the economy. 

Keyn1Uians: agroupofeconomists\\-hobelievedthatthe 
JTW:roecormmycouldsett~inanequilibfiumthatwasbelowtheful 
emplo)ffll'fltlevel 

Deflation 
Jn many countries inflation h3S become seen as the nonn, so 

people expect prices always to be rising. However, there are 

periods in scme countries where the O¥erall price level falls over 
time. This is known a., d e flallon. 



) 
Some NXJnOmi.slll (for example, tho6e in the Kc)--neOWI school) 

arguetlwdeflationisharmfultotheNXJnOmy,bec:i.useifpeople 

erpectpricestofalltheymaydccide todefertheir.spending 
pbn.sinantidp.ttionofgettingbetter deals in the future. This 

re"'-'lls in a de-crease in aggregate demand. and creates a 

downw:ard spirJl in economic activity. 
Suchperiod,h:ivcbe,cnrareinrecentyeau. Evenduring 

thefirui.ncialcri,is thatbeg;minthelate :lOO()s. fewcoumrie-s 
experiencedfallingprlccs.andmanyusedapolicyknov.TI 
as qmmitative casing to bolster aggregate demand when 

interest rates fell m very low levels. This is csS<"mi:illy a form of 
monetary policy that result.!! in an increau in money supply. 

Policy evaluation 
MOflclary policy is seen as the most cffeaivc way in which a 
govcrnmcnccaninfluenceinflationary or deflationarypre&.rnre 
inan..conomythroughinllucncingimere51rates,andthus 

aggregate demand. Fisc-~l policy could also be used. bm tends 
tohaveMrongerbut less predidableeffecuon ro-al output and 
employment or oo prices. Duling the financial crisis of the late 

2000<. many countries faced a oomplex combination of rapidly 
rising levels of public debt, falling ouiput and employmcm and 
continuinglnfl.ation. llicpolicyresponse"'Umixed..lmere5l 

rates.,.-n-calre::idy~low,andfor-theUKandtheeurozonc 
theywere .solowthatthey oould norbereduccdany furtherin 
order lo stimulate aggregacc demand. At the sunc time , to use 

fiscal policy to expand demand would porcmi.illy add funher 
to public debt. Some governments thU5 respooded by using 
D"Xll>ftllry policy In the form cl expanding moncy supply to 

COffiOOt the recession. whilst reducing govemm=t c~nditurc 
inordcr1ocon11olpublicdcbt. 

Supply-side policy is not designed for.51.abilisationorm 

inllucnc,,inflationinthe shol't run.as itis prim.1rilyaimeda1 
long-run cwnomic growth. 

• lnflationcanbeinitiatedonthedemandorsupplysideof 
the economy. 

• The quantity th~ry of money suggests that inflatioo can 
onlybe<:omepel"jjstentilthemoneystockisincrcasing 
morerapidlythanrealoutput. 

• The Monetarist school of economists argued that inflation 
was a monetary phenomenon, arid that policy 5hould focus 
on stabi~sing money supply. 

• The Keyneslans argued that the economy aiuld letlle 
below ful~mployment equi~brium, so that more active 
management was needed. 

11 .4 Inflation and lhe balance of paimens II 
11.4 Inflation and the 

balance of payments 

In the nucroN;OnOmy. then- are complex intcrrelatioruhip• 
andtra<k-dfsbNwccninfla1ion.uocmp[oymem. thcbalance 
ofpayrncntsandthecxchangcralc. An undcrstandingofthe...­

relatioruhipo i• imponan! In analysing macroeconomic policy. 
Akcyrela1ionshipistha1bctwt'Cll in!Luionandthcbalancecl 

paymcn1-andthecxchangcratca!soenters the1M01y. Suf>P06C 
ancconomyentersapcrioddinRation.asdc.KJibedinthe 
prcvi<:rus oection. lhc govcmmcnt trics to stimulate aggrcga!e 
demand, butin .so doinginUatiooK'lsin. lfrheinflationr:ite 

inacountryishighcr1haninitstradingpartner1.thcnthe 
compciitivene&.'I of dcmestk goods will be affected. This 
puts pressure either on the current accoom of the balan«- of 

paymentsorontheexchangcr:ite. 

Fixed exchange rates 
If thc country is operating a fixed exchange me Sf.51.em, then if 
domcs1.ic inflation is hlghcr thlln inflation abroad, the downward 

prcssure on the cxdtangc rate wm mean that the government 
hasrotake5lcps1o nuimainthevaluc clthecurrcncy. lf'9.>Ch 
apolicyis1obe $u$12inablelnthe longrun,thcauthoritics 

will necd to takc steps to affect the demand and $upply cl 
thecum,ncy such thatthefixcd ra1e 1owhichthcauthori'.~s 
are committed bcoomcs the cquUibrium r:itc. Oherwisc. the 

di.scquUibriumintheforcigncxc:hangcm:,rke'twillJ)ff!-isl,and 
continuow aciiat will be nccdcd to maint:iin the cxch3nac ratc. 
With linitestock.sof forcign cxchangc. this is nor po56iblc. 

This may mean taking measures to comr:ici thc economy. 
This would entail o,x pent.lltu r.: t.la,npcnhl)! (expenditure 
reducing)- that is. reducing domestic dcm:ond such tlm 1hcre 

is a fa!! in the demand for imports, thu• 1hifting !he supply 
curvc for the domestic cutTcncy. In addition. if the domcstic 
rate of inflation can be brought down relative to that of trading 

panncrs , then there wiJJ also be some cxp,:rn.llturc switchin g 
if 50rtle forcign ,:on,umers switch to buying home-produced 
goods, thus stimulating c:xports and shifting the t.lcmand for the 

currency 
An ahernativc approach might be to U.M: exch :m gc cont rol~. 

lno!herwords, thcauthoritics mayrcgub1c theanYJUntofforeign 

exchange that is availablc for- domestic residents who want 10 

purchasc goods, service., or as9Ct.!I from abroad. Such controls were 
pan of the package d mcasures tlut Malaysia imrodueffl 10 cope 
withtheA.si.infinancialcrlslsln l996.At1hi5 timc.specula!Ol"5 
were targeting thc ringgil, so cooud !ing capital mow.,mcnu, w:as 
onewayofpro1ectingthecurrcncy. Howevcr. thisapproachal!IO 

entailsholdingthc exchangenurkctin asta1ecldisequilibrium, 
soitcannornorbeMU1aincdindcfinitely,p:micubrlyinawor\d 
that has become increasingly intctoonncclcd through the proccs11 
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of globalisation This make. it mon,o difficult for a country IO i'lobte 
il9elffromlruemarionalmarkets.Foral\ishlyopt'f1C'OUl'llrflike 
Malaysia,itlse;pe<:ialtydifficult 

b:p•ndlt,..,• d•mp•ning: a ,edoction io domestic dl'll'land for 
impo,t5soth.lt the 51..Wlyru,vefotthedomestic economyshilts 

E,qMll'ldltv,.rwitdliog: asituatiooifiwhichthedema,ndlo,exports 
olacoontryincre;rsl'Sbeuuse'°"""'lo,eigncooS1.WT1erSswitchto 
bu),inglromth.ncourn~lhu'istihingthedemandforthedornestic 

"-"'"'Y· 
E~conuols: apolkyund.rwhichtheNthontiesreo,.uu.tne 
amru"ltol/oreign(lJITencyawilablelo,domesticresidentstoimport 
goods,senocesoras$ffllromab~. 

Floating exchange rates 
lfthegOYeromcntisoperntingaflrn1ting exchangerJtesystem, 
thecurreocy willdepreciateinresponse totherelativdyhigh 
leve l of domestic inflation, or the deficit on the current accoum 

of tile lxtlancc oi payments wilt need to be covered by a s.arplus 
onthefinancialacroum 

If the currency depreciates. then the result i5 to reMnrl' 

the compc1itivene"" of domei!ic goods. This i5 known a., the 
purcha.singpowcrparitytheoryofe:xch.inge rates. which 
argue, thattheexdlangeratewillalw:aysadjusttomaintain 

the real compc1itiVff>eSI! oi domestic goods. Uowever, if 
the original PfC$SUre on prices aroo:e from exceM agwegate 
demand, 1he depreciation cm wor,;en the situation. In othtt 
words, if the elasticity oi supply of exports is Inv.·. then an 
increase in the demand for exports caused by the depredation 
add! to the presi,ure on prices, and the eo:,nomy finds itself 

inaninflationary•pirnl.The authoritie• may1hcnbcforctdro 

interveneto«>ntr:u:11he-~=Y· 
The Olhcr way in which the b:,bnc,: of paymcnl.5 m:iy be 

m:ointainedi!lifadeficitonthecurrcn1accoun1oftheOOl:mce 
of payments is b,lanccd by a surplus on the financial ac,::ount. 

Such a Alfl)lus may require an=· = in domestic intert!lt rato, 

which also has the cffea of reducing aggregate demand,~ 
both finns aod C'QO.'lumersare likely to reduce expenditure if the 

interestr:Ue(thecostoibco-rowing)incn,ase1. 

Either way, it W01Jld seem that high domestic inflation relative 
to the rest oi the world is unsustainable in the long run. It is 

also clear d1at the design oi macroeconomic policy i.! a complex 
balandngact.inwhichdccision-makersmustmonitorthe 
economy'1 performance a<TOM a range oi different targets. This 

i1 becauseofthe tr:uk-offsthat exi.Kbetwecnthev:iriou'lpolicy 
1argets.lnotherwords,policie.stha1mayimproveperformancein 
n,la1ion ro one target may have adveix, cffeas on Olher targtts. 

Evaluation of policy 
1be ex1en1 to which a govemmen1 can we fucal. mooctary or 

supply-1idepolicyrotacklea di.sequilibrium ontherorrentaccourn 
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oithebalana:oiP")"ITICfV.,dependson~afixcdora 
lkxuir13exchlmger:itei.sinforce. llndcrafixNlexchaoger:ite 
regime,thcpriorilyfcirpolicyisro maintainthe e~r:ite 

and fiaca.l policy i5 ne«lcd to control aggregate demand In other 
won:ls.iflhereisadefidtonthccurrentaccount,fucalpolicyis 
usedro r«lucc aggregate dcmandinorderroeliminate d1Cdcfici1 

Monctarypolicycinnocbeused forthispurpaseb,,causclncrcasing 
inten-st rate• in order to reduce aggregate demand anract.'I in!lov.-s 
offinancialaopitald1atrequirefurtheradjustm<'"flttomaintaind1C 

exchange race. Underflootingcxchangerate.5,thco...,raUblibnce 
oi paymm15 comes into balance through the adjwunent of the 
exchangcra1e.110policyinlnYenlionisn01nccdcd.unleMthe 

authorilics are conccmcd if a WR" deficit on the cutTent aocount 
isbeingoffSC1byabrge.9.lrplu,,onthefinancialaocount.Soch 
asurpluswouklmeantharthccurreruaccountdenci1 ilbcing 

covercdbythesaleofasscts~whichmaynolbe51.1SUinablc 
inthelongrun.Supply-sldepolicythatlncre:i....,.lhelong-run 
capacityoithe economy ro produce can lead toan ~nt in 

the intcrn:nional oompctiti\'cneM of the ==y. and thus lc'Jd to 
an improvcmcnl in the current account of the Wlancc oi payments. 
However. thc11ebenefitswillonlybeseeninm('"longrun 

Given the following list of po~cy objective5, discuss the 
po55ible conllkts that may arise between them, and how 
thesemightbere5olved· 

• lowinftation 
b lowunemployment 
c: higheconomkgrowth 
d a 1owdelicitonthecurrentaccount olthebalanceol 

"""'"" • maintenance of a high environmental qua~ty 
f equity in the dmnbution of income 

• The de5lgn of macroeconomic policy is a complex balancing 
actbecause oftrade-ollsbetweenpdicytargets. 

• tt an ecooomy e~ience5 high inflation relative to o ther 
countrles,thl5can!eadtodisequiibriuminthebalanceol 
payments 0t in the exchange mari::eL 

• This can thefl ha11e knock-on effects for lu!I employment. 

• Whether the economy is operating on fixed 0t on floating 
exchange rates. the competitivene55 of domestic gOO<k in 
internationalmarketsmustbe takenintoac:count lnsetting 
maaoeconomic policy. 



Examination questions 1111 
Examination questions 
1 a Explain what is meant by a current account deficit (8] 3 a Explain the difference between expenditure~witching 

b Discuss the effectiveness and desirability of imposing and expenditure-dampening policies as a meam of 
tariffs to correct a current account deficit [12) correcting a balance of payments disequilibrium (8) 

Cambridge AS and A Levei EconoITTcs 9708, 
Pape,2,Q4,June2008 

2 a Explain how a rapid rate of inflation in a country will 
affectit:sfloatingexchangerate (8) 

b Discuss whether a government should operate a fixed 
exchangerate1ystem [12) 

CambridgeASandALeveiEconomics9708, 
Paper21,Q4,November2009 

b Outlinethecurrentaa:ountpositionofyourcountryor 
anothereconomyyouhavestudied.Oi5c:ussitsabilityto 
improveitsperformanceonthecurrentaa:ount (12) 

Cambridge AS and A leYel Economics 9708, 
Paper2,Q4,June2007 
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A Level 
Part 1: Basic economic ideas and resource allocation 

12 Economic efficiency and 
market failure 

In !itudyingAS Economics, roo became familiar with the use 

of the d~nd and supply model and the way in which 

price1act11ssigna/slngu/dlngresource11/loc11tion. ftistime 
to take this analysis further and adopt a wider view of the 
proceJS of resource 11/kxatlon within society. An Important 

question /J whe ther markets can be relied upon to guide 
this process, or whether there are times when they will fail. 

In other words; ff prices a,e allowed to guide resource 

a/locatiori will the rewlt be beniefkialfor sodety as a whole, 
andwilthisteadtoefficleney?Thischapterbeginsto 
addres this by reminding you of how prices can act as 
market signals to 9-1ich resource aloaitioll. ard by 
exploringwhatlsmNntbyefficleneyin~lnthis 
dacussior\, some MW too/swill be nttded in order to 
ichntifywhiltronsti11ttes11nefficlentaJJocaOOlloflMOUm!S. 

Learning outcomes 
After rtudying this chapi.r, you should: 
• be iNfilft of how the price mechanism worb to allocate 

e undtntandtheconceptSof~i!llda&cx.ativeeffidency 

Ll
• "".::~:,;;=,"';"""kh-ma•alkx,J,ed ;" 

predate the situations in which markets may fail to 
ocateresourcesetfectively 
familiar with the notiori of Pareto opt ima lity. 

12.1 Resource allocation 
and efficiency 

Prices and resource allocation 
The AS a.eaion cl the book SCI: oot the way in which pr~ 
act a,isigna!.stoconsumersand producer,. and thusrnablt 
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equilibrium to be reached ina ma!Xet. In this chapter.this 

analysis is extended 10 consider how the price mechanism can 
work in a society made up of many markets, and whethn the 
outcome prOOuces an a llOQtioo of resources 1hat is beneficial 

for a society. 
O,apter 5 established 80mc cl the frJmework for this 

discussionbyimroducingthenOlioosolconsumerandproducer 

su,plus, and by looking at the effect on a market if firms are free 

toenter orexitfromamarke1. 
The norions of consumer surplus and producer surplus 

areimportambecau.,., theycanbcusedtoevaluatethetotal 
benefit that consumers and producers r«eivc from consuming 
and prcxluci11g a good. When consumers all pay the same 

price for a good in a market. then the area cl consumer 
surplus cm bc interpreted u the tOllll welfare that coruumeu 

receive from consuming that good. Similarly. the producn 
surplus is interpre1ed as the surplus earned by firms over and 
abovethemlnlmumreturnthatwooldhavekepttheminthe 

lbe underlying assumption that is made in this context is 

that consumers aim to maximise their surplus. a11d firms aim to 

maximise protiu. 111 other "''orda, both consumers and fimu are 
as.sumed to be motivated by self-interest, and the key question 
is whether this will lead to a good outcome for society as a 

whole. 

Efficiency ~ 
In tackling the fundamental economic problem of 5earcity, a 
society need, to find a wayofu~ing Its limited resources as 

effectively as pos.siblc. In normal parlance it might be natural ro 
refer ro this as a quesi for 11Jicie,rcy. From an economist's point 
o f view there arc tw0 key aspccu of efficiency, both of which 

are import:im in cv:iluating whether markets in an economy are 

working effectively. 
Oiapter I imroduced one of these a5J)CCU in relation 

to theprodl.lC!ionp,o&ibilltycurvc(/'l'C). Figure 12.1 

shows a country's production possibility curve. Oneel 
the choicn to bc made in :dlocating rc10Urccs in this country i.s 

betweenproducingagticulturalormanuf.tcturcdgoods. 



Ouanlltyol ag rieulturalgooda perpertod 

Figure12.1 ProdlictM!.tl.ciency 

lnChap!erl i!WJSsecnthatataprodu<:tionpointsuchas 

A, the economy would not be using its resource, fully, sin«-

by moving 10 a point 0,1 the PPC it would be possible to 
producO' more of boch types of good. l'or example, if production 
tcok place at point 8, then more of both agrkulrurnl and 
m:rnufac1ur~ goods could be prodl.lC'W, so that !Oeiety would 

bcbetter olfthanat.4 
A similar cbim could be made for any point along the PPC: 

it is more efficient to be al a poinl 011 the fronritr than :u some 
point r,,;/bi" i1. However, if you oomp,orc poinl Bwirh poinl C, 
you ,,,ill !IOI~ th:u the economy produces more manufactured 

goodsatCthanat8-butoolya1theeltpCflM'dproducing 

f,eweragricukur:.Jgood5. 
Thisdr:a.wsattentionto thetrade-offbetwecn!Mcproduction 

of thetwo50r1solgoods.ltisdifficultrot',ld~whethtt.!Ociety 
ill bettc,roff at Borat C"•ithout knowing n,,crc about the 
prdtte,occsofconsumcn. 

ThisdiscuMionhighlightsthetwo ;upccuof dficitncy 
Onthc,orn:,hand,IIKffisthc qucstlonofwhtther.fflCi<tyis 
op=,ting on !he PPC, and 1hus using its rerourre;, dfn:tivdy. 
On the, other hand, 1here is the question ofwhrther oocirty 

is producing 1hr OOb~ of goods !hat C'()l'l,5Umer,, wish to 

consume. 'Thrsr two a.sprct.1 of effickncy are kn<11Vn as 

productiu, efficl,mcy and t1lkx 111in, ,ificlency, and arc discussrd 

in rnorr dciailbclow 
An efficient point for a 110Ciety WOllld be onr in which no 

rt""distributionofrrsour«.scould,nakranyindiv:idualbrneroff 
without making somr other individual worst off. This is known 

a• lheP«rel-O crllt-rio,o.aflerlhcninecccnth-century=='­
VilfredoParcto. wOOfirsc introdUC'Wthccon«.pt. 

Nakr. howrver. !hat m,y point along the PPC is a Parelo 
opUmum: with a differrnt diwlbution of incomr :among 

individualsina 90Cicty.a different o""r~llrqui!ibriumwillbr 

12.lResourceallocalionandefficiency -

Efficiency in a market 4' 
Asprcl'lofdficirncycanbrexploredfurtllrrbyC'Of\$ideringan 

indi.vidwJ market. f int,however.itisn«essary 1oideruify the 
condition• unckr which produaivr and allocaiivr dftdrncy can 

Productive efficiency 
The production process entails combining a range of input.I of 
factor• of production in order to produce output. Finns may 
find !hat there are bcncfos from largr-5ea[r production, so !hat 

efficiency may improve M flnns expand production 
~ way of rnea.1uring produl·tt,·e cftick11cy is in tenns 

of the <1vcr.1gc lolal n:i,; t of production. This is simply the 

toul COl'lt of production divided by !he quantity of output 
produced. Productivc-effidencyc-anlhenbcdrfinedinterms 
oftherninimurnaver.,ge costa t which output can bcproducc-d, 

n01:ingtha1avrragc co,1 U likely1ovarya1dilkrcnt,w;alrsof 
outpul. Eco no mi c,< o f !«"ale occur when an incrc:,.sr in the 
scale of production leads 10 production at Jc,,,,·cr long-run 

"""r.i.gecoo>:. 

Ptocluctiwefficiency.attainedwhenafirrnoper,ies,i~· ~· = 
-q1Dtaloost.dloosinganappropriflecombin'1ionof"""""5 
(cost ellici,ncy) •nd procLcing the mu,mum outpU1 po515ibl, from 
tl><>Seinpub (t...rnialefficierq) 

Average total cost !DUi cost dMded bytheQUllnllty p~ 

Economies of K•I• : occu.- for a firm when an irw:rni, in lh, 
,uleof?foductianleidstop,oducoon i tlowe,long-run 
.ilVeragecost 

There are two aspect.I to productive efficiency. One entails 

making !he brst po&ible u..e of 1he input!: of factors of 
production: in other words. it i.s about producing as much output 
as possible from a given ..et of input.I. This is !IOml"limes known 

as technical e ffi ciency . However, therc is al!IO thr question of 
whctherthebes/SC!ofinput.1 hasbccncho,en. For example, 
theremaybetechniquc5ofproductionlhatusrmainlycapital 

and not much lalx>ur. andaltcrnativctechniqueslhatarcrnore 
lalx>ur im~nsive. 1be flrm·a choice between these tcdiniqurs will 

depend crucially oo the rel:ui"" prices of capital and labour. This 

is oomctimes known as eos l d flc icn cy. 
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T11<hniuol•ffid.,.,cy:atulflingtherNJCimumpos~bleoutputfroma 
givensetolinpuu 

Casteffi<Mn<y. the~propiatecombiNtionofir1>ut>ofl.oct~of 
producticn.gi-1therelatroepricesofthosefactors. 

To altllin productiYC efficiency. both t«hnial cffici=cy and 
C051dfu:icncyoccdtobeachicved. ln ~rwords.produaive 

dliciencyi.,at1:i1incdwhenafirmchoose1 1hc,appropriate 
combin:1.1ion of inputs (COIi efficiency) and producn the 
m:u:imumoutpu1possiblefrom1hoscinpu11(1echnical 

d"ficicncy). 
ltisworthnotingthatthechoiceof techniqueofproductiOfl 

m:iy depend cnidally upon the level of OU{J)U! !hat the firm 
wishes to produce. The balance or factors of production m:iy 
wellchangeaccording101hc5ealeofactivity. lfthefirmi5 

pl'OOudng very !illlall amount.1 c( outpu!. it may well choose 
a differem combination of capi!al and labour than if ii w._.....,. 
planningm:u5producti0flonalargescale. 

Thus, 1he firm"s decision process it a three-siage procedure. 
First, the firm nCCW 10 decide how much output it wants to 
pl'OOua-.Sccood. itha.stoch0011ean appropriatecombinatico 

offactonofpnxlualon,glven 1ha1 intendedscaleofpl'OOuction. 
Third, ii OCCW 10 produce as much output as possible , given 
t~ inpul.S. Once !he lntcrldcd scale c( ouiput ha• hen, 

ckcidtd, the firm ha11 10 minimise iu eo1u of production. 1llCSe 

decision.,, are pan of the response 10 the ques.ion d bow outpu! 

should be produced. Remember al!o the COrlcepl of margi"al 
ca<t,whichrcfers1othecostfaccdbyafirminchangingthe 
output kvd by a small amount. This become,i :m importam pan 
of the, disnwion. 

Allocative efficiency 
Allocath-r efficiency is about whether an economy allocates 

ilsrnoun:csin5Uchawayastoproduccabalanccofgoods 
and oerviccs that matches consumer prefcren«-S. Jn a complex 
nKXkm economy. it is dearly difficult 10 identify 5uch :m ideal 

re•ult.Howcananapproprlatebafanccdgoodsandoerviccsbc 
identified> 

Take1hemarke1foran Individual producr.such aathemarke1 
for laptop computers thal wu coruidered in Olapter 5. It was 

thenargucdthatinthelongrun.thcmaoo:1couldbeexpected 

to arrive 21. an equilibrium price and quantity at which there was 

no inc=tive for firms either 10 enter the rruuket or to exil from 

iL Figure 12.2 wHJ remind you of the rruukc:1 siruation. 
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s, 

P, 

au1nt11yoll1ptop 
comput.r,perperlod 

Figure1l.2 Themar~etforlapt~compute<s,evisrted 

The ....quen«- of events in 1he diagram shows 1ha1, from an 4' 
initial equilibrium wilh price al />

0 
and quan!ity !Jaded at ~ 

there waa an increase in demand, wllh !he demand curve shifting 
to D,. In response, exiS!ing firms expanded their supply. moving 
upthesupplycurve. HO'IVever,!helureofthepl'OOucersurplu• 

(abnormal profits) tha1 was being made by tllese finns then 
attracted more firms lnto !he market. such !ha1 the supply curve 
shiftedtoS,,aprocc$'1thotbroughtthcpriccbackdown1othc 

originallevelof P<I" 
Now think :abou1 dw price from the point ofVK"Wofa lirm. 

P, is at a levd whe,-c there is no funhcr incentive to anrac:1 r,cw 

firm.1, but no firm wi$hcs to leave the, markei:. In odler word,;, 

no surplus is being made on that marginal unit, and the marginal 

firm is just bttaking even on ii. 1bc price in this context would 
seem.tobejustcoveringthcmarginalcostofproductico. 

Hrn,,-rver, ~ wa5 al,o argued !hat from the coruumem· point 

of view any poin1along the demand curve could be regarded as 
the margin:i.! benefit rc«n'cd from consuming a good or ,icrvicc 

Where is all this leading? Puning 1ogether the argumenu, ii 

would seem that market forces can carry a market to a position 
in which. from the, fimu" point d view. the price is equal to 
m:irginal cost, and front the coruumcrs' point d view. the price 

isequaltomarginalbenefit. 
Thi'lisanimportantresult.Suppose!ha!!ht'marginalbenclit 

from consuming a good were higher !han 1he marginal cost 

tosode-tyofprodudngit. ltcould!henbcarguedthatsoc:iety 
would be better off producing more of the good because, by 

increasing pnxluctico, more could be added to benefits than 

tocost.'I.Equally,ifthcmarglnalcostwcre above themarginal 
benefit from con,uming a good, 11oelcty would be producing too 

much of the good and WQU!d bcnefi1 from producing less. The 

bcstpossiblepo;ritlonlsthuswhercmarginalbcnefitiscqual 
to marginal cost - in ~r "'-ords, where prlc,e is 511,/ equal to 
marginalca<t. 

If all markei:s in :m economy operated in 1his way, rnou= 
would be used"° effe<:1ively that no realloaOOfl of rc!!OUrcc,i 



couldgenerateanov...rallimprov<,ment.Alloeativeefficiency 
would be attained. The key quc,siion is whether the market 
m<,chanism will work sufficiently wdl to ensure that this 

happens - orwh.,theritwillfaU. Tnotherwords.arethere 

conditions that could arise in a market, in which price would 
notbesetatmarginalcost? 

ComiderFigure 12.3, which 1hows a production possibility 
curve (PPC) for an economy that produces consumer goods 
andinvestment!JOOOI 

0 

0 

Quantityof consum•goods per p• iod 
Figure12.3Aproductionpossibilitycun,:, 

Identify ei!Ch of the following (hint: in wme cases more than 
one answer is possible): 

a apointofproductiveinelliciency 
b apointthatisPareto-superiortoB 
c apointofproductiveelliciency 
d apointofallocativeefficiency 
e anunattainablepoint{hint:thinkaboutwhatwouldneed 

tohap!)f'nforsocietytoreachsuchapoint} 

Dynamic efficiency 
Thediscussionofefficiencysofarhasbeenconducredinterrn., 

ofhowtomakethebestu.seofexistingresources,producingan 
appropriate mix of goods and services and using factor inputs as 
efficiently as possible giv...n =isting knowledg" and technology. 

This is good as far as it goes. but it does represem a relativ...ly 
static view of dficiency. 

Dynamic d"fkkncy goes one step further. recognising that 

the state of knowle<lge and technology changes over time. For 
<,xample. inv<,stmem in research and developmem today means 

that production can be carried out more efficieruly at some 

future date. Furthermore. th" devdopment of new products may 
also mean that a different mix of goods and services may serve 
consumersbenerinthelongterm. 

12.llhe working of a market economy II 

The notion of dynamic efficiency stemmed from th" work of 
JosephSchumpeter,whoarguedthatapreoccupationwithstatic 

efficiency (efficiency in th" short run) may sacrifice oppom,nities 
forgreaterefficiencyinthelongrun. lnotherwords,ther"may 
beatrade-offbetweenachi.,vingefficiencytodayandimproving 

efficiency tomorrow. 

• AsocietyneedstofindawayofusingiUlimitedresources 
as efficiently as possible 

• Productiveefficiencyoccurswhenlirmshavechosen 
appropriatecombinatiomoffactorsofproductionand 
produce the maximum output possible from those inputs. 

• Allocativeefficiencyoccurswhenlirmsproducean 
appropriatebundleof!JOO(lsandservirns,givenconsumer 
preferences 

• MallocationofresourcesissaidtobeaParetooptimumif 
noreallocationofresources~nmakeanindividualbetter 
off without making mme other individual worse off. 

• Mindividualmarketexhibitsaspectsofallocativeefficiency 
whenthemarginalbenelitreceivedbysocietylrom 
consuming a good or service matches the marginal cost of 
producingit-thatis,whenpriceisequaltomarginalcost 

• Dynamic efficiency recognises that there may be a trade-off 
betweeneffidencyintheshortrunandinthelongrun 

12.2 The working of a 
market economy 

The previous section showe<l that the price mechanism allows 

a society to allocate its resources effectiv...ly if firms respond 
tochangesinpric .. s.Consumersexpresschangesintheir 
preferences by their decisions to buy (or not to buy) at the 

goingprice,whichleadstoachangeinthe.-quilibriumpria, 
FimLS thus respond to changes in consumer demand. giv...n the 
incentiv...ofprofitability,whichisrelatedtoprice. lnth.,short 

run, exlstingfirmsadju.sttheiroutpuc levels along the supply 
curve. In the Jong run, firms enter into markets (or exit from 
th.,m)inresponserotherelativeprofitabilityofthevarious 

economic activities that take place in the economy. But how 
does this work out in practic" in a 'real-life' eCOflomy? 
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One way of viewing this system is through the nocion of 
opponunity cost, introduced in O,apter 1. For example, in 
choosingrobeactivt""inthemarketforvideorecordings,afinn 

facesanopportunitycost.lfitusesitsresourcesroproduce 
cheap mobile phones, it is not using those resoura,s to produce 
smanphones. There may come a point at which the cost d 

producing cheap mobile phones becomes too high. if the 
prcittability d smanphones is so much higher than that for 
cheap mobile phones. because d changes in the pattern of 

consumer demand. When the firm finds that it is not covering 
its opportunity costs, it will transfer production from the cheap 
mobile phone market to the smanphone market. NOl:ice that this 
discussion is built on the assumption that firm., are free to enter 

a market, or to =it from it. 
Thissortofsystemofresoura,allorntionisofrenreferred 

to as cap!tallsm. The key characteristic of capitalism is that 
individuals own the means of production, and can pursue 
whateveractivitiestheychoose - subject,ofcourse,rothelegal 

framework within which they operate. 
The government"s role in a free capitalist economy is 

reLU:iVl""ly limited, but nonetheless imponant. A basic framework 

ofpropenyrigbtsisessential.togetherwithabasiclegal 
framework. However, th" state does nOI: intervene directly in the 
production process. Securepropertyrightsaresignificant, as this 

assurestheincentivesfortheownersofcapital 
Within such a system, consumers try to maximise the 

satisfucrion they gain from consuming a range of products, and 

firm., see-k to maximise their profits by responding to consumer 
demandthroughthemediumofpricesignals 

As has bee-n shown. this is a potentially effective- way of 
allorntingresoura,s.lntheeight.,enthcenruryAdamSmith 

discussed this mechanism, arguing that when consumers and 
firm.,r<,spondtoincentiVl""sinthisway.re.soura,sareallocated 

effectivelythroughtheoperationof:m lnvis!bkh:md.whieh 
guides firms to produce the goods and services that consumers 
wishtoconsume.Althoughindividualspursuetheirself-interest, 

the market mechanism ensures that their actions will bring about 
a gocxl result for society overall. A solution to the coordination 

problem is thus found through the free operation of m:irkets. 
Such market adjustrne-nts provide a solution to Samuelson"s three 
fundame-ntal economic questions of what? how? and for whom? 

Capitalism,asy,;temofproruction inwhodithereispfivate 
ownecl>ipofproductiveresoorc'-".and;ndiv;dualsa,e/reetopuf'>Oe 
their objectives ";tt, mi,.,;mal interfereoce from government 

Invisible hand: a tern, used by Adam Smith to deruibe the way in 
whid,,esourc'-"arealkxatedioama,bteconomy. 
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However. Adam Smith also sounded a word of warning. He felt 

thatthereweretoom:ioyfucrorsthatinterferedwiththefree 
m:irket system, such as ov<,r-proiecrionism and restrictions on 

trade.Atthesametime.hewasnocutrerlyconvince-dthatafree­

m:irket economy would be wholly effecrive, nocing also that 
firm.,mightattimescolludetopreventthefreeoperationdthe 
m:irketmechanistn: 

, Prople of the same trade 'ieldom meet together, l.'Yen fol" 
meffimentanddiversioo,butthernoversatiooendsinaconspiracy 
ilgil imtthepubHc,01;osomecontrivancetoraiseprices .. .l 

AdamSmith.TheWea/thofNarions,Vol. l 

However. even where iodividual consume-rs and /inns pursue 
theirowoself-interest,theirdecisionscannooethelessresultio 

efficiencybeingachievedinthewaythatresourcesareallocated. 
loprncrice.mosteconomiesoperateasmixedecooomies. 

Prices are used to allocate resource-s, but with some government 

Oisc:uss the extent to which the country in which you live 
operatesasafreemarketeconomy. Thi1require1youtothink 
aboutthewwti inwhichthegovernment intervenesinthe 
allocation of resources 

• The price mechanism allows 'iOCiely to arrive at an efficient 
allocationofrewurces 

• Adam Smith saw a lrei! market system operating 
throughan invisiblehand,whichguidesfirmsin 
producingthegood1 and1ervicesthatconsumer1wi1h 
to consume. 

• Most economies operate as mixed economies, in which 
there is some intervention by government to influence 
re1ource allocation 



A Level 
Part 1: Basic economic ideas and resource allocation 

13 Externalities and 
cost-benefit analysis 

If markets" are to be effective In puldinf1 the a/location of 
resource in society, a p,econdltlon Is that market prices are 

able to r~ect the full costs and benefit$ a$5ociated with 
market transactions. HoWe>Jer. there arf' many situations in 
whichthislsnotso,andtherearecosts"orbenefitsthatare 
external to the workings of the market mechanism. This 
chapter examines the circumstances In which this may 
happen, and provides a justification for government 
intervention to Improve the workings of the market. 

Marketfa~ure:asitua!ioninwl\ich thefreemarke1me,d,anism°""' 
ootle~toanopbm.l.lW!ionolresourcei-fo,e:xa •. " -hE,e 
lhe,e is a diVl.'fgencebetweenmarginalsodalbenefitandm;wginal 
social cost 

Oi.apter 1 incroduccd the nOl"ion cl public good!. where the free. 
ri<kr problem would make it unllkely that the free market would 

supply the appropriate amount. The nOl"ions cl merit and dcnu,rit 
good, wcr.- also discussed. These are examples of mark<,t failure, 
bec:i.use the free mantel does nOI" pl'OVKlc the optimal quantities 

Learning outcomes 
) of<h<~gooo,. 

A h e r st udying t his chapttt, you should : 
. ~situationsinwhichthefrtt-marketmechanism 

maylilil totakeaccountofcostsorbenefrtsthatare 
~te-d ,,.,ithmarkettransactions 

• be familiar with sitl>cltions in which there may be a 
divergencebetwttnprivateandsodal,omorbenefrts, 
suchthatpriceisnotsetequaltomarginalcost 

. beabletousediagramstoanalysepositiveand~tiYI' 
externalitiesin eitherproductlonoroonsumption 

• apprecia tereaSOflswhygcwerrvnentmayneedtointervene 
inmari:etsin whichexternalitiesarepment 

• be familiar with a wide range of examples of externalities 

• recognise wa-,s WI which external costs or benefits may:J 
valued 

• unde~tandho.vdecisk)nscanbemadeusin9co1t-ber.efit 
analyi;is. 

13.1 Market failure 

11,n,,maybc situationsth:itarisc inwhichthcrnarkttfailsto 
bringaboutlhebesloutcomcintermsofrt'$0!.Jtc,,allocation. 

Thi.,, i1 known a.1 marke t fallun:, . 

Information failures 
[fmarkeuare wbceffective inguidingl'CSOUIU'alloc:ation, ii 
is imp,onant that economic decuion-makers receive full and 

accur.1te infonn.ition about marke! conditioN. 0:>nSUffl"rs need 
informarionabom theprices:uwhichtheycanbuyandthe 
qualitycltheproduruforsale. ProdUCCl'5nccdtobcablero 

observe haw eomumens reioct to prices. Information is thus 
of crucial si.gnilic::mce if markets are to worii:. Ho,r,evcr. then, 

,.,., some rnarkeu in ... tiich nOI" all 1raders have ae'«"Q to gcxxl 
information, or in which some 1raders ha,~ more or bcntt access 
to ii than others. This ii known as a situation cl :asymmetric 
In form ation, and can be a sou re,, of markei ranure 

Healthcare 
One example of asymlllelJic infom\Jtion is in l>c:i!thc:are 

Supp<>80" you go to )Ollr demist for a check-up. He 1d!s you that 
youhavcafiUingthatnc.-d.,1oberepbced.although)OU ha w, 
had f)() pain or problems with ii. In !hit situation the ecller in 

a rnarkei has much better information about the product than 
the buyer. You as the bufer have no idea whe!heror no1t the 
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recommendffi treatment is needffi, and without going to anOl:her 
dentist for a second opinion you have no way of finding out, 
You might think this is an unsatisfacrory situation, as it seems to 

give a ]O{ of power to the seller relative to the COflsumer, The 

siruationisevenworsewherethedentistdoesnotevenpublish 
thepricesfortreatmentuntilafterithasbe.,ncarriedoud 

The same argument appH"s in u,., cas" of other areas of 
healUlcare,wheredoctorshaveben.,rinformationthantheir 
patientsaboutthesortoftreatntentthatisneeded, 

Ethel,anold-agepensioner,issittingquietlyathomewhen 
thedoorbellrin~.AtthedoorisastrangercalledFrank, 
whotellsherthathehasnotkedthatherroofisindesperate 
needofrepair,andifshedoesnotgetmmethingdoneabout 
itvery500fl,therewillbeproblemsinthenextrainstorm 
Fortunately, hecanhelp-fotaprice.Oiscusswhetherthere 
isaffiilrketlailureinthissituation, andwhatEthel(orothers} 
can do about it 

Education 
Th" market for education is similar. T"achers or ~nment 
inspectors may know more about the subjecrs and topics that 
students need to study than the students do themselv,,s. This is 

panlybecauseteachersareabletotakealongerviewandcan 
seeeducationprovisioninabroaderperspecrive.Studerustaking 
economics at university may hav,, to take a course in mathematics 

and statistics in their firs! year, and som" will always complain 
that th"y have come to study economics, not maths. It is only later 
that they come to realise thac competence in maths is crucial these 

days for the =nomics that they will study later in Ulcir =urse. 

Noteve,yoneintheeducahonmarkethasaccesstothesame infonnation 
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How could this problem be tackled> The answer would seem 
to be obvious - if th" problem arises from an information 
failure, Ulen Ule answ"r should be to improve the information 
!low, in this case to students. This might be achi.,ved by 

providingaconvincing.,xplanationofwhythecurriculumhas 
beend.,signedina panicularway. ltmayalsobenecessaryto 

provid" inc.,ntives for students to studypanicular unpopular 
subjects, perhaps by making succ"ss a requir.,ment for 
progression to the next stage of the course. By understanding 

th" economic muse of a problem, it is possible to devise 
a strategy that should go som" way towards removing the 
mark..ifailure. 

Second-hand cars 
One of the most famous "xamples of asymm.,tric information 
relacestothesecond-hand(or 'pre--ownffi'. byth., latest 

t"nninology) car market. This is because th" first paper that drew 
attention to th" problem of asymm.,tric information, by Nobel 

laureat" Georg" Akerlof, focused on Ulis market. 
Ak.,r\ofarguedthattherearetwotypesofcar.Somecars 

are good runners and are totally reHabl.,, whereas som" are 

continually breaking down and needing parts and servicing; the 
latter are known as 'lemons" in th" USA (allegedly from fruit 
machin.,s, where l"mons offer th" lowest prize). Th" problem in 

the second-hand car mark..i arises because the own"rs d cars 
(po(e1ltialsellers)hav,,betterinformation about their cars than 

the po(ential buyers. In Ol:her words. wh= a car owner decides 

to sell a car, he or she knows whether it is a lemon or a good-­
quaHty car - but a buyercann01: 1ell. 

In this son of mark.,t, car dcal"rs can adopt one of two 

possiblestrategi.,s. Oneistooffcrahighpriceandbuyupall 
the cars in the market, knowing that the lemons will be sold 
on at a 1066. The problem is thac, if the lemons make up a large 

proportion of th" cars in the market, this could generate overall 
lossesforthedealers.Thealtemativ,,istoofferalowprice,and 
justbuyupallthelemonsto sellforscrap. lnthissituation,the 

mark.,tforgocxl-<jualityusedcarsiseffectivelyd.,stroyed - an 
extrem" fonn of mark"t failure! 

Again, the solution may be to tackle th" problem at its 

root, by finding a way to provide information. In the case of 
second-hand cars, some dealers may offer warranties as a way 
of improving th" !low of information about th" qualiry of cars 

The Guardian newspaper in the UK reported on 27 August 
2004 that the pharmaceutical company GlaxoSmithKline had 
beenforc:edtopublishdetail1ofadinicaltrialofoneolits 
leadingantidepressantdrugsfollowingalawsuitthathad 
ac:cusedthecompanyofcoocealingevidencethatthedrug 
couldbeharmfultoc:hildren.Discusstheextenttowhich 
thissituationmayhaveledtoamarketfailurebecauseof 
infotmationproblems 



Firm dominance in a market 
AnO!her form of market failure may occur when a firm or fi rms 

holdsuchastrongpo.sitiOflinamarketthattheycanrnke 
advantageofthesituationattheexpenseofOl:he-rs - .,ither 

their consumers or their suppliers. For example , a firm may be 

abletochargeahigherpriceforit.sprocluctbecauseofthelack 

of effective competitiOfl in the mark...i. This will be discussed 

further in O,apcers 16and 17. 
Market failure also occurs when some elemelll of costs or 

benefits is noc reflected in mark" t prices. These are known as 

e:xternalilies,whicharediscussedinthenextsection. 

Identify the form of market failure associated with each of the 
following 

a lheuseofharddrugs 
b Theprnvi1klnofapoliceofficer. 
c Vacdnationilgainstmeasles. 
d A situation in which a firm cannot easily monitor how hard 

an employee is working 
e A firm with such a dominant pmition in a market that it is 

abletoraisethepriceofitsproduct 

• lnlormationdeficiencycanleadtomarketlailureinother 

situations:forexample,wheresomeparticipant1ina 

market have better information about some aspect(s} of the 

market than others 

• Example1olthisindudehealthc:are,educationandsecond­

handc.ars 

13.2 What is an externality? 

Extcrnality is one of those ugly words invented by economists, 

whichsaysexactlywh3ti1me3ns.ltsimplydescribes3costor3 

benefit Ul3t is =terrutl 10 the market meclumism. 

ll .2Whatisanexternality? II 

other words, there m3y be costs or benefits resulting from 3 

tr3ns3ction that are borne (or enjoyed) by some third pany 

not directly involved in that trnnsaction. This in tum implies 

th3t decisions will not be aligned with the best interests of 

society. 

Forexample.if1hereis3neJementofcosts1hatisnotborne 

by producers. it is likely that 'too much' of the good will be 
produced. WheretherearebenefitsUl3t3renOl:included,itis 

likely that 100 linle will be produced. Luer in the chapter. it will 

be shown th3t this is =3cdy what does happen. Externalities rnn 

affect either demand or supply in 3 market: that is 10 say, tht,,y 

may arise either in consumption or in production 

Consumptionexternality:anextemalitylhatimparnonthe 
c~tion...deofama,ket,whichmaybeeitherposit...,ornegative 

Productionexternality:anextemalitylhatimpac:tsoolhe 
prnduction side of a ma<ke~ whKh may be either pos;tive Of negative 

Jn3pproachingthisropic. beginbytacklingExercise13.4,which 

offers an example of each type of extemality. 

Eachofthefollowingsituatiomdescribesatypeof 
externality. Doesitaffectproductionorconsumption7 
a Afactorysituatedinthecentreofatown,anddosetoa 

residential district, emits toxic fumes through a chimney 
duringitsproductionprocess.Asaresult,residentsliving 
nearbyhavetowashtheirdothesmorefrequently,and 
inrur highermedicalbillsasaresultofbreathinginthe 
fumes. 

b Residentslivingalongamainroadfestoontheirhouses 
withlavishlightsanddecorationsduringmajorlestivals, 
helpingpassers-bytoc.apturethelestivespirit 

Toxic fumes 
Example a in Exercise 13.4 is a n'-'"gative production =temality. 
The factory ._..nuts toxic fumes that impose costs on the residents 

(thirdparties)Hvingnearby,whoincurhigh washingand 

medical bills. The households face C06ts as a result of the 

production activities of the firm. so the firm doe-s nOI: face the 

fullco.stsofitsactivity. 

Thus, the prl,~.11e cosis faced by the producer are lower than 

thesocialcosts:thatis,lheC06tsfacedbysocietyasawhole. 

The producer will take<kcisionsbasedonlyon its private costs, 

An extemality will lead to a form of m3rket failure because. if ignoring the external co;;!~ it imposes on society. From society's 

the cost or benefit is not reflected in market prices, it cannot point of view, socia l co;;ts are the sum of private and external 

be taken into considerntion by all panies to a transaction. In 
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Priv1ttc0fl:acu;tinrulfedbyi1niodividual(fi,morcons,.mer);r; 
piH'tofilsp,odoctionorothefeconomc~ties 

htern,,lc0Jt: ;,c05tlh.at,S ;r;sociated ... rthi1nnjiYidual~(alirmor 
household~)productionorolhefeconomicilct>Vities, whichisborr>e 
by;ithirdparty. 

Soclal cost:thesumofp,ivateandexte<nalc05ts. 

figure 13.1 illuw-:otes this situation undc:r the assumption 

that finm operate in a competitive market (i.e. there Ls na a 
monopoly), Here, D (J,tSB) reptt""11t5 the demand C\lrve. wrnch 
"-a.s characterised in Oi:ipier 5 as ttpreM,ruing the nurginal 

social benefu derived from coruuming a good. In Olher words, 
the demand curv,: rc,preserus comumen' willingness to pay 
for 1he good. and thus reflecl'I their marginal valua1ion of the 

product 

! 
p• 

D(MSB) 

O' o, O...antllype r pe rlod 

Figwt 13.1 Antgilweproduction ~xt,,mahty 

Prodoccnfacemargirulprivate<Xl5l'lgiVenbythclineMK, 
but in fact ITTlfX'('e higher C05lli t1un thi!J on soclery. Thuss 
ttprescnts the supply curve than indudesthc!oeadditional cmrs 

impo5Cd on society. Thi'I may be ttg.trded as being the marginal 
IIOCialcm1(>/SC)ofthe finns'production 

If 1he markC'I is unregulated by the government, firms will 

choose how much to supply on the basis of !he marginal 
(priv-Jte)CO!t 1heyface, shown by MPCin Figutt 13.1. The 
marketequilibriumwillthusbeatquanlitytradedQ,,whcre 

firnu just break even on the marginal unit sold, prkc will be set 

arP, 
This is nOI a good outcome for society, as it is clear that 

thereisadivergenceberwecnthepricelnthemarketandthe 
'true' margin:i.l C05I - in other words, a divergence between 
muginal social benefit and margtrul.l ~l co.st. I! is this 
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di,"Clllenc:e that isat the heart of the market fallure. lhc Wt 
unitofthi!igoodaold imposeshighereosl!ionsocletythanthe 
11Ul8inal benefit derived rrom consuming it. Too much Is being 

produced. 
In fact, the optimum po;,ition is at Q", whe,-c marginal !IOcial 

benefitisequaltomarginalsocialcost. Thiswill bereachcdif 

the price is set equal to (.'lOCial) marginal cost at P-. Less d the 
good will be comumed, but also Jes., pollution will be created, 
andsocietywillbebettel'offthanarQ,. 

Theextentofthewdfarek>Mthatsocietysuffersc:i.nbe 
identified: ii is shown by the sh:.ded 1riangk in Figure 13, 1, f..ach 
unltof o,nputthatisproduced:dx,,.eeQ" imposetacostequal 

to the vertical diMance between MSC and MPC. 'The shaded area 
thusttpttsenuthe difference between marginal social ro5tand 
m:uginalbcnefitovertherangecLoutputbetweentheopcimum 

outpurandthefrce-markC'llevelofoutput. 

Festive lights and decorations 
Ex:implc b in Elcerdse 13.4 is an = ample of a positive 
consumption e:ctemal~y. Residenrs of this street decorate their 

homes in order to share the festival spirit with p,ssers-by. The 
benefit they gain from the decorations (the p rl,.,,tc benefi t) 
spillso>ffandadd,totheenjoymentcLothers(provxling 

externa l bene fit). In other words, the social benefits from the 
ttsidents'deciaiontoprovidefest;,,.edecoration&gobeyondthe 
private enjoyment that they rNrive. 'The ,...c,b l bcnc fil is equal 

tothe&umofprivateandexternalbenefiu. 

Privatebenefit abenefi tincurredbyan;ndMdual(fam a 
comume,)asp;irtofitsproductionorothe.-economicac:tivities. 

hternalbentflt: i1benefi1thati<.r,;ociatedwithaninaivioiJa!'s(a 
hrmorhousehold's)prod.K:tionorolhcr=~·cactM~es, .mich i< 
bomebyatturdp;irty. 

Sotialbenelit: theunofprivilleind exlffllillbtnefus. 

Figure )3.2 illustrates this o.imation. MPB rep=ta the marginal 
private benefits gllinedby residents from the festive decorations; 
butMSBrepresentathefullmarginalsocialbenefitthatthe 

community gains, which is higher than the JtfPB. Residents wm 
provide decorations up to the point Q,, where their marginal 
privatebc,nefit!sjustbalancedbythcmarginalrostofthc 

decor.nion.s. However, ff the full social benc,fits received are 
tahn into account, Q" would be the optimum point: the 

residents cb not provide enough decor for the community to 
reach the optimum. The shaded triangk in Figure 13.2 shows the 
welf.ue lOM: that is, the amount of social benefit forgone if the 

outcome is at Q, instead cL Q". 



Ou1nt1tyollHtlvedecorat1on1 

Figure 1l.2 Apos,tNecons,..rnptonextern~ity 

Positive and normative revisited 
Example b may be 5"Cfl as a reminder of the dininction 

betweffl po,,itive and nonna1ivc analysis. which was imrocluced 
in Oiapcer I. Economlsu would agr« th:n Figure l}.2 ,how, 
the effects d a beodidal consum])fion cxu,mality. However, 

probablynot:e\'Cf}"Onewouldagrcethatthe l.:,vi.shfestive 
decor:i.tion, arc prc,,lding such benef11& ThiJ iJ whe'Je a 
normatU.o, j,uJgen,em comes into pby. h could equally 

be argued that the lavish dcccntions arle un.sightly and 
inappropriate,orth:ittheyconstitu1eadistnaionfordriversand 
are,the,-eforelikdytocauseaccidents.Aftcrall.no1evcryone 

enjoys the garish. 

Di=sion has centred aroood two ellilmples of extema~lies: 
aproduction externalitythathadnegativeelfects, anda 
~tionexternalitythatwasbenelidaltosociety.ln 
fact, there are two other possibilities. Do the following 
affectproductionorconsumption,andaretheypositiveor 
negative? 

c: Afactorythatproduceschemlcals,whichislocatedonthe 
banksofariver,installsanew waterpurificationplantthat 
improvesthequalityofwaterdischargedintother~r.A 
fishfarmlocateddownstreamfindsthatitsproductivity 
increases.andthatithastospendlessonfilteringthe 
water. 

d Fatima enjoys playing her music at high volume late at 
night,inspiteofthefactthatsheli~sinaflatwith 
inadequate sound insulation. The neighbours prefer peace 
andquiet,butcannotescapetheooiseofFatima'smU5ic. 

Water purification 
~,;inEl<O'tiscl.Mlsaprocluctioriexrernal«ylhattia.po,,iti,." 

dfau. The action taken by thcchmucal firm IO p,dy irs".Ncw:aler 
h:.sbendidaldf«ISm thel\sh&nn,"11ichfindilhatD<D!l!iha,-c 

13.2Whatisanexternality? II 

becnl"Cdocrdwithour•havinglakenanyactionwh:,t'IIOeVCr.iooco;:l. 
~findsd>.ll~h:.siospendlcsismfilteringthewioier. 

Figure l .l3show>ithep:,6itionfacinsthechemic:alsfinn. 
It f.aces rd.ativdy high marginal private C06l5 given by MPC. 

How.,.,.,.,., its anions h:i>'~ reduced the C'OSIS faced by the fish 
f:um, .so the '-""Cial' cost of the firm's production anivme!i is 

Jo"-crthanirspriwteC'OSI. Thus,inthiscasemarginalsocial 
CO.sl, shown by MSC in the figure, is lo,,,•er than marginal priwtc 
CO.sl. lbe firm will produce up IO the point "1lerc MPC e<juals 

mar~l!iO<Ulbencfit:thatls,atQ,. 

O(MS8) 

~ Q' Ou•nlltyol chffll[cals 

"'""'"' Figure13.3 Apos,wep,oducuonel<lt1Nlfty 

In thi.s market position, noclce that the marginal benefi t that 
socieryf"CCC'iVHfrorncoruumingtheproductishigherthanthe 
marginal .10Cial CO'lt of producing ii, .so too Jin.le of the produn 

is being consumed for ,society's good. Society ""oold be hen.er 
offatQ*,wherenurginal.t0eialbencfitisequaltomarginal 

social cost. 

Again, the shaded triangle in Figure 1).3 repre5ems the 
exten1ofthe inefficiency: it is given by thcexces.,ofrnarginal 

social benefitovermarginal.90Clalco.st. over the range of 
output between the market outcome and .t0eiety"s optimum 
position 

Loud music 
Example d in Exercise 13.4 i.s a ""8fll(i,e consumpcion cxtcmality. 

Fatima ga.in,benefitfromlisteningtohcrmusicathigh volwne. 
buttheneighbour,alsohearhe'Jmusicandsufferasarcsult. 
Their private benefit i.s reduced by having to hear the music 

"1lenalltheywantispea~andquiet. 
Figure lJ.4 illustr:uesthis. 
lbe siruationcan be interpreted ln terms of the benefits 

that accrue as a resulf of Fatima's consumpcion d loud musk. 

She gains benefir ""shown by the line MPB, "'hich repr=t!i 
marginal priw~ benefi1. However, the aociltl benefit is lower 

th3n this if the ve<ation suffered by the neighbours is taken imo 
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13.3 Examples of 
externalities 

Externalities and the 
environment 
G:Jncnnf0<thecnvironmen1hasbe<:ngrowinginreoen1year5. 

wilh 'green' lobbyiSI groups dnnanding :mention, !Cll1lCtimcs 
throughdemonstra1ionsandproiests.lbcreare101rumydiff=t 

et 0 4 ou1nutyofmusle fuccl'llOlhisqucstionthatitis~dilfkultto~lethe 

Fiiiur-1),, Aneg,,tr.econ,im-.,tonecternahty coreisisue1.Externalitic,,Ueattheheartofmud,ofthcclclxue. 

account,soMSBinFigure!J.4..,,.-e5entS1hemarglnal$0Cial 

benefits from Fatima's l01Jd music. 
fotima will listen to music up to the point where her marginal 

privatebcnefitisjustcqualtothemarginalCO!itofplayingit, 

at Q
4
• HoweVCT, th" optimal position !hat takes the no,ighbours 

imocoruidcrJtioni.owho,r.,margin.1 l $0Cia.lbeno,fiti:lt"qUalto 
marginal COM - at ft. Tom, Fatima pbys 100 mud, ffiU$k for the 

goodof.fOOC'ty 

Externalitlesoccurinawidcvariecyofmarketsituations, and 

constitute an imporrnm oourcc d mantet failure. This means 
that externalities may hinder the achievement o( good l'e$0Urcc, 

allocation from sociely's pttspeaive. The final .9CC!ion o( thi.o 

chapterexplorcs.somo,w:aysinwhlchanempt.5ha""be<:n 
madetomc:asurethel0cial<n1t.Simpollcdbyextemalitiei. Fust, 

t.o,,.·evcr, a number of omcr cn" malitie,i tlut appear in wrious 

p.,ruoltheC'COOOffiywillbcnarnincd 

• Marketscanoperateeffectivelyonlyifallrelevantcostsand 
benefitsaretakenintoaccountinde<ision-makin11 

• Some costs and benefits are external to the man::et 
mechanism, and are thus neglKted, causing a distortion in 
resource allocation. 

• Such extema,l costs and benefits are known as 'externali~s·. 

• El(terna~ties may oa:ur in either production or consumption, 
thereby affecting either demand or supply. 

• Externa6tiesmaybet"itherpoo:tivf'ornegative,butetthf'rway 
resoun:eswi lnotbcopmlally allocatediltheyareprewnt. 

104 

SomedtheiS5ucsareintemation.alinnarure,INCh:uthc 
debate over global wanning. At the heart of thi, concem ls th<, 

way in which emission, of gr.,enhouse gases are said to be 
wanning up the plan<,t. Sea 1.,..,}s are rising and major climate 

change seems imminent. 
Onc,reaK>n whythi!questionis.,spcciaUydifficulttotackk 

istlutactionstakcnbyono,counttycanha""cff«uonothcr 

countrie.5. Scicnti:IU argue tha! the problem is c:aused m:iinly 

by pollution created by transport and indu51ry,.,spcciallyin 
therichercountricsofthc,,,orkl How.,,,er,poorercountric5 

suffttthcconsequcnccs:u;wdl,cspeciallycountriessuchas 
Brngladem. where much of the land is low 1)-ing and pcalC io 

"""""' flooding - io(k,cd, two-!hirds o( the counuy was under 
waterduring1heflood,of200l. 

ln prindple,thisisv<,rysimilarlOexample " inExcrdsc 
IJ.4:iti:lancxamplcofanegativeproductionextemality.in 

which the nation, C'Jusing most d die damag" fa«: only part 
ofthecostscauscdbythdrlifestylesandproductionp~ 
1he inevitable result in an unregulated marke1 is that too much 

pollution is produced. 
When extcrnal~ic, crea international bard.ff in this way, the 

proo!Nnc:mbctaddcdontythroughinlernationaloooperation. 

For example, al the Kyoto World dimate Summit held in Japan in 
19'}7. almoM e\'et)' devdoped nation agreed lO rut greenhouse 8'"" 
emi:l.'lions by~ by 2010. (The USA, the largest em~1er of earboo 
dioxide,wi1hdrewfrom!heagrn,lllCfllin":uiy200l.f.,;,ringthe 
coruccr-icncesdsuchare$trictionontheUScconomy.) 

Global wanning is not the only example d international 

externalicyeffecl'I.Scandinaviancoumrieshavesufferedfrom 
acidraineauscd by pollution in oth<,r European countries. 
including the UK. Forestfiresleftioburnin Indonesia tw.ve 

causcdairpoUu!ioninneighbouringSingapore, 
Another cnvironmcnul is.sue conc<,rns rivers. Some of th<, 

big river, of the world, such as the Nile in Africa, pass through 

scv<,r.,] eoumrics on rhdr way to th" ~. For Egypl. through 
which thcrivernin,atrh.,.,ndofitsjourn.,y, the Nil<, is 
cruciail for 1he li""lihood of the =-Y· If eoumries furth<,r 

upstreamwere1oincreasc theirusago,oftheriver,perhap1 
throughnewirriga tlonprofecu,1hiseouldhavedisaS1roo1 



effects on Egypt. Again, the actions of one set of economic 
agentswouldbehavingdamagingeffectsonothers,andthes,, 
effects would not be reflected in market prices, in the sense 

thattheupstreamcountrieswouldnothavetofacethefull 

Partoftheproblemherecanbetracedbacktothedifficulty 

of enforcing property rights. lfthecountriesimposingthe 
costscouldbeforcedtomakeappropriatcpaymentfortheir 
actions. thiswouldhelptobringthecostsbackwithinthe 
market mechan"sm. S :ha process· known ·n econom·cs as 

"intemalisingtheexternality',andwillbeexaminedlaterinthis 
chapter. 

Concern has also been expressed about the loss of 
biodimrsity, a word that is shorthand for 'biological d iv...rsity' . 
The issue here is that when a section of rainforest is cleared to 

plant soya, or for timber, it is possible that species of plants. 
insects or animals whose existence is not even known at present 
may be wiped out. Many modern medicines are based on 

chemicalsthatoccurnaruraUy inthewild. By eradicating species 
beforetheyhavebeendiocov.......d,pos.sibleseientificadvances 
will be forgone. Norice that when it comes to measuring the 

valueofwhatisbeingdestroyed.biodiversityoffersparticular 
challenges - namely. the problem of puning a value on 
scmething that might not even be there! 

Externalities and transport 
Cities in many parts of the world, such as Singapore and London. 
hav... been anempting to tackle traffic congestion. When traffic on 
therow:lsreachesacertainvolume,congestionimposesheavy 

costs on road users. This is anorher example of an extemality. 
Figure}3.5illustratesthesituation. 

Figure1l.5Trafficcongestinn 

D (MSB) 

o· 0. Numbero!Journeys 
per period 

SupposethatD(.JISB)representsthedemandcurv...forcar 

journeys along a particular stretch of road. When deciding 
whetherornottoundertakeajourney,driverswillbalance 

ll.3Examplesofexternalities ll 

the marginal benefit gained from making the journey against 
the marginal cost that they face. This is given by MPC - the 
marginal private cost of undertaking journeys. When the road 

iscongested,amotoristwhodecidestoundertakethejourney 
adds to the congestion, :,nd slows the traffic. The MPC curve 

incorporatesthecosttothemowrist ofjoiningacongested 

road.andthechosennumberofjourneyswillbeatQ, 
Howev...r, in adding to the congestion the mororist not o nly 

suffers the costs of congestion, but also imposes some marginal 

increase incostsonallotherusers of the road, as everyone 
suffersfromtheslowerjourneysresultingfromtheextra 
congestion. Thus, the marginal social costs (MSC) of undertaking 

journeysarehigherthanthecostfacedbyanyindividual 
motorist. MSC is therefore higher than MPC. Society would be 
better off with lower congestion: that is, with the number of 

journeys undertaken being limited to Q' , where marginal social 
benefitequalsmarginalsocialcost. 

Externalities and health 
Healthcareisa sectorinwhichthereisoftenpublicprovision, 

or at least some state intervention in support of the health 
services. However, in many countries public provision of 
healthcare is augmented with private healthcare, and the use 

ofprivatehealthinsurancesehemesisontheincrease.Again, 
externalities canhelptoexplainwhythereshouldbeaneedfor 
government to intervene. 

Considerthecaseofvaccinationagainstadiseasesuchas 
measles. Suppose an individual isconsideringwhetherornorto 
be vaccinated. Being vaccinated ....ducesthe probability of that 

individualcontractingthedisease,sotherearepalpablepotential 
benefits. However,thesebenefitsmustbebalancedagainst 
the costs. There may be a direct charge for the vaccine; scme 

individuals may have 3 phobia against needles; or they may be 
concerned about possible side-effects. Individuals will opt to be 
vaccinatedonlyifthemarginalexpectedbenefit tothemisat 

leastaslargeasthemarginalcost 

tnd;,mlual,ba!ancetf>ebeoefttsagainstthecostsbefo,edeci<ingwhethl'f 
tohavethemeaslesvac:cinatioo 
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From society's point of view, however, there are poientfal 

benefitstll3! individualswillmxtakeintoaccount. Afterall. if 
theydocomracrmea.sles,thereisachanceoftheirpas.singiton 

roothers.Jn~d,iflotsofpeopledecidenOltobevaccinated, 

there is the possibility of a widespread epidemic, which would 

becostlyanddamagingtomany. 

producrive, and this helps to explain why you can expec! 

higher lifetime earnings than someone who chooses not to 

demand education. 

Whacdoessocietygetoutofthis?Evidencesuggeststhat, 

not only does education improve producrivity, but a group of 

educated workers cooperating with each other becomes even 

more productive. This is an externality effect, as it depends upon 
interacrionbetweeneducatedworkers - buteachindividual 

perceivesonlytheindividualbenefit,andnOlthebenefitsof 

cooperation 

Jnotherwords,whenyoudecideroundenakeeducation, 

you do soon the basis of the expected private benefits that you 

hope to gain from education. However, you do mx take into 

account the additional benefits through cooperation that society 

will reap. So here is another example of a positive consumption 

externality. 

Externalities and tourism 
As international transport has become easier and cheaper. mor,, 

people are wanting to travel to new and different destinations 

figure13.6Vacciriation 

Quantity ol vaccinations For less developed countries, this offers an opportunity to earn 

much-needed foreign exchange. 

Figur,,IJ.6Ulustratesthispoint. 

The previous paragraph argues that the social benefits to 

society of having people vaccinated against measles exceed the 

privatebenefitsthatwillbeperceivedbyindividuals, sothat 

marginalsocialbenefitsexc,,edmarginalprivatebenefits. Private 

individualswUJch0116etobalancemarginalprivatebenefit 

against marginal private cost al Q,, whereas society would prefer 

more people to be vaccinated at Q'. This parallels the discussion 

ofapruitiveconsump1ionexternality. 

Externalities and education 
As you are reading this textbnok, it is reasonably safe to 

assume that you are following a course in economics. You have 

decided to demand education. This is yet anOlher area in which 

externalities may be important. 

When you decided to take A-levels (including economics), 

there wereprobablyanumberoffactors thatinOuenced 

your decision. Perhaps you intend to demand even more 

education in the future, byproceedingtosrndyatuniversity 

Pan of your decision process probably takes into account the 

fact that education improves your future earnings potential. 

Your =pecred lifetime earnings depend in part upon the 

level of educational qualifications that you attain. Research 

has shown that, on average, graduates earn more during 

their lifetimes than non-graduates. This is panly because 

there isaproductivityeffecr: by becoming educated, you 

cultivate a range of skills that in later life will make you more 
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There has been some criticism of this. The building of 

luxury hoiels in the midst of the poveny that characterises 

manylessdevelopedcountriesissaidtohavedamagingeffects 

on the local population byemphasisingdifferencesinliving 

standards 

LuxuryhotelsinmidstofpamtyinGuja,at,lndia 

However, construcring the infrastructure that tourists need may 

have beneficial effects on the domestic economy. Improved 

roads and communication systems can benefit local businesses. 

This effect can be interpreted as an externality. in the sense that 

the local firms wUJ face lower costs as a result of the facilities 

provided forthetouristsecror. 



• Extema~lits ari~ in maoy aspectS of e<:onomic life 

• UMronmental issues are especially prone to externality effects, 
a5market pricesdonotalwaysncorporateenworvr,ental 
Mlles, tspt'Ciallywherepropertyrightsare not~ 

• Congtstionontheroadscan beSttna5aformafextemality. 

• Extema~liesalsoarisein theareasafhealthcareprOYision 
andeo.Jeation,whereindivi~donotatwaysperceivethe 
ful!scx:ialbeoefitsthatarise . 

13.4 Social cost-benefit 
analysis 

1lx-irnpo,t:,nct"dextffil:llitie!linrcgardtoenvironrni,nmland 
o<her ;~ mean., that it i., ,:specially important to be aware d 
exiemalities when tiking decisions that are Jikdy to affect the 

environmem. Thi.,i.,especiallylmportantfor~projects 
1hatc:mha~fur-reachingclfectsonthce«>nomy,suchaslhe 
cons1ruc1iondanewdamora majorrood.t:,,,iildingproject. If good 

derisions are iobe taken, it is audal tobe abk IOmrasure the 
e :uemal OOQ.S and benefit., that are associated wid, tha.t dNwons. 

ihis...,ggc5t11hatint:okingsuc:h~,itisimport:mttobe 

ableioweigh uptheecasandbcncfiuda.sd>emt. lfitturruout 
tha1thebeneficsexoeedtheC06U.lmigh1bethough1appropri3te 
to go ahead H"""'eYer, in V21uing the C05l.s and thr l;ft,,elit.,, ~ is 

dearlyimpon:am1oindude-es1ima1efor1heextemalit~s 
involvnlinorderthatthedecislonc;;inbebu,e,donallrdewru 
bcton. In at..r woo:15, it;,. impomnt ioW<e a 'long and WKk view' 

andnof10focus100narro,,,1yonpurdyfirw>dalcootsandbcncfi15. 
A further compliouion is that with nu.ny ouch ..chen,e,, thr 

cwtsandbeneliL'lwillbespreadoot=alongperiodoftime, 
and it i., impottam 10 come IO a reasonable balance between the 
imeresu,ofpre.semandfuturegencration, 

Soclal cosl-bcn<.fit"rndrslsls a procedureforbringing 
togethertheinform:.1ionneededtom:.keappropriatededsions 
=suchbrge-scaleschemes.TI1isentailsasequencedkeystep,. 

ll.4Socialcost-benefitanalysis -

1 lckmifyrdev:imcosuandbenefits 
n.., lim Mep is 10 identify a!! relevant C051s and benefits. This 
necdsiocoverall ofthedirectcosuofthe pr1*ct. n.e_.., 
c:rnprobablybeideniifiedrcl:rtivclye:uily,andiodudethr 

productioneoo1s,laboureoo1sand so on.. 
ll><,indirecteoo1s alsonecdtobeldcntified,andthisi!lwherr 

externali!yeffecunecdiobecoruidercd. Forcnmple,in 
con5fflK.1.ingacbmaao,ssariver,therearethevi:<ibl,edirecr 

eosllithat arcinevitablymtailcdin &uch a largeengineering 
pro;e,a. Buttherearealsotheindirect('O;!.(S-i.e. the 
oppo,tunif)'COSIS. How,rumypeopleandbusine,,,c,,"'"illbe 
uproofed by the project. and how much Land that oould have 

bttn used for agricul!ure wlD be flooded as a =ult of the new 

dam' Similarly, in a road-bu~ding scheme, it Is important to 

thinkintenruOOlonlydtheC05l.sofoonstniction,butalsoof 

the oppomuiity C05t - how cl_.., could the Land being u.ed for 
the road have been wed/ How will lhe increa,e in traffic affect 
thequalityoflifeenjoyedbylocalresldents?Fore,:ample.they 

may suffer from noise from the traffic using the road. or from 
thetrafficfumes.Similar1y.directandlndirectbenefit5needto 
be identified. The dam may bring benefits in term., of hydro­

electric power, or inigation for crop!l, A new road may increase 
theefficiencydtr:msportation.andredueecostsforlirms. 

2 Valuation 

If the C051s and bencl'iu are 10 be compared. they all need IO 

begivenamonetaryvaluation. ltis!ikdythatsonw:dthern 
willbei1etru1ha1haveamarlcctpriceattachedtothern. For 

thrse • ..,.Juatiooi.500laprobk:m.lfowever.forexternalities. 
or for <>1her indirect costs and benefits without a market 
..,.Jw,tioo, ii i., nea:Mary IO establish a shOOow prk:~ - an 

eslimateofthemonet:oryvalueofeachitcm. NO!iceth:uthis 
c:u, bequitedifficult,a.saomeofthe external costs m:iy be 
elwi,-e,especiallyiftheimpactiaonthequ;ilityoflife. rathrr 

than on me:uureableproductionlOM. 
3 Discountingtheforure 

It i., also important 10 recogn~ that C051s and bemfiL'I that will 

llowfromthepro;e,aa1-pointinthefuturcnee<ltobe 
expressedintermsdtheirva!uc inthepresent.From!Oday', 

l"""'pective, a benefit that;,. immedilite ls more valuable 1han 
one that will only become relevant In 20 years' time. Jn order 
1oincorpor:11ethisr>01ionintothccalcula1iom,weneedm 

dlscount thefutureatanapproprilitc rate,andcalcula1e1he 
ncl pn,senlvalu~·ofthcfuture5treamofcost5andbenefits 
associatedwiththeprojectunderconsider-,tion.Noticethata 

govemmenttakingdeci5ion5onbehalfoffuturegcnerations 
may choo.se a higher di.KOUnt rate than consumers who prefer 
ioenjoybenefitoinlhcpre..ent.Equally,agovemmentthat 

j5feelingvuln<"rablem:1yprdertoprovidelx-nefitsinthe 
presemiopersuadctheelectorate.ratherthantakingdecisions 
that will 00lbearfrui!.umilthedi.5tantfi.uurc. ln<>1herworct., 

thercm:iybe a pol itk.i! backdrop to take- into account 
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IEJ Externalitiesandcost-benefitanalysis 

Shadow price: an estimate of the monetary value of an item that 
doesnotca,ryam.rletprice 

Oiscount aproc:ess"herebythefvturevaluatoonofac05l!lfbenefitis 
re<Lced(cliscount..Jlinordet-topr!Mdeanestimateofilspresentvalue 

Netpresentvalue:theestimatedvalueinthenmenttime periodof 
thecliscountedfuturenetbenefitolaprojP<I 

The decision-making process 
lf it is possible to ideotify all the private and external costs d a 
projea,toplaa,amon.etaryvaluationoneachofthemandto 
choose-anappropriatediscouotrate,thenthereisaframework 
for taking dedsions about a projea. The bottom line is whether 
thetomlsocialbenefitsexpeetedtoarisefromaprojectoutweigh 
the social costs. 

This may sound straightforward, but it is imponaot to =rnber 
all the assump1ions on which such decisions would be based. In 
particular,thevaluatioosmadeofthevariouselementsofbenefits 
andcostsmaybe=n.sideredtobeatleastpaniallysubjective,and 
different members of society may take differeot views of what is an 
appropriate discoum rate. However. this does no1 mean that social 
cost-benefit aoalysis is unhelpful. For example, a goveroment may 
be choosing between a range of different development projecrs. By 
usiogconsistemassumptionsiovaluationanddiscountratesaCTOSS 
theprojects,itmaybepossibletoprodu«-acoherentrrmking 
of alternative projects. and thus identify the project that would 
produa,thehighestbenefit---costrntio. 

Examination questions 

5upposethereisaproposaltoconstructaoewindustrialestate 
closetowhereyoolive.ldentifythecostsandbenefitsofthe 
scheme,iodudingdirectcostsandbenefitsandnotforgetting 
externalities. Discuss how you could bring these components 
togethertoaoalysetheOYerallnetbenefitoftheproject 

• Anumberofapproacheshavebeenproposedtomeasure 
externalities. Measurement may enable a social (OSI-benefit 
analy!.istobemadeofprojectsinvolvingasubstantial 
extemalityelement. 

• Thefir1tstepistoidentifyalldirectandindirect{privateand 
external}benefitsandco1tsofaproject. 

• Eochcomponentmustthenbevalued 

• An appropriate discount rate need1to be applied to those 
benefitsandcoststhatwillariseinthefuture 

• Theprojectwiththehighestratioofbenefitstocostsi1 
likelytobetheone that is most beneficial forrnciety. 

1 The government in Namibia stated that electricity prices 4 The diamond market 
should cOYer cost and should also be bao;ed on the The world diamond market was badly hit by the start 
principle of allocative efficienc.y. Discu1s whether this of the global economic slowdown in 2008. Mines were 
approach to pricing um be 1upported in theory. [25] shut in Southern Africa and Canada, diamond cutters and 

Cambridge AS and A Level fconomics 9708. Paper 4. 02. ~~ 

2 Economi1tstalkabouttheneedforre1ourcestobeused 
efficiently.ExplainwhattheymeanbythisanddiKu1s 
whetheritispossibleinpracticetoochievesu(h 
efficienc.y. [25] 

CambridgeASandALeve!Economics97D8.Pape,43.Q7. 
November2011 

3 a Explainthemarketfailurewhicharisesfromthe 
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characteri1tics ofpublicgoods (8] 

b Discusswhethertheuseofcost- benefitanaly!.ishelpsto 
improve economic decision-making 

[12] 

Cambridge AS and A Levei Economics 9708. Paper 2. 03. 
November2008 

polisherslosttheirjobsinlndiaandretailjewellerswent 
oot of business in the US. One 1mall piece of good news 
for the diamond industry was the decision of New York~ 
governmentnottointroduc:eaplanned5%luxurytaxon 
jewellery and watche1 priced OYer $20000 in its 2009-2010 
budget 

Figure 1 shows the monthly price indices for three sizes 
of diamond {0.5, 3.0 and 4.0 carat1} from October 2006 to 
December2008 

Diamond mining has a controver!.ial history. Mines are 
expensivetooperateandhavebeenassociatedwithlow 
pay for worker1 and appalling working conditions. In Africa 
diamondshavefinancedcivilwars.lnCanada'sNorthWest 
Territoriesmininghasbeenheldresponsiblefordamageto 
the habitat of wildl ife 



o+--~~~~~~~~~~ 
,,_<!><.f',S,. ,S,.r:,'\ ,s,. ,s,. ,s,. <!/'c:,'b<!J, ,!/>,S, <!/' 

c;y "'~ ,!- '§>,:.'f"Q,of><f'V<,_~ ~~ sf 'f"Q,r:YQ,j, 

Soum,IOEXOnlineP.esearch 

figure 1 Diamond price ir.dic:1'5, October 2006----0ecember 2008 
(basemonthforeadiiridexJuly2004 - 100) 

Examinationquestions ll 

a Comparethepricebehaviourofthethrees.izesof 
diamond between July 2004 and December 2008 [3] 

b Explaintwopossibleinfluencesonthedemandfor 
diamonds. [4] 

c Show, with the help of a diagram, how the introduction 
ofthe5%luxurytaxwouldhaveaffectedthesupplyof 
diamonds [4] 

d Us.inganexamplefromthedata,explainthemeaning 
of external cost [3] 

e Discuss how well diamonds might serve as money if 
peopleloseronfidenceinpapercurrenc.y. [6] 

CambndgeASandAlevelEconomics9708, 
Pape,21,Q1,NOYember2011 
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A Level 
Part 2: The price system and the m1croeconomy 

14 Marginal utility and 
consumer choice 

Chapter 2 ~plained rhe nan.ire of demand as part of the 
basis for the demand and supply model. This chapter 
6tends that analysis by lntroduclnr; the notion of 
marginal utility and uslnr; this to add to your 
understandinr; of the demand curve. The consumer's 
budget line is Introduced, and there is some discussion 
of how III consumer's reaction to a change in the price of 
a good can be broken down Into two separate effects -
theincome e ffectandthe substltutloneffect. 

Learning outcomes 
Afte r studyingthls cha pter, yo u should: 
• be lamiiar with the concepts of total and marginal utility 
• undmtand the law of diminishing margnill utility and 

what this reveals about the nature of the demand cuve 
• be ;mare of i~nceofthe equi-margnal principle 
• be familiar with the limitations of marginal utility theory 
. undmtandthenatureofaconsumer'sbudgetWne 
. undmtandthenotionofanindividual'sindifferencecur-..e 
• be able to identify a consumer's choice point to maximise 

• :l~~iarwiththe income and substitvtion effects::Jf a 
pncechaoge. 

14.1 Marginal utility 
theory 

EconornstsrefHtotheullLtyofagood,w,thscne.howln\lOI 
~bsfadlaiyour«fffl!fromconunongichocol,tebllr 

H:i.ving coruurn«I ~ dtocobre bar. yoo arc oow offncd a 
second,.,,t,ichyouabocoruume,1histimerc,cciving26util5of 

utility. Y01Jprohablyget leMutiliryfromthe5«0lldbar$mply 

bccau""you havcalrcadyhadK"mC chocolate-andtheln()tt" 
chocolate ban, you"""· the les, utility you arc likely to get from the 

additional bar. No!ke here that 1he valuatlon of the util ity rcf=i 

to theadditionalsatisfactiontha!isgainedfromd>e5«<Xldhir. 4' 
This is therefore known as the ,m,l')J.l n a l ulllh y from consuming 

an additional chocolate bar. l~d. 1hcre will cane a time wh" n 
you have eaten oo much ehocobte d1at you ainnOI faoe eating any 

more,asyouknowyouwouldbeUI. Table14.l5how, du, 

Supp<>R" you could mea11urc the satisfaction that you derive from marginal utility that Majida gains from consuming chocolate hm. 

consumingagoodlfotexample,con5idcrthec,.scdchocolare 
baffi. Consuming a chocolate bar gives you a etnain amoum d 
sati.sb.ction - which economisu often refer IO as utilit y in this 
comext. Imagine that it is possible 10 put a numerical value on 

this utility. and for the sake of argument that the utility you get Marginal utility. the additional utilitygiinedfrcm consurringan 
from consuming a chorob!e bar is :,0 ·utils', this bdng the unit exlr• unit of •gooda-ser,ice. 

in which inilityismcasured. '---------------_/ 
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T•ba.14.1 Ubhtylromchoo::il.te 

Numb.rofb.r1 Marginalutility(utlh) 

In !his exampl<", the sixth diocobtt bar gives nos:nisfaction lO 

1,bjida, who has alttady had enough chocolate for the day. 

This idea that th.- IIXltt d a good you consume, th.- l<"M 

additionalpleaS\lf<')")llgetfromth.-C"xt:raunitditi.,lmo,,,TI:u 

thC' b w of d iminish.Ing marginal utili ty. It i., a 'bw' bfi.iuSC" 

ithasbcenfoundrobcuniv<"rsaUyttue. !fyouk~pconsuming 

more d !IOlllething, you get le-ss additional satl.'lfuctioo from <'Xfra 

unit5. Figure 14.1 plOl:sthemarginalutUity.,.Jluesooa graph. 

Thclawofdiminishingmarginalutility<.'flsurcsthartheMUcu!Vl"" 
is downward sloping. 

Fi~14.1Amar~utihtyrurve 

lfitwererea llypoosibleromeasuresatisfactioo In this way, it 

wouldal-'ObcpoMiblctocakubt<'lhelO(a)u1il~y1hatMajida 

~ves from coruuming ehoeol:i.tt bar1. For inst:1~. if she 

consumes fWO ban. st... gets 30 + 26 • 56 utils. lf she hu a third 

bar,her10W/1<1i/itywouldbcnutik 

1"herclatioo.shipbc1w=n·1oo,J"and'rruuginal'appearsin 

m:iny areas d economic analysis, and it ls good to be clear 

about it. The 'margin:1.J' value is cakulat<!d a, the ch:mge in the 
'total' , 

14.2 Marginal utilify and demand Ill 
Table 14.2 shows the total utiity that Nal'im obtains from 
consuming a good. Calculate the marginal utility at each leYel. 

Tabl• 14.2 N,1,zim~totajutil~ylmmgoodX 

UnitsofX Totalutility(11til1) 

10 

27 

34 

49 

Draw the MU cu!W! on a diagram. 

14.2 Marginal utility and 
demand 

If marginal utility "'ere measur..d in terms d money, then th.­
M U C\ln'C' woold become a Jl'C'1'"'0fl's demand curve. ~r 

Figure 1•.2. ThC'quamityofthC'gocxlQ"pro\'idesthisindividua! 

with marginal utility of MU". If the pri«c of the good were high,,r 

than MU", then the individual would nOI: buy Q" of the gocxl. as 

thepriceexce<!ds hi.'l.,.J luation.OntheOl:herhand,ifpricewcre 

to be S(.'t lower than MIJ', then the individual would be prepared 
to buy more than Q", as the marginal mmry would be higher 

thantheaskingprice. Anotherwayofputtingthi!:istosaytha! 

the consumer will purch.ue the good up ro the point where the 

price is equal to the marginal utility gain..d from consuming !he 
good. Of course, a similar argument applies at each poim aloog 

the MU curve, 90 this is indeed the individual's demand Cl.If\'<' 

when utility is mea.,ured in money term.s. 
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m Marginal utility and consumer choice 

Q,aiffly 

The previous discussion of the demand curve emphasised 
thattheeurve.'ihowstherelation.'ihipbctweenthequamity 
demanded d a good and its price, ceteris paribus. ln other 

words, it focused on the relationship between demand and price, 
holding other influence,, on ckmand oons(ant. ThiJ argument 

also applies in !his ea..,. Changes in the prkeofahergoods, in 
consumer ineomcs or in preference~ would all affect the pa;;ition 
of the demand (MlJ) cur,.-.,. 

This highlighu the fact that deci$K)n$ about the consumption 
o f one good are interconnected with dcci5K)n$ being made 
about other goods. If a consumer d ~ 10 con.,ume more 

o f one good. that means there is le5.'1 income available 
to be spent on other goods. Furthermore, a decision to 
consume more of one good will affect the con,umption of 

complementary and substitute goods. So rather than focusing 
o n a consumer's deci,iOfls about the demand for a single 
good, it ls al so nc,ce....ary to consider the demand for a bundle 

o f goods and se rvice,,, and how a consumer can urive at a 
joint decision. 

The equi-marginal principle 
Tokeepthing.,&imple,con.sideranindividualchooslnga 
combinaiion of 1"',o goods. X and Y. The individual gain'i utility 

from each good. and ..,i,; out to maximi$C the utility received 
from consumpi:ion d both. The quantity chosen done good 
affecuthedemandfortheother, givenalimiledbudgettospend 

on the item.1. TherdOtt", it is no1: a simple question d setting 
marginal utility equal to price , a, the decision on one good 
affect.sthepo;5itioodtheJfU ct1rveforthe01hergoodbecause 

ofthe!inkagelivoughthebudget:constr:aml, 
It IUmli out that the best a consumer can do is tocauurne the 

two goods at the point where the ratio d the marginal utilities 

of thetwogood.1isequa.lto then11iooftheir pri,:es. [n01her 
words.thisis"'·here: 
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1rus is known as the cqul-marglnal prlnclpk. [t deKfibc5 
the conditions under which a consumer will maximi$C his or 
herutility . lnprinciple. thiscanbeextendedtothc ca5ewhcrc 

consurnersaredlOOISingbetwcenmanygoodsandseivices. 

Limitations of marginal utility 
theory 
The marginal utility appn:-:h provides in,ights into coruumer 
bchaviour,butithasit., limitations.First , utility is nOIIIOmething 

thatcan bemeasured:there isnoobjectivc way ofvaluingutility, 
which will vm)' from individual to individual. In other words, 

becauseeachconsumerisdifferentandhasdifferentpreferences. 

it is impo&5ible to compare utility between individuals. One 
person may gain different util ~ from $1 than another, and there 
is no way d comparins their utility values. This docs noc mean 

that the analysis is unhelpful - but ii IJIU5I be recognised that ~ 
arelimit:nionswhen i1 comc.sto puttingthethe<xyinto praaiee. 
Forexample.itmaybediffkuhtothinkdagg:regatingacrou 

individual consumers in on:le-r 10 build a market demand curve for 
a 8(l0(!. However, it wil! be .t,o,.TI that there are IIOllle impottam 

insight,; to be gained from pushing this anal)"'is a bil further. 
It is alro diffieult to conceive of the marginal utility approach 

whenthe analysis needstobeextended tomultiplcgood!and 

•ervice•, so that the many imeractions between the demand for 
one good and the demand for another need to be taken into 
aocouru. One way of making some sense of this would be to 

considertheconsumer'schoicea,,beingbetwcen theutility 
gained from one good and the utilily gained from all other goods 
considered together. Hov,,ever, le'! us :a1urne that a consumer is 

choo..in.g between 1"''0 goodt. 

The budget line 
SupposethatAbdulhas$1.20tospend, andwantsto splithiJ 
purchaJC's bet,vecn apples (which are 20c each) and cola (which 

is 40c per bocde). He c-~n chcose to spend the whole amount 

on apples. or on cola - or can buy JOme d .-ach. Given these 
price,,, h., could buy six apples or three boole.. of cola. The 
posaibilities are lhown as the budget line in Figure 14,3. Th is 

connect:! the combinatioM dapples and col.a that Abdul could 
purch-. For example, he could buy four apples and one bottle 
of cola, u matked oo the figure. One way d interpreting the 

budget line is a, the boundary showing the combinations of 
apples and cola tha1Abdulcrnafford - heC01Jldnol: chooee 10 
consume beyond the budget line 



Fig..,..14.3 Abdul~ budget line 

The indifference curve 
Jn ordcrtoana!y,e Abdul's choice betw..-en apples and<:Ob, 
sane way Is r>ecdcd to show his preferences m the diagr:,.m. 
This can be done using Ind ifferen ce a , ... ..,~. An lndiffettnce 

curvesho,,.·sthc \l:lriou.5combin3tioruolapplcsandcob th,11 

g;veAbdulcqual,..tisf:oction - tharill,~Jutlliry.The,eare 
downward-.,loping, bra,.,.,,e Abdul c:m tr.1de off the satisfaction 

received from on<' d the goods ag::ainSl. llul from the other. In 
odier"'Ofds,if heconsumcsfewerapples,henc,cdstoconsume 

14.lMarginalutilityanddemand -

:·~,···,, .······~:;; 
i /C1 

',~----'-~' --~ - ~-~~~ ...... 
Abdul's choice 
Abdul rannol choof.c 10 be on juS! any of !he curvca, as he ls 
cons1rained by his budget line. However, if the budget line ls 
superimposedonthemapofindifferencecurves,hi.schoice 

canbeidentilied. lhiscanbcseeninfigure 14.5. Titehighest 
indiffen-ncecurvethatAbdulcanreachgiven his budget line 
(Bl)i,IC,- Thebudgetlinejusttouchestheindifferencecurveat 

one poim. where Abdul consumes two bonles ol cola and two 
appl= At any other point along the budget line or below it. he 
would receive lower utility th:>.n this. 'The tangency point at Ais 

his choice point. 

more cola inordertomaintain"'Jualutilil)'. • 3 

8 
i 2 

=-=-'"""'"""'~"""""'"~""'"'""'' ) ~' 
~ comunH. _ o,

0
L---'---- ___:,,.""-----

l'igurel4.4NlOWl<thtt-esuchcurvcs.Considcfthc~ 
JC, This NlOl\1$ th:u Abdul would r«ci~ equal utility from 
consuming IWO bonles <I col.a and two apples as he would from 

three bonlCll of cola and one apple. Similarly, any point along 
1his curvc wouldbe<"quallysatisfactory10Abdul(ifhe could 

consume fnte1kr,5 of bottles or apples). The same argument 
applies to lheothercurvesshowninthcdiagram, butbecau"" 
we assume that Abdul would prder more to less, he would 

maximiseu1Uirybyrc,adiingthehig/>e.5lpo.!lliblecurvcthathe 
canreach. lnolhcrwordshcwouldprefertobcon/C,thanOfl 

JC,.but/Clwouldbcbfflerthanboth. 

....... 
figure14.§ Abdul'schoice 

The effect of a change in budget 
Supf>05"1hatAbdulreceivesanincreaseinhisincome,110lhat 

his budget for spending on these goods increases: for example, 
suppo.5C he found an e:ura 8()c in his pocket .w he now had 
$2 10 spend on these goods. Given !hat !he pritt's of the goods 

remains n before. his budge! line moves ou1. but keeps !he 
s:ime slope as before. This is shown in Figu"' 14.6, where 
the budget line moves from 84, to Bf.,. As a result. Abdul can 

now reach a higher indifferen<T cur,.-., by moving from point 
A to poim B. lle now coruum...s three boldes of eola and four 
apples.lnthisexample,Abdulincr~hillconsumption 

ofbothgoodsasinCOfl}('ri....s,indica1ing!ha1theyareboth 

nom,a/goods. 

"' 
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Figure14.6AchangeinAbdu"sbudget 

This needna1betherase. The indifference curves could be 

such that the change in income causes Alxlul to consume Jess 
ofOlleofthegoods. lnotherwords,Olle ofthegoodscouldbe 
an inF>rior good. These concepis were introduced in Chapter 

2. Figure 14.7iJJustratesthisontheas.sumptionthatAlxlulcan 
cOllsumefractiOllsof bottlesofcola andapples.lnthisexample, 
Alxlul responds to the change in income by consuming more 

apples.butles.scola . 

' Apples 

Figure14.8Afallinthepficeolapples 

N<Xicethatafallinthepriceofappl.,shastwoseparateeffects 
on Alxlul. On the on" hand, there has been a change in th" 
rolath, price of apples and cola, so Alxlul will tend to substitute 

his consumption from the more <,xpensive to the cheaper item 
(i.e. he wiU tend to switch from consuming cola to consuming 
apples). However, there is also a second effect, which is that 

th" fall in the price of apples means that Alxlul has higher real 
income,inthesensethathisbudgetlineisshiftedout.andhis 
choiceset hasexpandcd.Th.,sed'fectswereintroducedbrieOy 

in O,apier2 

ltispos.sibletoidentifythesetwoeffects. Consider Figure 
14.9. Thistime,supposethatthereisanincre:iseinth.,priceof 

appl.,,, shifting the budget line from BJ,, to IJL... Abdul's initial 
choicepoim isatA,andth.,increaseinthepriceofapples 
means that h" can no lOllger reach this point, and thus ends 

up at B. Given the new relative prices. the shadow budget line 
BL' shows the level of income that would have left Abdul at 
hisoriginalutilitylevel - thatis.thiswouldhaveallowedhim 

tore:ich!C,. Theimpactofthepricechangeisthuspartlya 
substitution effect along the indifference curve from A to C, and 

12 partlyanincomeeffectfromCtoB. 

Figure 14.7 A change ir, Abdu"s budget when rn1a i, an inferior good 

A fall in the price of apples 
If there is a fall in the price of apples, Abdul"sbudgetline is 

again affected. Figure 14.8showswhathappenstohisbudgct 
line if the price of apples halves. He can now consume either 
threebottlesofcola(ifhespendshisemirebudgetoncola), 
or12apples.Withthissetofindifference<.,.m-.,s. hischoice 

changes from poim A to point B, and he continues to consume 

two bottles of cola, but now chooses four apples. 
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Apples 

Figure 14.9hc:omear>dsubstitu~ooeffectsnfapfic:echange 



Notice that in chi, '""ample, both apple!- and cola are normal 
goods,andthesubscliutlo n andlncornccffcct wOOC:in 
thesamedir«tion.lnoth<!Twords,wl>entlw:priceofappk,, 
incK'll5Cll,bothincorneandsubstirutioneffecureducethe 

consumption of apples. 
figure 14.10 show• that when apple• are an inferior good, 

the •ub51itutlon and income effects work in oppo.sitc directions. 
Abdul"s tendency to substitute cola for apples (from A to C) i• 

partly dfset by the income effect frcm C to B, a• income falls, 
Abdul tends 10 consume more apple•. 

....... 
Fi ir-r- 14.10 1ncomeandsubwtubon~«uofaprocechangewhen 
i1pplesiN!an1nf....,..good 

lnconM •ffect of • price change: reflects the way th.it ii chan'}I' ;n 
the price of ii good affects purchasing powe, (rNI ;ncome) 

Subs11t11doneff«tofa pric.ecNlfllle: reffectsthew11-1thilta 
ch~inthepriceofagood affect.relatiwprices 

Do consumers always act 
rationally? 
Marginal utility theory rests on the crucial assurnpdon that 
oonsurnel"!I act rationally in takingdedsioos about their•pending 
and consurnpcion by ... ning out to maximise their utility. Recent 
adv-Jnces in bd1a\"lour:1l cco nom.ks suggest thal thi, is not 
alw:.ysthecasc. 

Thi,br.incholeconornicanalysi,recognisesthatthe 
psychology d hum:ui decision making is more complex than 
thesirnpledesiretomnlmisoe-u1ility. PeopledonOlalw:.ysfocus 
on purely cconornk influences, but m.,y act on impulse. or in 

response 10 their fedings. Thi.1 can lead them to take decisions 
abouttheir:ipendingthatcannocbeexplain.cdonlybyutiliry 
maxirnisadon. Porexample, they may make charitable donations 

14.lMarginalutilityanddemand -

or may pun:ha.,e more of"°""'~ than would be dictated by 
rational cconomk behaviour. perhaps because there ""CfC seen 
tobe;spccialoffcrsavallable. 

lncreasingly.behaviouraleconomlslsareusingexperimental 
situalioru to discoYCT more about how people react in situalioru 
ofrisk:mdhowthcirapcndingbeh.i.viourisinflucncedby 
impu~andinresponsetoS1irnuliThisanalysi1is p01cntiaUy 
valuableiofirrns, lftheyanW>der:standwhatinducespeople 
tobeha.-cincertainways,theymaybeableioinfluence•heir 

spending. 

Supposethat.lefVliferisallocatingheravailablebudget 
between two goods . Using a diagram, explain the impact of 
an inaease Jn the price of one of the good;, distinguishing 
betweenthelncomeandsubslitutioneffects . 

• Theequl-marginalprincipleshowsthatan individual'sutility 
is maximised where the rat io of the margi~ utiWties of two 
goods is equal to the ratio of their~. 

• The budget ~ne shOW'i the combination of goods that an 
individualcanconsumegiventheamountavailabletospend 
ardthepricesofthegoods 

• An indifference CVNf maps the preferences of a consi.mer 
bet\,~entm:,goods 

• Utility from consuming two goods is maximised where an 
indifferencecuMisatatangenttothebudgetllr.e. 

. Theelfectsofaprice<:hangecanbedividedintoanincome 
effectandasubstitutioneffect 



A Level 
Part 2: The price system and the m1croeconomy 

15 Firms and how they operate 

Firms play a central role in the operation of markeu. 
This chapter introduces the theory of the firm by 
examining some of the key concepU that are needed 
for this important part of economic analysis. The 

discussion will explore the relationship between costs­
and production, and how firms may act to maximise 
profit. 

Learning outcomes 
After studyingthis chapte r, youshould: 
• be aware of the reason forthebirth of firms, and the desire 

for their growth 
• befamiliarwithshort-andlong-runcostcurvesand their 

characteristics 
e under:standthe1ignifkanc:eofeconomiesofsc:ale inthe I • ~::e~~~f the growth of firms 

\...'.::'.::.;:s ~ ~i:~'. ~::i::ion motP/e and its 

15.1 The nature of firms 

What is a firm? 
One way of answering this qu.,stion is to say th3t firms exisl in 

orderto org:miseproduction:theybringtogethervariousfacrors 
ofproduction, andorganisetheproducrion processinorderto 

producc,outpu t. 
There are various form., that the org:, nisatiOfl of a finn can 

rnke.Perhapsthesimplestisthatof soleproprielor,inwhkh 

the owner d the finn also runs the finn. Examples are an 
indepcndentshop.hairdresserortaxidriver,wheretheowneris 
liableforthedebisoftheenterprise,butalsogetsrokeepany 

prcitts. 
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The<1NnernfanindependentshopinMauritiusisliablel0<thedebtsbut 
isabletnkeeptf>eprnfit,; 

In some professions, firrn.s are operated on a pannersbip 00.Sis. 
Examples here are doctors', dentists' and solicitors' pracrkes 
Profits are shared between the parmers, as are debis, acrording 

to the contracr drawn up between them. Some nOfl-professiOflal 
enterprises , such as some builders and hardware stores , also 
operate in this way. 

Private joint-stockcompm,ies are owned by sha,.,holders, 

each of whom has contributed funds to the business by buying 
shar<,s. However, each shareholder"s responsibility for the debts 

ofthecompanyislimitedtotheamountheorshepaidfor 
the shares. Profitsaredistributedtoshareholdersasdividends. 
The shares in a private company of this kind a"' nOI: traded on 

thestock=change, andthefirmstendtobecontroUedbythe 
shar<,holders themselves. Many local businesses ar<, operated on 
this basis. Private limited companies have limited liability for the 

fi rm"s debts. as mentioned above. Many family finns a lso operate 
inthisway,withthefamiliesmainta iningcontrolthroughtheir 
ownershipdshares 

Firms that are owned by shareholders. but are listed on 
the stock =change are public joint-stock companies. Again, 
theliabilityoftheshareholdersislimitedrothe amountthey 

havepaidfortheirshares.Suchcompaniesarerequiredro 
publishtheirannualaccountsandalsotopublishanannual 
report to their shareholders. Day-to-day decision-making is 

nonnallydelegatedroaboordddirectors (whoaren<XmatCJr 



sh.o.n,hol.dcrs),appointeda11hcannualgencralm<'ffing(AGM) 
oftheshardtolden. 

Rrm size 
Animportantdcci:sionfacinganyfinnis10~iu.1C:1.leof 

op=i.tion. lf)'OO Jookaround1hee,conomy,youwill"""'that 
tho, .5itt of firms wtics "1lOllllCll.l5y, from snaU .,...,..~ 

op=i.tioos up to mcg:wiud multiruuicnal corpor.otioru. Such 
limn may n<'Cd to continuo, 10 grow in c:,rd.,r w compete with 

other brgc-scafo compctitcn in global markeu.. Tl>ere may be 
many rr"-'Ol'L'!I why firms wish to upand their oper.,tioru. This 
chapttt wi!! b<!gin 10 expbin why this is IIO, and .show how the 

derision about how much output 10 produce depend,; upon 
what a finn is trying 10 achio,ve, and on the market environment 
in which ii: is operJting. 

Lau,rintho, chapteryoowill~thatthe wayinwhicha 
finn is organised may inOucnco, tho, way in whkh decision, a"' 
taken on h-y o,conomk iMU<,5 - indeed, it may aff<"<."I the wholo, 

motivation of a firm in do,dsion-taking. However, for now all 

such form, of organisa6on will be referred to &imply as •firms'. 
The nature of tho, ae1ivi!y being undl=rtaken by th'-" finn and 

itsK:alo,ofop,:ratioowillhelptodetermineitsmosteffidem 
form of or8"niu.tion. for finns 10 operate sue<:c5sfully, they must 
minimisethctransacllon co.stsofundertakingbu,ine.,,. 

• A finn is an organisation thill t:IOSIS to bring togelhef 
factorsofproductioninordertoproducegoodsorsN\lite5. 

• firms range, in tht comple)(ity of their organiSiltion, from 
soleproprietorstopubjiclimited companies. 

• firmsvaryinsize,fromone-pe<sonconcernstolarge 
multinational corporations ope<ating in global markets 

15.2 Costs and revenue for 
firms 

Costs of production 
To u~ why firms wish 10 grow, it is important to c,xamll"-" 
the<nll.Sofproduction dut they face. This seaion focu,;,esonthe 

rel:arionshipl:•:1,,,eenC011sandtheleveloloutputproduccdbya 

15.2 Costs and revenue for firms Ill 
finn. Diagrams will be used to illu~ra!c this rdatiomhip u•ing a 
seriesofC'OSICU1VNthatapplyinwrlousdrcumsmnccs. 

For simplicity, ifisassumedthatthefim,underconsider:llion 

produ=, a ,ingle product. Of course. in reality this dad not 

apply to all limn. Th,:,-, are many large conglomer,u'-" finn• that 
productarange"ofdifforentproducu. Uov.·ever,thiscomplkates 

the analysis unnecessarily,,othefocushefl, ison a finnth.at 
producc,sa,ingk product. 

lnonkrtoundertako,production.thefirmuse&produc:tivc, 

n,sourcrs known u faciors of production. These, include buma" 
rosourcl!S (labour, er,treprCflC1.lf&hip and managcm1em), ,u,/uml 
rowurces (land, raw m:uerials . .,,.,.,rgy) and protl11c<t'd ,....,.,re .. ~ 

(phpica! capital). These factors of produetiorl are o,ganised 
by the finn in order to produce output. For aample. in the 
leisun,JeCtor,yoorlooilgymusesc-.tpitalintheformofe=rcise 

equipment, and labour in the form of the trJining Maff and 
r=eptionist. In tran,pon, a ia,;j firm use.s capiml in tho., form of 
tho, cars, and bbour-thcdriv'-"111 and phone operators. 

NO{ice that these factors have somo, differing characteristics 
that affect the analysis oflirm, 'bcbaviour. ln the shon run, 
the finn faces limited Oc:cibUUy. Varying the quamity of labour 

inputth.at thefirrnuse,mayberelativo,Jystraightforward-it 
can incn,ase the use, of cw<:nhne. or hire more work'-"111 , fairly 

quickly. How'-"""'· varying tho, amoum of capital the finn h.a• 
at its disposal may take longo,r. For example, ii takes time 10 

commission a new pie« of machinery, or to buUd a nc,w •pons 
centrc,-oraOiannclTunnel!llcncebbourisregardeda•a 
llexiblc, factor and capital as a fixed faC'lor. Theckfinitiotu<Xthe 
s ho n run and long run are based on this assumption. 

Shortrun : thepli!fiodo,erwnchafinnislreeto'4<Yitsirf>utolone 
factorofpmduclion(bboor)bu!facesfi,oedirf)utsoftheoth...f~or5. 

Longrun: thel'@fiodCHe<whichthefirmisllbletov""ftheirputsol 
allitsfactDBofproductlOfl 

The production function 
Asth.,firmchango,sit,volumcofproduction,itneedstovary 
theinputsofitsfaC10f1lofproduction. Thus. the total amount of 

output produced in a given perlod dep<:nd! upon the inputs of 
labour, c:ipiml and other input, used in the producrion process. 
Of course, thero, aro, many difforent way! of combining theae 

inputs, some combination., being more cffidem tit.an oth...-s. Th'-" 
p roduc tion func tion oummarises tho, technically most eflici<,nt 
combinations for any givm output l,:vel. h specifie.1 how the 

level of output produced by ~ finn depends upon the quantiti<,s 
ofthefactorsolproducrionthatarcutilised 

Tho, n:llUre of technology in an industry will ck,1enninc, 1hc, 

way in which output varies with the quamiiy o{ inpu11. How,:ver, 
Of\'-" thing is ceflll.in. If the firm inctca5eS tho, amoum of input, of 
thevariablefacror(labour)whileholdingcons1amthc,inputof 

theotherfacror,,itwillgraduallyderivelCMadditional output 
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per unit of l.ibour for nch further increaSl". This is known 
a,the bwofdhn hlls hh1gn,mnis (or the lm,ioft••rinble 
propo,,lotr.s), and is one of the few "bws· in ccooomlc.s. It is a 
short-run concepl. as ii n,-[ies on the assumption thal capital and 

01:herfaetorlnputsan,-fixN:l. 

Productlonfunctlon:relaliormipthatembodiesinformi,tionabout 
technicillly efficient w~ of comb;ning labcu a"ld o!ht< filCIOl'S of 
productiontopror:luceoutp.st 
L ... ofdlrnlnkhlng,...t .. ns: lawstatinglhillifi,lirmincrea,es 
its~ofonef..:torofproductionwhileholcing.,putsofotlvr 
filC!OrSlixed.ewntuallythefirmwilgetdiminishingrnargina,l~uns 
fromthell¥!ilblefaetar. 

l!canreadUybe~whythisshouldbcthecase.Suppo;oe a 
firm has ten computer operators working in a travel agency, 

using1encornputNs.Thellthworkermayaddsornee:«ra 
output, as the worker& may be able ro 'hot-desk' and take their 
roffe.: bre-Jlul at different times. The 12th worker may aloo add 

some extra output, perhaps by keeping the primers stockffi with 
paper. However.ifthefirmke,ep.saddingstaffwithout increasing 
the number of romputNs, e:i.eh extr.i. wotker wUl be adding leo.s 

addition:!] output to the office. Indeed. the 20th worker may add 
nodling at all, being unable to get acceo.s 10 a computer. 

Figurel5.lmwtratestheshon-runrdationshipbctw~ 

liobour input and total physicaJ product (TPP,), with capii.al 
held =an,. The sha~ of the 71'1', curve rl:nects the law of 

diminl.5hing returru, a, labour inpm increa,es, the amount of 
additional output producedgets,mallcr. An lncrc:uc in the 
amount o{ capital available will raiSl" the amount of output 

prod~d for any given labour input, 50 the n>J>, will shift 
upw:ird5,a.sshowninfigure 15.2. 

The production function thu• carries informJtion about 

1hephysical relationshipbetween1heinputsd thefactors 
ofprodl.ldionandthe physical quaniityofoutput. With this 
informJtion and k:no,,,iedge of the prices that the firm mu.sl pay 

for its inputs o{ 1he factors of production. it is poaible lO map 
outthewayin.,.+.idiCOMswillchangewiththelevelofou1puL 

U,bOUtklput 

Wc can view 1he firm's decision process as a three-siage 
procffiure. Firs1,thefirmnecd,todecidehowmuchou1pu1 

itwamstoproduce.Second,itchoosesanappropri:uc 
combination of factors of production giv= that intended !IC'Jle 
of production. Third. it attempts to produce a, much outpul as 

poo.sible giv= those inputs. Anod,.,,. way of expressing this is 
1hat, havingcho&en the in1endedscale of output. !he firm tries to 
minimiseitSC051Sciproduction. 

Total, marginal and average 
costs 
lntalkingaboutcosu,economi.stsdistinguishb•.·"'"eentotal, 
=rginal and average cwu. Toi:,! eo1>l is the aum of all C05U that 
are incurred in order to produce, a given level d output. Total C'Olll 

willalwaysincreascasthefirmincreaSl"si!!!levclofproduction. 
as this will requirl: more inputs of factors of production. m:ueri:ib 
and..oon. ,\,· .. -ragecos1 isoimplytheC051perunitofoutput-it 

isto1:dC011tdividedbythele,,-do{ou1putproduced. 

Total <Ost: theSl.mof~COS1Sthatdl"eincuredinprod.,ongigiven 
levflofoutput. 

Avuagecost: !otalcosto:IMdMbythe"'antityproduced, 
sometimeskno,,..,i1suritc0<tora-age totalcost. 

Equallyimportantasthe~nw,asuresistheconceptofmarginal 

=·Ol=:::a~;~on~~ ~~rm~c;•umcrs ~ 
thinking in temts d !he margin. This is kno,,,·n as the m arg ln" l 

princip le . for example. a firm may cx:unine whether a small 
change in its behaviour makes maltef"S bettcr or "''Of5C. Jn this 
context, rruorginal C06I is imporunL It is <kfined as the chang,: 
in1oalCOM ~tffiwilhat>mallchangeinoutpu1.lnother 

Ubour lnpul words,itislheadditiooalcos1inrurrOOby1hcfirm ifitincR"ases 

Fig..,..1S.1 Asho<t-rnnprodoction function output by one unit. 
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Costs in the short run 
Becau,e the fim, cannoi v:i.<J,· .some ol ii., input.s In the Ulon nm, 

KmCCOSl'lm:i.yb<:regardedasfixed,and llOITICasvarfabk In 
thitshortnm • .somcfixedco.st.saresunk eo,aL..,th:i t is. thq 

arcCOl!lsth:i tthcfirmcann01avoidp;,)ingevcnifi1ch<:,osts10 
produce no ootput at all Shon-run toul COl!IS (sn::') arc the sum 

of flx<.-d and varlablcCOOils: 

10t:1 l oo6U= 1culliXMCOS1.'1(1R:)+ toctlvariablcooou ( nt:) 

T01alcosuwillinctt""'""asthefirrninen:,ases thcvolumeof 
productionbccausemoreofthevariablcinputis n«dedto 

increase output The way in which th,.. CO!Sl.1 will V'J!')' depends 
on thcnaturcofth.,productiOflfunction,and o n whether the 
piice!ol labouror<>1herfactorinpuc.,alter asoutputincre:isc.s. 

Hudcou,: =thatdonotvilrfwiththelev.tofoutput. 

V.ri•blecooU: cu;ts!h.atdovaryWththelewlofootp..,t 

A common assumptiOfl made by ttonomists is that in the short 
run , at very low le vds of output, total Co.51.S will rlse more slowly 
1han ou1pu1,butthatasdiminishingreturn.1set in , totaleoslswill 

acccleratc,assl>ownin Figurel5.J. 

fi9W'11S.) Cosl5N'ltheshortrun 

Shorl-runavcr:ag<'andmarginalcurvc1arcplatcdin F",gun,IS.4, 
which shows how they rela te 10 cad, odw,r. First, nofia- that 

•hort-run avc~c total costs (5.47t) arc &hown as a U-shapc,d 

15.lCostsand revenue for firms -

cur,..c.Thisisthcformoftc,nas,iume:din=or,omkanalysis. 
5.41t i,s the sum of avc,r:,gc, fixNi and v.i.riable COllll (SAFC 

and SAVC, respt'Clivcly). Avc,r:,gc, fixNi eoot11 ~opc, do••'n"'-ards 

throughout - this is b«:;iusc, fiud cosl'I do not v.i.ry with the 
level of ou1put, 50 u output increasc,s, 5.4FC muSI always get 
smaller. as the fuNi eo11ts are spread over more and more units 

of output. However. SA L'C is also a U-shape. and it is this lhat 
gives the U-shape toSA1t. 

A vcryimportan! upect.ofFigurc ISA isthattheshort-run 

marginal COSI curve (SMC) C\ll'I bOlh .s:..wc and SA1ta! their 
minimum points. This is always the case. If you think about this 
for a momem . you will real ise tha1 it makct good M,rUC. If you 

areadding onaomething1hatisgtt'3te1"thanlhcaverage, the 
average rDUSI always incr=. For a firm, when the marginal 
CO'll ofproducingan addiliona! unit of a good i,s higher than 

thcaverage eos1ofdoinggo, the averageeo61 m1mrise. lfthe 
marginal cost is the &ame u the avc,r:,ge COSl , !hc,n avenge cost 
will no1: change. This is quite simply an a rithmetic propeny of 
the average and the marginal, and alway& holds true. So when 
you draw the avcrJge and marginal co& curves for a firm. 1hc 
marginal COS! curve will always cut average COSI at the minimum 

poimofaveragcC061. AnotherwayofviewingmarginaJ C061 isu 
1heslopcor grndientclthc1ota!eo111ctJrve. 

Remember that 1hc short-fUn COIi! curve,, show the rellltion&hip 
berwcenthcvolumcclproducrion and <.'05l'l under1hc 
assumption that1hcquantityofcapitalandO(hcrinput.1are 

fixed. "° that in order to changcoutputthefirm has to V'Jrythc 
amount of labour. The poi;ition of the eo111 curves thus depends 
on the quantityofc:ipita!. In O(hcr words, there is a short-1\Jn 

avcrage1otalcostcurveforc::i.digivcnkvelofotherinputs. 

Costs in the long run 
In the long run, a firm is able IO V3fY ca pital arKI lllbour (and 
other factor inpuls). 1t Is thu• likely to choo,;c th~ level of capital 
thati•appropriatcforthelcvdofoutputthatit cxpt'Clsto 
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Figure1S.SSh01Nun«rtru""-"withdiffen,ntle.....!sofcapat.1I;~ 

produce.Figure15.5showsasel..aiondshrnt-runaveragetotal 

cost curv<""s corresponding to different <""Xpect<""d output levds, 
and thus different levels d capital. With the set of SA1t curves 
in Figure 15.5, th<""long-run average cost curve also takes on a 

U-shape. 

Economies of scale 
Oneofthereasonswhyfi.rmsfinditbeneficialtobelargeisth<"" 
exi.stenc<.""deconomiesdscale. Theseoccurwhenafi.rmfinds 
that i! is more dfi.cie-nt in co,t terms to produce on a larger scale. 

hisnotdiffi.culttoimagineindustriesinwhicheconomies 
ofscalearelikdytoarise.For example.recallthenOl:ionofth._.. 
division d labour. which you encountered during the AS part of 

the course. When a firm =pands, it reach<""s a certain scale of 
production a! which it becomes worthwhile to take advantage of 

division d labour. Work<.""r.; begin to specialise in c<.""rtain stages 
oftheproductionprocess.andtheirproductivityincreases. 
Because this is only possible for relativdy large-scale production, 

this is an =ample of economi<""s of scale. It is the siz.... d the 
firm(intermsditsoutputlevel)thatenablesittoproducemore 
efficiently - thatis,atloweraverag<""cost . 

Although th<"" division of labour is one source of economies 
ofscale , itisbynomeanstheonlysource,andthereareseve-ral 
explanations of cost benefits from producing on a larg<"" scale. 
Some of these are industry-specific, and thus some sector.; d 

the economy exhibit more significant economies of scale than 
other.; - it is in th<.""seactivities that the larg<""rfirms tend to be 

found. There are no hairdressing salons that come into th<"" top 
ten largest firms, buttherearepl<""ntyofoilcompanies. 

Technology 
One source of economies of scale is in the technology d 
production. There are many activiti<""s in which the technology is 

suchthatlarge-scaleproductionismoreefficient. 
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One source d technical economies d seal<"" arises from 
thephysicalpropeni<""softheuniverse. Thereisaphysical 
relationship between the volume and surfac<"" area d an 

objcct , wherebythestoragecapacityofanobj..aincreases 
proportionatelymorethanitssurfacearea.Considerthevolume 
ofacube. lfthecubeis2metreseachway,itssurfaceareais 
6 x 2 x2 - 24 squaremetres,whileits ,;olumeis2 x 2 x 2 - 8 

cubic metres. If the dimension d the cube is 3 metres, the 
surface area is 54 square metres (more than double the surface 

area of th<"" smaller cube) but the volum<"" is 27 cubic metres 
(more than three times th<"" volume d the smaller cube). Thus 

the largerthecube,thelowertheaveragec06tofstorage.A 

similarrelationshipappHestoOl:hershapesdstoragecontainers. 
whethertheyarebarrelsorships. 

What this means in practice is that a large ship can transport 

proportiooallymorethanasmallship, or that large storage tanks 
hold more liquid relative ro tl,.,. surface area d the tank than small 

tanks. Henc<.""theremaybebenefi.tsinoperatingonalargescale. 

FW1hermore, some capital equipment is designed for large­
scale production. and would only be viable for a firm operating 
atahighvolumeofproduction. Agriculturalmachinerydesigned 

forlargeplantationscannotbeusedinsmaUfi.elds;aproduction 
line for car production would not be viable for small levels 
of output. Jn Ol:her words, there may be i>1divisibilities in the 

production process. 
In addition ro indivisibilities, there are many economic 

activitiesinwhichtherearehighoverheadexpenditures. Such 
components of a fi.rm"s costs do not vary directly with the scale 

of production. For =ample, having built a factory, the cost d 
that factory is the same regardless d the amount d output that is 

produced in it. Expenditure on resean::h and development could 
bes.-.,nassuchanov..rhead,whichmaybeviableonlywhena 

firmreach<.""sacenainsi7.e. 

Notice that there are some economic activities in which 
theseov..rheadcostsarehighlysignificant. Forexample,think 
about the Channel Tunnel that links England with Franc<"". The 
construction (overhead) costs were enormous compared to the 

co,tsofrunning trains through the runnel. Thus the overhead 
co,telementissubstantial - andtheeconomiesofscalewillalso 

besignificantforsuchanindustry. 
ThereareOl:herexamplesdthi.ssortofcoststructure,suchas 

railway networks and electricity supply. Th<"" largest firm in such 
a market will always be able ro produce at a lower av..rage cost 
than smaller firms. This could prove such a competitive advantage 

that no other firms will be able to become established in that 
market. which may therefore constitute a namral monopoly. 
Jnruitively,thismakessense.lmaginehavingseveralunderground 

railwaysystemsoperatinginasinglecity, all competing against 
eachotheronthesameroutes! 

Management and marketing 
A second source of economies of scale pertains to the 

management d firms. One of the key factor.; of production is 
managerial input. A certain number of managers are required 
tooverseetheproductionprocess. A.sthefi.rmexpands.there 



isarangeofvolume-sof01Jtputov.,rwhichthemanagem"nt 

teamdoesnOlncedtogrowasrapidlyasth"ov"rallvolume­

of the firm, as a large firm can be managed more efficiently. 

Noticethattherearelikelytobelimit.stothisproces.s.Acsome­

point,theorganisationbeginstogetsolargeandcomplexthat 

management finds it more difficult to manage. At this point 

diseconomlcs of scak are likely to cut in - in other words, 

averagecostsmaybegintorisewithanincreasein01Jtputat 

some volume-of production. 

Natura l monopoly:ari<'-'< inan;ndu,try\\herethere..-esuch 
substlntialeconomiesofscalethatoolyonefirmis,,fable 

Diseconomiesofscalecorn..-l0<afirmwhenanincreaseinthe 
scaleofproductionlea<lstoh"]herlong..uoavera.gecosts 

Similarly, the cost of marketing a product may not rise as rapidly 

asthevolume-ofproduction,leadingtofunherocaleeconomies. 

One interpretatiOfl of this is tha! we might see marketing 

expenses as a component of fixed costs - or at least as having a 

substantial fixed cost element. 

Finance and procurement 
large firms may have advantages in a number of Olher areas. 

For example, a large firm with a strong reputatiOfl may be able 

to raise finance for fW1her expansion on more favourable terms 

than a small firm. This, of course, reinforces the market po,ition 

of the largest firms in a sector and makes i! more difficult for 

relative newcomers to become established. 

Once a firm has grown to the point where it is operating on 

arelativelylargescale,itwillalsobepur<Chasingit.sinputsin 

relativelylargevolumo,,s. lnpanicular,thisrelate-storawmaterials. 

energyandtran.sportservices.Whenbu}inginbulkinthisway. 

firms may be able to negOliate good deals with th" ir suppliers. 

andthusagainreduceaveragecostasoutputincreases. 

It may "ven be the case that some of the firm's suppliers 

will find it beneficial to locate in proximity to th" firm"s factory, 

which would reduce costs even more. 

External economies of scale 
The facrcr,; listed so far that may lead to ==ies of de arise 

fromtheintemalexpansionofafurn. lfthefinnisinanindustrythat 

is itself=panding, there may also be e-xiemal ==·esofscale. 

Someofthemostsuccessful finruofrecentyearshavebeC11 

inactivitiesthatre<juirehighlevelsdtechnologyandskills.The 

computer indusity is one exampl" of an ==·c activity that has 
expandedrapidly.Asthesectorexpands, a poolofskiUedlabouris 

15.2Costs and revenue for firms 11111 
built up that all the firms can draw upon. The very success d the 

sectorencouragespeopletoaquiretheskiUsn .. ededtoenterit. 

collegesmaybegintofindilviabletoprovidecourses,andsoon. 

Eachindividualfurnbenefitsinthiswayfromthe=allexparuion 
ofthe-sector.Thegreateravailabilityofskilledv.,:,rker.sredocesthe 

amount that individual finru need to spend on training. 

Computer engin.,ering is by no me-ans the only example of 

this. Formula I development teams, pharmaceutical companie-s 

andOlh.,rssimilarlyenjoyextemal==ie-sofscale-

Economies of scope 
There are various ways in which firms expand their scale of 

operations. Some do so within a relatively focused market, but 

other.saremulti-productfirmsthatproducearangeddifferent 

products, sometimes in quite different markets. 

For example. look at Nestle. You may immediately think of 

instant coffee, andindcedNestl!'produces200diffe-rentbrands 

of instant coffee worldwide. However, Nesti!' also produces baby 

milk powder, mine-ral water. ia, cream and pet food, and has 
diversifi.,dintohOlelsandrestaurants - nottomentiOfllocally 

popular items such as lemOfl chee-secake--flavoured Kit Kats (a 

strongsellerinJapan). 

Such conglomerme- companies can benefit frcm economics of 

scopc.wherebytheremaybebenefitsdsizeacros.sarangeof 

different products. To .. se economies may arise because there are 

activitiesthatcanbesharedacrosstheproductrange. For example-, 

a company may not need a finance or accounting section for C3ch 

differern product, or human re.sourre or marl<eting departments. 
There is thus scope for ==ies to be made as the firm expands. 

Whidl of the following reflects a movement along a long-run 
average coil curve, and whkh would cause a shih of a long­
run average cost curve? 

a A firm becomes establiYled in a market, learning the best 
way,;ofutilisingitsfactorsofproduction. 

b Afirmobservesthataverngecostfallsasitexpand5it:s 
scale of production 

c The larger a firm becomes, the more difficult it becomes to 
mallilge,causingaveragecosttorise 

d Afirmoperatinginthefinancialsectorinstallsnew,laster 
wmputers,enablingitsaveragecosttofallforanygiven 
levelofservicethatitprovides. 
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Returns to scale 
JnFigurel5.6,ifthefirm=pandsitsoutputuptoq' , long-run 
average COS! falls. Up to q' of output is the range over which there 

are economies of scale. To the right of q'. however, Jong-run 
averagecostrisesasoutputcontinuestobeincreased.andthe 
firm =periences diseconomies of scale. The output q" itself is a! 
the intennediare state of cons tam rcmrns to ,;ca lc . 

~ c 

Afirmfaceslong-runtotalcostconditionsasshmvnin 
Table15.1 
Table 15.1 0vtputaridlong-,unrnsl5 

Output(D00unitsperweek) Totalcost(£000) 

0 0 

a Cakulate long-run average cost and long-run marginal 
wstloreachlevelofoutput 

b Plotlong-runaveragecostandlong-runmarginalcost 
rurvesonagraph.{Hint:don'tforgettoplotLMCat 
points that are halfwaybetweenthecorrespondingoutput 
level!.) 

c ldentifytheoutputlevelatwhkhlong-runaveragewstis 
Output at a minimum 

Figure 15.6 nwlong-runaveragecostrurve 

It is important noc to confu.se the nocion of returns to scale with 
theide:iintroducedearlierofdiminishingmarginalrerumstoa 

factor. The two concepts arise in different circumstances. The 
lawofdiminishingretumstoafactorappliesintheshortrun, 
whenafinnincreasesitsinputsofonefactorofproduction 

while facing fixed amounts of other factors. It is thus solely 
a short-run phenomenon. Diseconomies of scale (sometimes 

known as decreasing returns to scale) can occur in the long run, 

andthetermreferstohowoutputchangesasafinnvariesthe 
quantities of all factors. 

If the firm is operating at the lowest possible level of long­
run average costs, itisinapositionofproductiveefficiency. For 
example, in Figure 15.6 thepoimq•mayberegardedasthe 

optimum level of output, inthesensethatitminimisesaverage 
costperunitofoutput. 

Revenue 
In the AS part of the course (see O,apter 4). you saw how the 
torn] revenue received by a finn varies along the demand curve, 

according to the price elasticity of demand. In the same way that 
there is a rebtionship between toml. average and marginal cost. 
thereisalsoarelationshipbetween to1alrcn,nuc,:n'er:1ge 

n"·cnuc and margln:tl n->vcnuc 
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d Identify the output level at whkh LAC= lMC. 
e Withinwhatrangeofoutputdoesthisfirmenjoy 

economies of scale? 
f Within what range of output does the firm experience 

diseconomiesofscale7 
g llyoucouldmeasurethenatureofreturnstoscale,what 

would characterise the point V!lhere LAC is at a minimum? 

Total reve nue:the,evenuereceivedbyafomlromitssalesofa 
goodo,"""""e;itisthequantitysold.multipliedbythep<ice 
Marg inal revenue: thea<lditionalrevenue,eceivedbyt:hefirmifit 
sells an addi~onal unit of output 

A'le rage revenue:theave,agereveruereceivedbythefirmperunit 
of output; iti, total revenue cli,,;ded by the quan~tysold 

Figure 15.7remindsyouoftherelationshipbetweentotal 
revenue and the PED. The marginal rev...nue (MR) curve has 
alsobeenaddedtothefigure,3ndhasafixedrebtionshipwith 

the average revenue (,AJ{J curve. This is for similar mathematical 
reasonsastherelationshipbetweenmarginaland3veragecosts 
expbinedearHerinthischapter. MRsharestheinterceptpoint 

on the vertical axis (at point A on Figure 15.7) . and has =actly 
twice the slope of AR. Whenever you h3ve to draw this figure , 
remember that MR and AR have this relationship, meeting at A, 

rnd with the distance BC being the same as the distance CD. MR 
is zero (meets the horizontal axis) at the maximum point of the 

tomlrevenuecurve 



• A firm may face inflexibility in the short run, 1\-ith some 
factors beingfixe-d inquantityandonlysome being variable. 

• Theshortnmisdefine-dinthiscontutastheperiodover 
which a firm i!i ~ to vary some factors. but not other5. 

• Thelong lU'li!idefinedastheperiodoverwhichthefirmis 
abletovaiytheinputofalofit5factor5ofproduction. 

• TheproductionflMlCtionSOONSOONoutputcanbeefficiently 
produce-dthroughtheinputoffactorsofproduction. 

• Thelawoldiminishingretumsstatesthat.ifafirm 
increasestheinputofavariablefactorwhileholdinginput 
ofthefiKedfactoro:nstant,eventuallythefirmwmget 
diminishingmarginalreturnsfromthevariablefactor. 

• Short-runcostscanbeseparatedintofixed.sunkand 
variable costs. 

• Thefeisadearar.dimmutablerelationshipbetweentotal, 
avera,geandmarginalcosts. 

• ForaU-shapedaYeragecostCIA'W,marginalcostalwar., 
cutstheminirrunpointofaveragecost. 

• ThetotalrevenuerKeiveclbyafinnvarieswiththeprice 
elasticity of demand. 

• Thefei!iadearrelalionshipbetween total. average and 
marginal revenue. 

15.3 Profil maximisaiion 1111 
15.3 Profit maximisation 

The opening section of this ffi3ptcr stated th3t firms exist 
toorg:iniseproduction by bringing rogctherthefaccon of 

production in order to produce output. This begs the question d 
wh3t mo(ivates them to produce particul3r leu,1$ d oufpl.lt, and 
a1wh.a1prioe. 

Tl'2dilional economic analysis: has tended 10 S{art from the 
premise thac fmns act out with the oq<'C(ivc ol m,ui,.,isi,'8 
prefits. ln analysingthis,cconomist'lcrfincprofi.r.suthe 

difference 1:,ct.,.•ccn the tOCIJ K"Ymue tt<ri>'Cd by a firm and chc 
total CllSlS that ii incurs in produaion.: 

profiu•total revenue~ total «lit 

Totallt"Yenuc hcrcissecnintemisofthcqmntity oftheproduct 
that is sold multiplied by the price. Tomi C06I. includes the fixed 
andvarfable C011ts thathavealrcadybcendiscuS$«1. However, 

one important hem d co,su should be highlighted before going 
anyfonhcr. 

ConsiderthecaM:ofa sole proprietor - a small local bu&ineS5 
sudi u a gym or a taxi fiim. 11 seems =~blc 10 anume 1ha1 
wdi a finn will act out IO m;uimisc its profi.L'I. However, from 
the cntrcprencu(spen;pectivcthcrcisanopportunityC06tof 

being in business, which may be seen in tenns ol thc earnings 
thattheproprictorcouldmakcinanal!N"n:uivc°'"°-'palion. 

Thisrrquired rate of return isrcg:irdcdasa fixcdC06t. and is 
included in thetOOIJ «lit of production. 

Thcsamcproccdurcapplic&tocooicurvcsforOlhcr!IOft.! 
of firm. ln ()(her words. when cconcmist'I refer to costs, they 

includetheratc ofr<:turnth3! afirmnccdstomakeitstayin a 
particular market in1helongrun.Accountantsdislikethi&,as 

'opportunity oost' cannot be identified as an cxplich ilem in the 
accoum... This part of COl'iU is known as norm al profit. 

Profits made by a fr.nn above that le>-d arc known ;as 

s u pcrno rm,i l prolits, abnorma l pro flls or ccon o ,nk 
p ro fi t. ... 

Normal profit: the file of return that a firm needs in order to remain 
inbusiness-itistheopportunitycostolbeinginamriet 

Abnormal, ,up•rnormal or economicproflts:PtQfitsabO"l!normal 
ptofits 

ln the short run, a finn may dlOO!iC IO n,main in a market even if 
ir is nor C'O\'Cling its opponunity COSIS, provided illl rcvmues are 
covcringitswriablcCO.sts.S~thelinnhasalrcadyincurred 
fixcd00$U,ifitcan co'ff iuvari:wlcC051.'1inthcshonrun,i1 

willbcbcttcrolfrcm.aininginbusin=sandpayingoffpanof 
l~ fixe-d CO.SU than exiting 1hc, market and losing all of its fixed 
C'Ollls. Thus, the level of average v:ariablcC011ts represents the 

shut-down pr~. below whkh the firm will exit from the m:irkct 
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in tt... shon nin. Jn silLWioou where firms in a market arc making 
abnomul profits, it Is likely 1hltt Olhcr firlll5 will be :mracrNI to 

enter the market. The absence OI" existcrn:c of abnormal profits 

wW thus be impcwtanl in intlucncing !he way in which a market 

4' ma~:ol~ ~::Cd!oolc iu ou1p,u lc,~t ir it wish"" 10 

maximise profiu.> An application of the, marginal principlc shows 
haw. Supp,,:w: a firm reaU,es that its nwgin.d ~=ue is highcr 
1hanitsmargina1C011c:lprodue1icn Wh..tdocsthi'imcanfor 

proliu.>Ui1werc1oscUanaddi1ionalunitc:litsou1pu1, ii would 
gain morc in l'l!\ICOUC than II would incur addi1ional c:o.51 • ..., its 
prolits would incre;,sc. Similarly, ;r it found tha1 its marginal 

n:\ICOuc ""'" lc5.'I than marginal co.M, it would be making a lo... 
on thc marginal unit of output, and profits would incrcase if the 
firm ookl lea This leads to the conclusion that profits will be 

maximised at the level of output at which marginal n-venuc ( MR) 

is cqual 10 marginal cost (MC). Indeed, MR•MCis a gcncral rulc 
that tclls a firm how to maximise profits in any market situa1i001. 
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• Traditional economic analysis assumes that firms set out to 
maximi'lepmfits,whereprofitsaredefinedastheexces5of 
total rewnue c:,yer total cost 

• Thisanalysistreatstheoppot1unitycostofafirm'sreo.xcn 
as a part of fixed costs. The opportunity cost is kroNn as 
normal profit. 

• Profits above this level are known as abnormal profits. 

• A firm maximisn profits by choosing a level of output RXh 
thatmarginalrevenueisequaltomarginalcost. 



A Level 
Part 2: The price system and the m1croeconomy 

16 Perfect competition and 
monopoly 

The previous chapter dlscvssed the way In which firms 
may be expected to operate. Further analysis shows that 
the behaviour of firms Is strongly lnfluenc~ by the 
market environment In which they find themselves . It is 
therefore now time to look at market structure more 
closely in order to evaluate the way that markets work, 
andthe1/gnlficanceof thlsforresourceallocation. The 
fact that firms try to maximise profits is not in itself bad 
for society. However, the struetu,e of a market has a 
strong Influence on how well the market performs. 
'Structure'here/sseenlnrelatlon to a number of 
dimensions. but in particular to the number of firms 
opff'ating in a market and the way In which they 
intff'act. This chapter consideri two extreme fo= 
of market structure: perl«t competition and monopoly. 

Learning outcomes 
After studying t hi,chapttt,you$hou1d: 
• be fam~iar with the assumptions of the mod~ of perfect 

competition 
• understand how a firm chooses profit-maximi5ing output 

ur.derperfectoompetition 
• .tppredate hoN a perfectly competiti~ marbt reaches 

long-fun equilibrium 
• understandhowthecharacteristicsoflong-runequilibrium 

affect the performance of the market in terms of 
productive and allocative efficiency 

• befamiliarwiththeassumptionsofthemodelof 

monopoly 
• understand how the monopoly firm chooo;es the level of 

outputaodsetsitsprke 
• understand wily a monopoly can arise in a market 

• understand how the characteristics of the monopoly 
equilibrium affect the performance of the market in terms 
ofproductiveandallocativeeffkiency. 

16.1 Market structure 

FirrnscannO(takedt'CiJion.swi1hou! 11001eawarenes•olthe 
market in which they arc operating. In 90me markets, finns find 
themselVl"stobesuch a smallplayerthatlheycannotinOuencc, 

the price at which they sell. In {)(hers, a finn may find itself ro 
be the only firm, which d early gives it much more diacretion in 
devisingapricc,andoutputstrategy. 'TheremayalK>bemany 

im.,nnecliate situations ,,:here the /inn ha!l .90fr>C conttol aver 
pr~. but n=ds IO be aware ci riv~J finru in the marke1. 

EconomistS have de~ a range of models that allow such 
differ=t rnarke 1 5tn1Clun:~to beanalysed Before looking 
carefully at the lllO!SI lmponant types d marke1 structure, 11w, kty 
d1:1.ractM1tiai of altematlVl" market structures will be inrmductd. 

~main modd,are &umm:ir~ in Table l 6. l . lnm:1nyW11y5, 

wec:rn~lhe.1e aJ a spectrum of marke1s "'ithdifferrnt 
ch:i.r.1.e1m,itia. 

Tab le 16 1 lype5ofm.a rketstruct,n 

Monopohtlc OU90poly Monopoly 
competition competition 

Many Many 

Not restricted Highbamers 
of entry barriers to entry 

Firm's Price maker, 
influence subje,:tto 

"""""'"' prke 

Natureof Homogeneous Oifferentiated Varied NodOS11 
pn:o:luct substi'nnes 

Exa mples CNiftcmen, ~st-food Cao, PC opH;iting 

outlets.travel mcble sys~. 
~IS phones k,ul.,..,u,r 

supply 
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m Perfect competition and monopoly 

Perfect competition 
At on" extr.,mo, is P"rf"ct competition. This is a market in which 
eachindividualfinnisapricetaker. Thism.,ansthatthereis 

noindividualfirmthatislarge.,noughtobeabletoinfluence 
the price, which is set by the market as a whole. This situation 
would arise where th""' a!"f" many /inns operating in a rn:,rk..i, 

producingaproductthatismuchthes:imo,whicheverfirm 
producc,s it. You might think of a market for a particular son 
of veg.,table. for ex:imple. One cauliflower is very much 
lik.,another.anditwouldn111bepos.sibl.,forapani01lar 

caulillower-grow..,. to set a premium price for its product. 
Such mark.,ts a!"f" also typified by freedom of entry and "xit. 

Jn oth"r words, it is l"f"lativcly easy for new firms to enter th" 
rn:,rket. or for existing firms to leave it to produce something else. 
Th" market price in such a mark..i will be driven down to that at 

which the typical firm in the mark..i just makes enough profit to 
smyinbusiness.lffirmsrn:,kemon,thanthis,Olh.,rfirmswillbe 

attract..d in, and thus abnormal profits will be o:impeted away. 

If som" firms in the market do not rn:,ke sufficient profit to want 
to remain in the market, they will exit, allowing price to drift up 
untilagainthetypicalfirmjustmakesenoughtostayinbusiness 

Monopoly 
Atthe111herextremeofthespectrumofmarketstrucruresis 
monopoly. This is a market where thel"f" is only one firm in 
operation. Such a firm has some inlluenc" over price, and can 

choose a combination of price and output in order to maximise 
its profits. n,., monopolist is not entil"f"ly free to set any price 
that it w:mts, as it must remain awa!"f" of the demand curve for its 

producr. Nonetheless. it has th" fre..dom to choose a point along 
its demand curve. 
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n,., narure of a monopolist's product is thm it has no close 
substirutes - eith..,.acrualorpotential - soitfacesnocompetition. 

An ex:impl<" might be Microsoft, which for a long tim" hdd a 

global monopoly for operating sys«,ms for personal computers 
(PCs). At the tim<" of th" famous trial in 1998. Microsoft was said 
to supply operating systems for about 95% of the world"s PCs 

AnO!her condition of a monopoly market is that there are 
barriers to th" entry of new firms. This means that the firm is 
abletosetitspricesuchastomakeprofitsthmareabovethe 

mininmm ne....ded to k'-""P th<" firm in busin<"ss, without attracting 
newrivalsintothemarket. 

Monopolistic competition 
Betweenthetwoextrem.,formsofmark.,tstrucru!"f"a!"f"many 

int<"lln<"<::liate siruations in which firms may have som" influenre 
overtheirsellingpric.,. butstillhavetotakeaccouruofth.,facr 

thatther<"areO!herfirmsinth<"market.On.,suchmarketis 
known as monopolistic competition. This is a market in which 
therearern:,nyfirmsoperating,eachproducingsimilarbutnot 

id.,ntical producrs. so that there is som.,scopefor influencing 
price, perhaps b....cause of brand loyalty. However, firms in such 
a rn:,rk..i are likdy to be relativdy small. Such firms rn:,y find it 

profitable to make sure that their own product is differentiated 
from O!her goods, and may advertise in or<kr to convince 
poc....ntial cuSlomers that this is the case. For <"x:imple, small-scale 
Jocalrestaurantsrn:,yoff..,.differentstylesofcooking. 

Oligopoly 
Anoth..,.interm..diateformoftn:1rketstrucrureisoligopoly,which 
Hterallymo,ans'k-wsellers'. Thisisarn:,rk.,tinwhichtherearejuSI 

a few firms that supply the market. Each firm wiU mke decisions 
in close awar<.'11.es.s of how other firms in tl,., rn:,rket may reacr to 

their acrions. In some mse.s, the firms may try to collude - to work 
together in order to behave as if they were a monopolist - thus 

making higher prdi.ts. Jn other mse.s. they may be intense rivals, 
whichwilltendtoresultinabnormalprofitsbeingccmpetedaway. 
Thequestionofwheth....,.firmsinanoligopolyo:,llude-orccmpete 

has a substantial impact on how the ove-rall mark..i perlorms 
in t<"rrru of !"f".sourre allocation, and whether consumers wiU be 
disadvantagedasaresultofth<"actionsofthefirmsinthemarket. 

Barriers to entry 
lthasbe....nargll<"dthatiffirmsinamarketa!"f"abletomake 
abnormal profits, this will acr as an inducemem for n"w firms 

to try to gain entry into that mark<"l in ord"r to share in those 
profits.Abarriertoentryisacharacteristicofamark.,tthat 

preventsn.,wfirmsfromjoiningth<"tn:1rk.,t. Th"existence 

of such barri..,.s is thus of great imponance in inllu<"ncing the 
marketstrucrurethatwillevolve 

For example, if a fi rm holds a pat<"nt on a parti01lar good, 

this means that no 00,.,r firm is pcrminffi by Jaw to produce th" 
producr. and th<" patent-holding firm thus has a monopoly. Th" 
firm may th"n be abl" to set a price such as to make abnonnal 



profits withou1 foar of rival firm.s competing a"'llY t~ profits. 
Onlhcothertwid,ifthereacenobarrierstoentryinamarket, 
then if lhc exiscing firm.1 M:I prier to nuke aboomul profits. new 

firm.1 will join !he market, and !he increa5C in market supply will 
push price down until no abnormal prol\t5 are being made. 

• The decisions made by firms must be taken in the context of 
the market environment in which they operate. 

• Under oondition5 of perfect competition. each firm must 
accept the market price as given, but can choose how much 
outputtoproduceinordertomaximiseprofits. 

• In II monopoly market. where there isOl"yt one producer, 
thefirmcanchooseoutputandprice(subjecttothe 
demand curve). 

• MOf"Kll)ciistic competition combines some features of 
perfect competition and some characteristics of monopoly. 
Firmshavesomeinfluenceoverpriceand\Mllproducea 
differentiatedproductinordertomaintainthisinflueoce. 

• Oligopoly exists where a market is occupied by just II few 
firms. In some cases, these few firms may IWft. together to 
maldmise their joint profits; in other ea~. they may seek to 
outrT131"10elMeeachother. 

16.2 Perfect competition 

Assumptions 
A1 one end of !he ,;pecaum of market .sln.w:1Ufes ia pcrkcl 
com pctlt/011. Thi! rnodd ha., a spn:ial place in ecooomic 

aruiJy&isbecausc,,ifallil'las1mmpcionswercfulfilled,andif 
all markets operated according toil'lp,-ccepts(including !he 
markets for leisure goods and services, and for tra,uponation 

services), the beM allocation of re.10Urces would be en.1ufm for 
society :u a whole. Although ii may be argued that this ideal is 
not often achieved, perfect competition nonetheleM provides a 

yardstick by which all Ol~r form, of market stnicturc can be 
evaluated. The aMUmptions of this model arc as follows: 
• l'irmsalmtomaximiscprolits 

• There arc many panicipams (both buyers and seUers). 
• The product is homogeneous 

• There are no barriers to entry to or ait from !he markeL 
• Thcrcisperfec1knowledgeolmarketoonditiona. 

16.l Perteet competition Ill 
Profit maximisation 
~fira:raMump1ion1'thatfirm.1antomaximi1Clhcirptofil'I. 
You might think !hat firms acting in their own self-interest are 

unlikely 10 do ccnsumers any favours. However, it tntnspire5 that 
thisdocsnotintcrforewilhlheoperatiOfld!hemarket.lndced. 
it is the pursuit of self-interest by firms and consumers that 
ensures1ha11hemarketworkseffec1i•rely. 

Many participants 
This is an lmpottant :usump1ion of the model: that there are 
"" many buyers and 90 many sellel""S that no individual tr.ldcr 

is able to inHuence the marke1 price. lbe marke1 price is thus 
determined by theoper.,.tion ofthemarke1. 

On lhc sellers' side of the, market, this aMumption Is 
tanwnounttosayingtha1therearelimiredcconomlcsofscalc 
inlhcindustry.lftheminimumefficiemscale(lhatis.lhelc"'"I 
of output at whkh a firm's long-run average <:QSts reach their 

minimum) is small relative ro marke-t demand, then no firm i~ 
likely ro become so large that it will gain influence in 1he market. 

A homogeneous product 
This a....umpdon means th.u buycrs of the good :stt at! producu 

in the market as bcins idemkal, and will not favour one firm·s 
produn ovcr another. If there ,...,..., brand loyalty, such that one 
firm was more popular 1han O!hcrs, then that firm would be able 

to diarge a premium on its pri«-. By ruling OIJI this pouibility 
thcpreviousassumplionUreinforced,andnoindividual5Cllcris 
abk to inflUCl"K"C the 11elllng price of the product. 

No barriers to entry or exit 
By !his a11.1ump1ion. firms are able to join the market if they 
peraiveit tobe a profitable step, and !hey can c:,:it from 1he 
marke1 withou, hindr.mce. Thi! a55wnpcion i• important when 

if comes 10 coruidering the long-run equilibrium IO"'an:ls which 
the market will tend. 

Perfect knowledge 
It is aMUmcd that all panicipants in lhc marke1 have perfect 

inform:uion about trading ronditions in the market. In pattirular. 

buyers always know t~ prier• that firms are mllrging. and lhus 
can buy !he good at the cheapest possible price. Firms that try 10 
eharge a price above the market price will ge-t no takers. At the 

sametime,trJdcrsarcawaredlheprodunquality. 

Perfect competition in the 
short run 
The firm under perfect competition 
With !he above a11.1ump!ions. it is pos.1ible 10 analf9C how a 
firm will operate in t~ market. An important implication of 
thesea11.1ump1ions i.sthatnoindividualtradercan influence the 

12) 



m Perfect competition and monopoly 

priceoftheproduct.lnpanicubr,thismeansthatthefirmis 

a price taker, andhastoacceptwhateverpriceissetinthe 

market as a whole. 

Asapricetaker,thefirmfacesaperfectlyelasticdemandcurve 

foritsproduct,asisshowninFigure 16.1. InthisfigureP, is 

thepricesetinthemarket,andthefirmcannorsellatanyorher 
price. If it tries to set a price above P, it will sell nothing, as Output per period 

buyers are fully aware of the market price and will not buy at Figure 16.2The fifm~short-<U1 supply decision 
ahigherprice.especiallyastheykoawthatthereisnoquality 

differencebetwe-eotheproducrsproducedbydiffe rentfirm, 

iothemarket.Whatthisalsoimpliesisthatthefirmcaosellas 

muchoutputasitlik.-satthatgoingprice - whichmeaosth.-re 

is no incentive for any firm to set a price below P,. Thus, all 

firm,chargethesameprice,P, 

P,1--------------
(AR • MR) 

Output per period 

Figure 16.1 Tfwfitm"sdema ndcurve 

The firm's short-run supply 
decision 
If the firm can sell as much as it likes at the market price, 

haw does it decide haw much to produce? 

The previous chapter =pbined that to maximise profits a firm 

needstosetoutputatsuchalevelthatmarginalrevenueisequal 

tomarginalcost.Figurel6.2illustratesthisrulebyaddingthe 

short-run cost curves to the demand curve. (Remember that SMC 

cuts SAVC and SA7t at their minimum points.) As the demand 

curve is horizontal. the firm faces constant average and marginal 

revenue and will choose output at q,. where MR - SMC. 

If the market price were to change. the firm would reacr 

by changing output. but always choosing to supply output at 

the level at which MR - SMC. This suggests that the short-run 

marginal cost curve represents the firm"s short-run supply curve: 
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in other words. it shows the quantity d output that the firm 

wouldsupplyataoygivenprice. 

However, there is one important proviso to this statement. If 

the price falls below short-run average variable cost. the firm"s 

best decision will be to exit from the market, as it will be bener 

off just incurring its fixed costs. So the firm"s s hort-nm supply 

cun-., is the SMC curve above the point where it cuts SAVC (at 

its minimum point). 

Short-run supplycurve:forafitmoperatngunderpedecr 
competitoo.thecurvegivenbyitsshort-<U1m,,.-ginalcostcurve 
aboYethepticeatwhichSMC•SAVC;fortheindustry. theshort­
,unsupply CIJfVl'isthel>ofi,ootalsum ofthes.upplycurvesofthe 
indi,,;dualfinnsintheiOWStry. 

Industry equilibrium in the 
short run 
One crucial question not yet examined is how the market 

price comes to be determined. To answer this, it is necessary 

toconsidertheindustrya.sawhole.lnthiscasethereisa 

conventional downward-sloping demand curve. This is formed 
accordingtopreferencesofconsumersinthemarket and is 

shown in Figure 16.3. 

On the supply side. it has been shown that the individual 

firm"s supply curve is its marginal cost curve above SAVC. If you 

add up the supply curves of each firm operating in the market. 

theresultistheiodustrysupplycurve.showoioFigure 16.}as 
Supply - ¥.SMC (where '}:' means 'sum of). The price will then 

adjusttoP,attheintersectiooofdernandandsupply. Thefinns 

iotheindustrybetweeothemwillsupplyQ,output,andthe 

marketwillbeinequilibrium. 



P, 

a , auantltyperp&rlod 

Figure 16.3 A perfectly competitove imLst,y in sho,t.,,,,, equilibrium 

The firm in short-run equilibrium 
revisited 
As this seems to be a well -babnced situation. with price 

adjustingtoequatemarkec demand and supply. th• 

only question is why it is d•scribed as just a short-nm 
equilibn'um. The du .. to this is to be found back with the 

individual firm. 

P, f----',~-----,~ 7"'----~,---,, 
AC, t ······ ··· ·····'-s,c.;- (AR MF 

Outputper per1od 

Figure16.4Tflefam;nshort-runsupplyequili00um 

Figure 16.4 illustrates the position facing an individual firm in 

the market. As before, th• firm maximises profits by accepting 

thepriceP, assetinthemarketandproducinguptothepoint 

where MR • S.\IC, which is a t q,. However, now the firm's 

averag•revenue(whichisequaltoprice)isgreaterthanits 

averag• cost (which is given by AC, at this level d output). The 

firm is thus making supemonnal profits at this price. (Remember 
that'nonnal profits' ar,, includedinaveragecost.)Thetotal 

amount of supemonnal profits being made is shown as the 

shadedareaonthegraph. Nocicethataveragerevenueminus 

averagecostsequalsprolitperunit,somultiplyingthisbythe 

quamitysolddctenninestotalprofit. 

16.2 Pertectcompetition 11111 
This is where the a.ssumpiion about freedom of entry becomes 

imponam. lf /inns in this markec are making profits above 

opponunity cost. the market is generating more profits Ulan 

other markets in the economy. This will prove anmctive to other 

fi rms, which will seek to enter !he market - and the assumption 

isthatthcrearenobarrierstopreventthemfromdoingso. 

This proa,ss of entry will continue for as long as /inns are 

making supernormal profits. However. as more /inns join !he 

marke1, the position of the industry supply curve. which is the 

sum of the supply curves of an ever-larger number of individual 

fi rms, will be affected. A!J the industrysupplycurveshiftsto 

the right, the market price will fall. At some point the price will 

have fallen to such an =rent that firms are no longer making 

supernormal profits , and !he market will then stabm.se. 

lf !he price were to fall even further, some /inns would 

choose to exic from !he market. and the process would go into 

reverse. Therefore price can be expected to stabilise such that 

thetypicalfirmintheindustryisjustmakingnormalprofits. 

Perfect competition in long-run 
equilibrium 
Figure 16.5showsthesiruationforatypicalfirmandforthe 

industryasawholeoncelong-runequilibriumhasbeenreached 

and firms no longer have any incentive to enter or =it the 

market. The marke-t is in equilibrium. with demand equal to 

supply a! !he going price. The typical fi rm sets marginal revenue 

equal to marginal co.st to maximise profits, and just makes 

normalprdits. 

l~~ 
O q• output O a· output 

lnlhelongru,,exttandentryensuresthatlhetyplcalflITTl 
makesJustnormal profllsatlheprollt-maxlmlslngoulpul 

Figure16.5Lor,g-runequilibriumunde,perfectrnmpetibon 

The long-run supply curve 
Comparativestaticanalysiscanbeu.sedto=plore!his 

equUibrium a Hnle more deeply. Suppose there is an increase in 

the demand for !his product. Perhaps, for some reason, everyone 

becomes convinced that the product is 1tally health promocing, 

so demand increases at any given price. This disturbs the 

market equilibrium, and the question then is whe-thcr (and how) 

equilibrium can be restored. 
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m Perfect competition and monopoly 

Fig~16.6reproducestheloog-runcquilibriwnth.:uwas 

shown in Figure 16.5. Thus, in the inilia! position nwket price 
i•auP',thetyplcalfirmlsinlong-nmequilibriurn,producing 

q',and the indwuy is producin,§C!'. lkmand wa.,; initially at D0, 
but with the increased popu!..rity a the product it ha., shifted to 
D

1
• lnthe shorrrunthispushesthemarke1:priceuptoP

1 
for the 

indu.suybecause.asmarket priceincreases,e:wlingfumsh:i.,-e 

the incentiYC 10 supply more output: that ill. they move along 
theirshort-ninsupplycurvcs. Soin theshonnin a typical firm 
swts IO produce q

1 
ootpul. lbe cormined supply of the firms 

thenincr"2SC'S10Q1. 

;L= __ ::···: ,_ 7, ,~-:~ ,_-··_M-_, = 

~~ 
O q• q1 Output O o·o, o .. Output 

Figure16.6 ,\q1.1Stng10a,,onaeas.e11demaod..nierperiectcoml"titon 

Productive efficiency 
Foranindividualnwket,productiveefficiencyisrcachedwhen 
a firm opttatn a t the minimum point of its long-run average 
costcurve.Underperfectcompc1irion,thillillindeedafearurc 

of the long-run equilibrium poe;irion. So. produaive efficiency is 

uitleved in t~longrun -but not in theshon nin, when a firm 
neednotbeopttatingatminimumaveragecoei. 

Allocative efficiency 
For anindividualmarket,allocalivecfficlencyillachievedwhen 
pria,isse1equal1o m:1.1ginal cos1 (see0\ap1er 12). Again.the 

proce-M by whkh supernormal profiu arc compered away. 
throughtheentryofnewfirtTIII intothem:trkCl,<'flSurcsth:i.t 
pria, is equal to marginal cost within a periealy competitive 

marke'linlong-nmequilibrium.So allocativeefftcic'llcyi.salso 
achieved. lndeed,finnssctpriceequaltomarginal co..teven 
inthe.shor1run,soallocativcefficicncylsafcatureofperfect 

competitioninbolhthe.shonrunandlhelongrun. 

Figure 16.7 shows the short-NO cost curves for II firm lhllt is 
However, at the higher p rice che firms stan making operating in a perfectly o:rnpetiti'o'e ll'lll!t.et. 
SUfl"'momu.l profi!5 (shown by che shaded area in Figure 16.6), 

"° in time more firms "'ill be atiri.cted into the market, 
pushingthe,hOfl-runindustry,upplycurvetotheright.lbis 
proceMwillcontinueuntilthereisnofurtherincentivefor 

new firms to enter the market - "'hich occurs when the pria, 
h:u rcrumed to P". but with increased industry ou tput at Q"". 
lnotherwords.theadjustment inthe.!hort ninisborneby 

existingfi=.burthelOflg·run equilibrium is reached through 
the entry of new firms. This suggests 1hat the Indus try long 
run s upplycnn·,: (LRS)ishorizontalatpria,P".whichis 

theminimum poin1 ofthelong-runaver.igeCOS1curve for 1he 
typicalfirminthelndustry. 

-' Efficiency under perfect 
competition 
Havingrcvicwed1hedu.r.icteristicsoflong-runequilibnumin 
a perfectly oompe1i1ive market, you may wonder wh:i.t is so 
good about 5Ueh a market in terms o( productive and allocative 

efficiency. 
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Oulpulperper1od 

Figure 16.7 Afirmoper•~ngcn:lersh0ft-runp«fectcomf)f!titio!i 

a At what price would the firm just make 'OOITT111I' profits? 
b What area would represent total fixed cost 11t this price7 
c What is the shutdown price for the firm? 
d Within what range of prices wou ld the firm choose to 

operateata!m<; intheshortrun7 
e Identify the firm's <;hort-nm supply curve. 
f Within what r11nge of price<; would the firm be llble to 

mal:e short-nm supernomr11I profits? 
g Wha t condition<;mustholdforsupernOITTlll!profitstobe 

o:rnpetedto ierointhelongnin7 



StartingfromadiagramlikeFigure16.6,tracktherespome 
of a perfectly competitive market to a decrease in market 
demand for a good~ in other words, explain how the market 
adjuststoaleftwardshiftofthedemandcurve 

Evaluation of perfect 
competition 
A criticism scmetimes levell..-d at the model of perfect 

competitionisthatitismerelya theoreticalideal,basedona 
sequence of assumptions that rarely holds in the real world 
Perhaps you have scme sympathy with that view. 

It could be argu..-d that the model does hold for some 
agricultural markets. One study in the USA estimated that the 
elasticity of demand for an individual farmer producing sweetcorn 

was-31353,whichisprettydosetobeingperfectlyelastic. 

TheelasbcityofdemandfotafarmerproducingsweetrnmintheUSA 
wasverydosetobefr,gpe<fectlyejastic 

Howcver.toarguethatthemodel isuselessbecauseitis 
unrealistic is to miss a very important point. By allowing a 

glimpse of what the ideal market would look like, at least in 
termsofresourceallocation.thenxxlel providesameasure 
against which alternative market structures can be compared. 

Punhcnnore, economic analysis can be used to investigate the 
effects of relaxing the assumptions of the model, which can be 
am>1her valuable exercise. For example. it is possible to examine 

how the market is affecred if firms can differentiate their producrs, 
or if traders in the market are acring with inccmplete information. 

16.3 Monopoly 11111 
So, although there may be relatively few markets that display 

allthecharacteristicsofperfcacompetition,thatdoesnot 
destroytheusefulnessofthemodelineconomictheory.hwill 

continue to be a reference point when examining alternative 
models of market structure. 

• The model of perfect competition de5c:ribes an extreme 
formofmarketstructure.ltrestsonaseqvenceof 
assumptions 

• llskeycharacteristic,includetheassumptionthatno 
individual trader can influence the market price of the good 
orservicebeingtraded,andthatthereisfreedomofentry 
and exit 

• lnrnchdrwmstanceseac:hfirmfacesaperfectlyela1tic 
demandcurvelorit1product,andcansellasmucha1it 
likesatthegoingmarketprice 

• A profit-maximi!.ing firm chooses to produc:e the level of 
output at which marginal revenue {MR} equals marginal 
cost(MC}. 

• Thefirm's1hort-runmarginalcostcurve,aboveit1short-run 
averagevariablecostcurve,representsitsshort-runsupply 

• lheindustry'sshort-runsupplycurvei1thehorizontal 
summation of the supply curves of all firms in the market. 

• Firms may make supernormal profits in the short run, but 
becametherei1freedomofentrytheseptofit1willbe 
competed iimay in the long run by new firms joining the 
market . 

• lhelong-runindustrysupplycurveishorizontal,withprice 
adjusting to the minimum level of the typical firm~ long-run 
averagemstcurve 

• Under perfect competition in long-run equilibrium, both 
productiveefficiencyandallocativeefficiencyareachieved 

16.3 Monopoly 

At the oppo6ite end of the spectrum of market strucrures is 

m o n opoly, which strictly speaking is a market with a single 
seller of a good. However. there is a bit more to it than that. 
and economic analysis of monopoly rests on scme important 

assumptions. Jn the real world, the Competition and Markets 
Authority. the official body in the UK with responsibility for 
monitoring monopoly markets. is empowered to investigate 

mergers which could restrict competition. Similar bodies operate 
inothercoumriesaroundtheworld. lnasiruationwherea 
single firm dominates a market, it may be able to act as if it 
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m Perfect competition and monopoly 

were the only firm - a dominalll monopoly. Some discussion 
of the theory of how monopoly markets opera!e is necessary 
inorderroundersmndwhysuchmonitoringisrequired. First. 

consider a pure monopoly market. in which there is a single 
seller. 

Assumptions 
The assumptions of the monopoly model are as follows: 

• There is a single seller of a gocxl. 
• There arenosub.stitutesforthe gocxl, "itheraccual or 

potential. 

• There are barriers to entry into the market 

lt is also assumed that th" firm aims to maximise profits. These 
assumptions all have their coumerpans in the assumptions 
of perfect competition, and in one sense this mndel can be 

described as being at the opposite end d the market structure 

lfthereisasingleseUerofagocxl.andifthereareno 

substitutesforthegocxl,themonopolyfirmistherebyinsulated 
from competition. Furthermore , any barriers to entry into th" 
market will ensure that the firm can sustain its market position 

into the future. Th" assumption that there are no potential 
substitU!es for the gocxlreinforcesthe situation. (Oi.aprer 18 

output at which marginal revenue equals marginal cost. This is 

atQn inFigure 16.9. Havingselectedoutput,themonopolist will 
thensetthepriceatth.,highestlevdatwhichalloutput willbe 

sold - in Figure 16.9thisisPn. 

[C Quantity 

Quantity 

explo"'s what happens if this assumption does not hold.) Figure 16.8 Elasb<ity and tnta ,ev,n,e 

A monopoly in equilibrium 
The first point to note is that a monopoly firm faces the market 

d<,mand curve directly. Thus, unlike in perfect competition. 
the demand curve slopes downwards. For the monopolist, the 
d<,mand curve may be regarded as showing average revenue 

(noticethatforafirmchargingthesamepriceforallunits 
sold, price is the same as average revenu<,). Unlike a firm P.., 
under perfect competition. therefore. the monopolist has some 

influence overprice. and can make decisions "'garding price 
as well as output. This is not to say that the monopolist has 
compl.,te freedom to set the price, as the firm is still constrained 

by market demand. How=r, the firm is a price maker and can 
choose a location along the demand curve. 

Oi.apter15recalledthenaru,.,dtherelationshipbetween 

total revenu" and the own-price elasticity of demand (PED) 

along a straight-line demand curve. The key graphs are 
"'produced he"' as Figure 16.8. The analysis pointed out that the 
price elasticity d demand is elastic above the mid-point of the Figure 16.9 l'rnfit maximi..,,tion and monopoly 

demand curve and indastic in the lower half, with total revenue 

Output 

increasing with a price fall when demand is elastic, and falling This choice allows the monopolist to make supernormal profits, 

with a price fall when demand is inelastic . which can be ide111ified as the shaded a"'a in the figure. A5 

As with the firm under perfect competition, a monopolist before, this area is average revl""nue minus average co&, which 

aiming to maximise profits will choose to produce at the level of gives profit per unit, multiplied by the quantity. 
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It is 31 this point th3t barriers to entry hecome imporrnnt. 

Other firms m:,y see that the monopoly firm is making healthy 
supemormalprofits,buttheexistenceofbarrierstoencrywill 
pre-vent those profits from heing competed away. as would 

happeninaperfectlycompetitivem:,rket. 
It is important to notice that the monopolist cannOI: he 

guaranteal always to make such substantial profits as att shown 

in l'igure 16.9. The size of th" profits depends upon the relativ,­
prnition of the market demand curve andthecostcurvt""s. If 
the cost curves in the diagram were higher, the monopoly 

prcius would be much smaller, as the disrnnce between average 
revenueand3veragecostswouldheless.ltisevenpos.sible 
th.utheC06Ccurveswillbesohighasroforcethefirmtoincur 

losses, in which case it would he expected to shut down. 

Table 16.2 shows the demand fared by a monopolist at 

Table 16.l Amo~ist\demarnl1Ched ule 

Demand{OOOsper Price(£) 
week) 

a Calculate total revenue and marginal revenue for each level 
of demand 

b Plot the demand wrve (AR} and marginal revenue on a graph 
c Plottotalrevenueonaseparategraph 
d Identify the level of demand at which total revenue is at a 

e At what level of demand is marginal revenue equal to zero? 
f Atwhatlevelofdemandisthereunilpriceelastic:ilyof 

demand? 
g lfthemonopolistmaximisesprofits,willthechosenleYelof 

output be higher or kmer than the reveoue.maximising leYel? 
h What does this imply for the price elasticity of demand 

when the monopolist maximi1es profits? 

Draw a diagram to analyse the profit-maximising level of 
output and prire for a monopolist, and analyse the effect of 
an increase in demand 

16.3 Monopoly 11111 

How do monopolies arise? 
Monopolies may arise in a market for a number of reasons. In 
afewinstances,amonopolyiscreatedbytheauthorities. l'or 
example,forlSOyearstheUKPostOfficeheldalicencegiving 

it a monopoly on delivering letters. l'rom the beginning of 2006, 
the service was fully liberalised. The Post Office monopoly 
coveredawiderangeof.'lef"Vices,butit.scov.,ragewa.sgradually 

eroded over the years, and it was finally priv:1tised in 2013. 
Nonetheless, it remains an example of one way in which 3 
monopoly can be created. 

Th.,patentsystemoffersaratherdifferentformofprorection 
for a firm. The patent system was designed to provide an 
incentiv., forfirmstoinnovate through the development of 

new techniques and products. By prohibiting other firms from 
copyingtheproductfora periodoftime,a firm is given a 
temporary monopoly. 

lnsom<,casesthetechnologyoftheindustrymaycr<,atea 

monopoly situation. In a markN characterised by subsrnmial 
economies of scale, there may not be room for more than 

one firm in the marka. This could happen where there are 
subsrnmial fixed costs of production but low m3rginal COilis: 
for example. inestablishinganundergroundrailwayinadty,a 

firmfacesveryhighfixedcostsinbuildingthenetworkoftrack 
and srntions and buying the rolling stock. HoweVl""r. once it is in 
operation, the marginal cost of carrying 3n addition3l passenger 

is very low. 
figure 16.10 Ulustrates this point. The /inn in this market 

enjoys economies of scale right up to the limit of market 

demand. The largest firm operating in the market can always 
producc,atalowercostthananypotentialentrant. so will 
always be abl" to price such firms out of the market. Her,, the 

economiesofscal<,actasaneffectiveOOrriertothec,ncryofn" w 
firms 3nd the market is 3 natural monopoly. A prciu-maximising 
monopoly would thus set MR - MC. produce at quantity Q~ and 

ch3rgeapricePm. 

"" Figure 16.10 Ana!u"almonopoly 

Output 
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m Perfect competition and monopoly 

Such a market poses particular problems reg:mling allocative 
efficiency. Norice in the figure that marginal cost is below 
averagecostovertheentirerangeofoutput. lfthefirmwereto 
charge a price equal to marginal cost. it would inevitably make a 
loss,sosuchapricingrulewouldnorbeviable. 

There are markets in which firms have risen to become 
monopolies by their actions in the market. Such a market 
structure is sometimes known as a competitive monopoly. Firms 
may get into a monopoly position through effective marketing, 
throughaprocessdmergerandacquisition,orbyestablishinga 
newproductasawidelyacceptedstandard. 

Jn the first Microsoft trial in 1~. it was cbimed that Microsoft 
had gained 95% of the world market for operating systems 
for PC ccmputers. The firm claimed that this is because it was 
simply very good at what it does. However, pan d the re3SOfl 
whyitwasontrialwasthatotherinterestedpaniesalleged 
that Microsoft was guilty d unfair market tactics and predarocy 
behaviour. 

Monopoly and efficiency 
The characteristics of the monopoly market can be evaluated in 
relationtoproductiveandallocativecfficiency(see 
Figure\6.9). 

Productive efficiency 
A firm is saidtobeproductivelyefficientifit produces at the 
minimum point of Jong-run average cost. 1t is dear from the 
figure that this is extremely unlikely for a monopoly. The firm 
wiU produce at the minimum point of long-run average cost only 
ifitsohappensthatthemarginalrevenue01rvepassesthrough 
thisexactpoint - andthiswouldhappenonlybycoincidence. 

Allocative efficiency 
Foranindividualfirm,allocativeel'ficiencyisachievedwhen 
price is set equal to marginal cost. It is clear from Figure 16.9 
that this will not be the case for a profit-maximising monopoly 
firm. The firm chooses output where MR equals MC; however, 
given that MR is below AR (i.e. price). price will always be set 

In 2000, AOL merged with Time Warner, bringing together an above marginal cost. 
intemetserviceproviderwithanextensivenetworkandafirm 
in the entertainment business 

One product that such a merged company might produce 
isadigitisedmusicperformancethatcouldbedistributed 
through the internet. Thinkaboutthesoruofcostsentailed 
inproduc:inganddeliveringrnchaproduct,andcategorise 
themasfixedorvariablecosts.Whatdoesthisimplyforthe 
economies of scale faced by the merged company? 
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• The model of monopoly used in economic analysis also 
assumes that there are no substitutes for the goods or 
servicesproduc:edbythemonopolist,andthatthereare 
barrierstotheentryofnewfirms 

• The mooopoly firm faces the market demand curve, and is 
abletochooseapointalongthatdemandcurveinorderto 
maximise profits 

• Such a firm may be able to make supernormal profits, and 
sustaintheminthelongrunbecauseofbarrierstoentry 
andthelackof!.Ubstitutes 

• A monopoly may ari~ because of patent protection or from 
thenatureofeconomiesofscaleintheindustry{a'natural 
m<>n<>p<>ly') 

• A profit-maximising monopolist does not achieve allocative 
elficiency,andisunlikelytoachieveproductiveelficiencyin 
the sense of producing at the minimum point of the long­
run average cost curve 



A Level 
Part 2: The price system and the m1croeconomy 

17 Monopolistic competition 
and oligopoly 

The previouJ chapter Introduced the models of perlect 
competition and monopoly, and deJcribed them as being 
at the extreme ends of II spectrum of forms of market 
structure. In be~en those two extremes are other 
forms of market structure, which have some but not all 
of thecharaeter/stlcsofeltherperler:tcompetltionor 
monopoly. It Is In this sense that there Is a spectrum of 
structures. Attention In this chapter Is focused on some 
of these intermediate forms of market structure, 
including II dim.JSslon o f the sorts of pricing strategy that 
firms may adopt. and how they decide which to go for. 
This chapter also discusses ways In which firms may try to 
prevent - firms from Joining a market. in terms of 
both pricing and non-price smuegles. The theory of 
contestable marktts completes the discussion. 

Learning outcomes 
After s tudying th is thapttr, you should: 
• befamiliarwiththerangeofmarkttsituationsthatexim 

betwttn the extremes of perfect competition and monopol-y' 
• understand the meanlfl9 of product differentiation and its 

role in the model of monopolistic competition 
• understandthenotlonofoligopolyandbefamiliarwith 

approaches to modellil'IQ firm behaviour in an oligopoly 
market 

• understand the benefits that firms may gain from forming a 
cartcl-andthetensionsthatmaymult 

• understandthesignlficanceofconcentrationinamarketand 
how to measure it 

• bei!NVi!lloftherelationshipbetwttnfirmsiieandancmtration 
• understand what Is meant by market dominance 

• belamiliarwithfactorsthatrr111Ygj~risetonaturaland 

strategic barriers to en try 
• be aware of some of the effects on a market if competition 

is limited. 

17.1 Monopolistic 
competit ion 

lfyouconsiderthccharactcristksofthcmarkctsthat you 

frequcmona regular basis, you willftndthatfcwofthem 
displayallof1he charac1cristic.!lassocia1cd with perfect 
comp.-tition. However, there may be some that show a few 

of these fcaiurcs. Jn particu lar. you will find some markets in 

which 1hcre appears 10 be intense competition amon11 many 
buyers, bu1inwhich1heproductsforsa!e arcnotiden1ical. 

For example. think abou1 resuuranls. In many ci1ies, you 

willflndawlderan11eofrestaurants.caf~sandcoff~bars 

tha1 compc1e with each oo:her for business. but do so by 
offcringsliglulydiffcrcntproducts: this is called p rod uc l 

dlffcrTnUa Uo n . 
The theory of rnonopolls Uc competitio n was devistd by 

Echnrd Oumbcrlin, writing in 1he USA in the 1930s. and his 
name is oflen anxhcd io lhc model, although Joan RobiMon 
publiohcd her book on imperfect compecition in lhc UK at 
thesamo,time.ll,crnoiiv:itionforthc analysisw:u,toe:rplain 
how marketli worked when they were operating ncithtt H 

monopolic,, nor ur>dcr perfect compclitlon. 

Productd ifferentl• tlon: istrategyadoptedb,-ftrmsthatmafks 
the;, product z; being d;ff~ent from their competitors' 

Monopol istlccompetitlon: ama<ketthatsharessome 
characteristics of monopoly and some of perfect competitOOt'I 

The model crscribcs a market in which there arc many firmll 

producin11similar,bu1ootidentic-.1lproducts:forcxample, 
pa~ holidays, hairdteMer!I aRd fa51.food outlets. In the 

cascoff:i!il-foodoudcU,the high !ilrc,ctsof manycitics arc 
ch.iracreri,.cd by large !lumbers of difforcnl types of tak"'2way -

burgers, curric!I. nood!C's. fried chicken and IIO on. 
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m Monopolistic competition and oligopoly 

Themonopol,sbccompetrt,ot,mocleldescnbesthelast-fo.odmffl.et,n 
manycrtJes,suchasHongKoog 

Model characteristics 
1'hr=impon;,.n1char.K'lcristicsofthemodelofmonopoli.,l:k 

comp,Nition di51inguish this SOf1 of market from others. 

Product differentiation 
fir.51,fum!lproducediffcrentl:ucdproductllandfaacdown...-ard-­
sloping <krnand CIJl"\"eS. In other ,..uros, each firm competes wirh 
thcod>t'l'!lbymakingi1Sproducc&lightlydifft'l't'fl(.Thi•allowsthe 

firm!I IO build up tnnd loyally among their n,,gular customcr•, 
whichgive,thcm!IOO'ICinllllCl'ICC=pric\". llislikelyth.at 
firmswillengageinadverti&inginorder tomaintain,uchbrand 

loyalty, and heavy ad\'Cf1ising j5 a common characteriSlk of a 
market operating under monopoli&tk competition 

Bccau,eo!herfirmsarcproducing • imilargoods,thereare 

substinnes for each firm's produce, which mean& that demand 
isrclativelyprice elastk(ahhoughthisdoe•notmeanthatit is 
never inelastic). However,ltiscertainlynotperfectlypriceelastic, 

as wa., the case with pt:rlect compelitioo. The.soe features - that 
the produc, i.! not homogeneous and demand i• not perftttly 

price elastic - repre.w:nt •ignificant differences from the: model 

dperfectcompc,iilioo 

Freedom of entry 
Second. thC'fC are no barriers IO entry into the m:uket. f irms an, 
abletojointhcm:ukci if1hcyobscrvethatexistinglirm!lare 

making supcmonnal profits. New en\:rllnts will be looking for 
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some way m differrotiate their produce slightly from the: <11hcrs -

perhap.1 thc next fasi:.food reStaur:mt will be Ncpalc.w: or Peruvi:ln 
This char:acteriSlic cli.,tinguishes the nwkCI from the monopoly 

model,as~sthc:cxi.sltt,ceoffairtycloecsub.Slitu1~. 

Low concentration 
Third,lhcconcenmnioor:atiointheindustrytendstobc 

relativdy low, a,; there are many fmm operating in the nurkci 
for thi!i rea50fl., a price chimge by one of the firms will haw, 

ncgligiblceffectsonlhcdemandforitsriv.ils'products. 
Thi'I characteriSlic means !hat the market is also different from 

anol.igopolymarke1,wherclhereareafcwfirm11tha1 interact 

Slrat..gicallywilheachaher. 

Overview 
Takingthesethr=characteristiatogceher. it can be seen 
that a market of monopoli~tic comp,Nition has some of the 

ch3racleristics of perfect comp,Nition and rome feature, of 
monopoly-, hence it.! name. 

Short-run equilibrium 
figure17.lrepresent.1short-runequilibriumuntlcrmonopol.i51ic 

competition. D,is the: clcmmd curve and MR, is the: corresponding 
marginal revenue cu~. AC and MC an, the average and marginal 
Co.Slcurvcsfora n,preM"lll::nive firm in the industry. lfthc: firm is 

aimingmmaximioeprofi111.ilwillchoo5cthclcvclofou!pUl •uch 

that MR,• MC This occurs at outpul q,, and the firm will t!.m 
choose the price that dean the market at P,· 

Output 

Figure17.1 Short-n.<1e,quilib<ium~mor,opol,snccompeotion 

This do,dy reS<'IIlbles the .51antlln:l monopoly diagram that 
was introduced in Oiapter 16. A& with monopoly, a finn under 

monopolistic competition faces a downward-sloping demand 
curve, as already n<11ed. The differellCC is \rult now il is assumed 

thatthcreisfrecentryintothc:marketundcrmonopolistic 
compc,iilion, so\rult figure 17.1 represents equilibrium ooly in 
the: short run. 11tls is bccau.w: the: firm shown In the Ii.gun, is 
making supcrnorm:ol profits. shown by the sh:>ded area (which is 

AR - AC multiplied by outpul) 



The importance of free entry 
This is where the assumpiion of free entry into the markei 

becomes imponam. In Figur.- 17.1 the supernormal profits being 

made by the representative firm will attract new firms into the 
marke1. The new firms will produce differe-ntiate<l products, and 
this wUJ aff..cr the demand curve for the r,,presentativ,, firm's 

producr. In pankular, the new firms wUJ attracr some customers 
away from this finn, so th31 its demand curve will tend to shift 

to the Ide. Its shape may also change a, the"' are now more 

subscitucesfortheoriginalproduct. 

Long-run equilibrium 
This process wUJ continue as long as firrn.s in the market 
continue to make profits that attract new firms into the activity. 

It may be accelerated if firms are persuaded to spend money 
on advertising in an attempt to defend their market shares. The 

advertising may help to keep the demand curv" downward 

sloping, butitwillalsoaffectthepositionoftheav.,ragecost 
curve,bypushingupaveragecostatalllevelsof01Jtput. 

Figure 17.2showsthefinalpositionforthemarket. The typical 

firm is now operating in such a way that it maximises profits 
0:>)' setting output such that MR - MC); at the same time, the 
avemgecostcurve(AC)atthislevelofoutputisatatangentto 

the demand curve. This means that AC - AR, and the firm is just 
making normal profit (i.e. is jusi covering opportunity cost). There 
is thus no funher incemive for more firms to join the market. In 

Figure17.2thisoccurswhenoutputisatt1iandpriceissetalh 

Output 
Figun 17.2lnng-runequilibrium undermnnopoli,ticcompetiboo 

Evaluation 
One way of evaluating the market outcome under this model 
istoexaminetheconsequencesforproductiveandallocative 
efficiency. ltisdearfromFigurel7.2thatneitherofthese 
conditions wiU be met. The representative firm do,,s nOI: reach the 

minimum point on the long-run average cost curve. and so does 
nOI: attain productive efficiency, furthermore , the price charged is 
abovemarginalcost,soaUocativeeffidencyisnOl:achieved 

17.1 MonopoliS1iccompe1i1ion 11111 
If the typical firm in the market is not fully exploiting the 

possibleecor,omies ofscalethatexist,itcouldbearguedthat 
product differemiation is damaging society"s total welfare, in 

the sense that product differentiation allows firms to keep 
their demand curves downward sloping. In other words, too 
many differem products are being produced. However, this 

argument could be countered by poiming out that consumers 
may enjoy having more freedom of choice. The very fact that 
they are prepared to pay a premium price for their chosen brand 

indicatesthattheyhavesomepreferenceforit. 
AnOl:her crucial difference between monopolistic competition 

and perfect competition is that under monopolistic competition 

firms would like to sell more of their product at the going price, 
whereas under perfect compe!ition they can sell as much as they 
like at the going price. This is because price under monopolistic 

competition is set above marginal cost. The use of advertising 
to anract more customers and to maintain consumer peoception 
of product differences may be consklered a problem with this 

market. ltcouldbearguedthatexcessiveuseofadvenisingto 
maintainproductdifferentiationiswasteful,asi!leadstohigher 
averagecos!curvesthanneeded. OntheOl:herhand,theneedto 
compete in this way may result in Jes., X-ineffidency than under 

a complacent monopolist 

Figure 17.3 shows a fi rm under monopolistic competition. 

Output 
Figun 17.) Afirmunde<mor,opoHsticcompeti tion 

a ldentifytheprofit-maximi,inglevelofoutput. 
b At what price would the firm sell its product? 
c What supernormal profits {if any) would be made by the 

firm? 
d lsthisashort-runoralong-runequilibrium?Explainyour 

e Describethesubsequentadjustmentthatmighttakeplace 
inthemarket(ilany} 

f Atwhatlevelofoutputwouldproductiveeffidencybe 
achieved?(A5rnmethatACrepresentslong-runaverage 
rostforthisp;irtoftheque,tion.} 
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m Monopolistic competition and oligopoly 

• Thetheoryofmonopolisticcoml)f'titionhasitsorigimin 
the 19305, when economists !.UCh a1 Edward Chamberlin 
and Joan Robinson were writing about markets that did 
not conform to the models of perfect competition and 

""'°"""' • The model describes a market where there are many firms 
producingsimilar,butnotidenticalproducts 

• Bydifferentiatingtheirproductfromthoseofotherfirms, it 
is pos1ible forfirmstomaintainsome influenceoverpric:e 

• To do this, firmsengilge in advertising to build brand loyalty. 

• Therearenobarrier1toentryintothemarket,and 
conc:entrationratiosarelmv. 

• Firmsmaybeabletomakesupernormalprofitsintheshort 

• lnres.ponse,newentrantsjointhemarket,shiltingthe 
demandcurve1ofexi1tingfirmsandaffectingtheirshal)f' 

• Theprocesscontinuesuntilsupernormalprolitshavebeen 
coml)f'ted away, and the typical firm has its averilge cost 
rnrveatatangenttoit1demandcurve 

• Neitherproductivenorallocativeefficieoc:yisachievedin 
long-run equilibrium. 

• Consumer.; may benefit from the increased range of choice 
onofferinthemarket 

17.2 Oligopoly 

A number of m3rkets seem to be dominated by relatively few 
firms - think of commercial banking in the UK, cinemas or the 

newspaper industry. A market with just a few sellers is known 
as an ollgopoly market. An important characteristic of such 
markets is that when making economic decisions each firm must 
rnke account of its rivals" behaviour and reactions. The firms are 

therefore interdependent. 

An important characteristic of oligopoly is th3t each firm has to 
act strategically, lxxh in re3cting ro rival firms "decisionsandin 
tryingroanticipatetheirfutureactionsandreactions. 

There are many different ways in which a firm may take such 
strategic decisk,ru, and this me:ms chat there are many ways in 
which an oligopoly market c m be modelled, depending on how 

the firms are behaving. This chap1er revi,,>\VS just a ~ .such models. 
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Oligopolies may come about for m3ny reasons, but 
perhaps the most convincing concerns economies of scale. An 

oligopoly is likely to develop in a market where there are some 

economiesofseale - economiesthatarenotsubstantialenough 
to require a natural monopoly, but which are large enough 
to make it difficult for too many firms to operate at minimum 

efficient scale. 
Within an oligopoly market, firms may adopt rivalrous 

behaviourortheymaychoosetocooperatewitheachother. 

The two attitudes have implications for how markets operate 
Cooperation will tend to take the market towards the monopoly 
end of the spectrum, whereas non-eooperation wiU take it towards 

thecompetitiveend.Ineitherscenario,itislikelythatthemarket 
outcome will be somewhere between the two extremes. 

The kinked demand curve model 
One model of oligopoly revolves around how a firm 

perceives its demand curve. This is called the kinked demand 
curve model, and was developed by Paul Sweezy in the USA 
inthel93Qs. 

The model relates to an oligopoly in which firms try to 

anticipate the reactions of rivals to their actions. One problem 
that arises is that a firm cannot readily observe its demand curve 

with any degree of certainty, so it must fom, expectations about 
how consumers wiU react to a price change. 

Figure 17.4 shows how this works. Suppose the price is 

currently set at P"; the firm is selling Q' and is trying to decide 
whether to alter the price. The problem is that it knows for sure 
about only one point on the demand curve; that is, when the 

priceisP'.thefirmsellsQ'. 

Quantity 

Figure 17.4 Tf>ekinkeddemi>ndrurve 

However. the firm is aware that the degree of sensitivity ro its 

price change will depend upon whether or not the other fi rms in 
the market will follow its lc3d. Jn other words, if its rivals ignore 
th., finn"spricech3nge,therewUJbemoresensitivitytothis 

changethaniftheyallfollowsuit. 



Figllfe 17.4 shows the two extreme po15ibilitics for the 
demand curve whkh the firm perceives that lt faces. [f othc,­

firms ignore it, action , D,. will be the rdcvant demand curve , 

whkh is re latively elastk. On the other hand. if the other firms 
copy the firm·s moves, D<• will be the relevant demand curve. 

The que1tion !Mn is: under what conditions will (Mah<,rfirms 

,:opy dlCpricechange.and'>llhenwilltht.'Y rd!The firm,royifmgine-
1hatifilra~sit.'lpricc, therei.s litdelikelihood lhat it.'lriv-.d.! wi.llropy. 
After:ill,thi,is a non-dveate-ningmow,thatgl\'CSmasketsha"'tothe 

od>erfinns.Sofor apncc -· =,D,.l'ltherelcv.mt5eaion. 
Onthe«herhand.apriccrcduction islikclytobesccnby 

therivalsasa thttatcningmove,andtheyarclikcly 1ocopyin 

order to preserve their nutke1 positions. For a price di:crcasc, 
thcn,D-is ttlevam. 

Puningth~ 1ogeth..,.,thefinnpcroeivcsthatitfa~a kinked 

demand curve (d<I). Funh.-rmore, if the marginal revenue curve 
is added to the pkru..,. it is seen to have a diKOntinuity at the 
kinlr.. ltthus trarupires that(!istheprofit-m:iximisingl<"velof 

output under a wick rang,, of cost «>ndilions from MC~ 10 MC,: 

oo. even ln the face d a change in marginal COMs, the firm will 
nO!aher itsbehaviour. 

Thus, the modd predicrs th.a1 if the firm perceives iu ckmand 
curve 1obed 1hUahape, ilhasastrnngioccntivetodonothing, 

C\"eninthefa.:edchangesinCO'lfS. HO\\-·evcr,i1aUdc-pend,, 
uponthefiml"sp..-rceptions. lf thett is a general increase in costs 

th:it affects all producC1"s, this may affect the firm's perception of 

rival n::action,andthusencourage ii to raise price. If other firms 
arerc:idingtherrwke1inthesameW'lly,theyan::likelytofollow 
suit. Notice tha! this model doe,, not explain how the price 

rcad1es/>0 in 1he firsiplace 

Game theory 
A more recent dcvdopmem in the economic theory d the firm 
has been in the application of game theory. This began as a 
br2nch d ,ruuhnnatics. but ii becamt app,.rcnt tha1 it had wide 

application, innplainingthe beh:iviouroffirms in an oligopoly. 

Game theory it self has a long history, with oome writers 

tracing i1 back tocorr.-spondencebetwcen Pascal and 
Ferm.at in the mid-scvcntcentheentury. Early application• in 
economla were by Am o ine Augunin CournOI in 1838, Francis 

Edgcv.·otth in 1861 a11dJ. Bertra11d in 1883. but the key 
publication was the book by John von Neumann and O..kar 
Morgens1ern. 1beory of Games ,md Enmomic /kb(wfor, r . in 

19«. O!her famous name.1 in game th«>ry Include John Nash 
(played by RuSBell Crowe in the film A &mwiful Mi.,,!). John 
Harsa nyi and Re inh:ud SehOfl, who shared the 1994 Nobel 
prizefor theirworkinthisarea 

17.2 Oligopoly Ill 
Almos! ccm.inly, the mo,;i: famous game is the prlli<>ner&' 

dlle nun::i,introduced inalecrutt"byA.lbenTucker("'·ho taught 
John Nuh at Princeioo) in 1950. lhis simple example of g:,mc 
theoryturnsoottol\:wea multitudeofhelpful application!in 

Two pri:sonen, Al F= and De,, Jardins, are being intenog:ued 
about a rn.:ijor crime. and the police kn,- th:it at leasl one of the 
prisoners is guilty. The two are kepi in ""'para1.- cells and cannot 

cornmunicat.- with each other. The police have enough evidence 
to convict them of a minor offence. but not enough !O convict 
them of the major one. 

Eachprisoncrisoffcred adeal. Jfherurru. statc"sevidcnce 
andprovidcsevidcnccto«>nvicttheotherprisoner,hcwUlget 
off-unlessthcO!herprironcralsoconf<"sses. lfboth refuse to 

ck,al,thcywill justbechargedwiththeminoroffcnce. Table 
17.l s1.unmarlscs 1hc,en11,nee,, thateachwillreceivcinthe 
variouscim.imslltnces. 

In each cue. AJ"s llCfltC'flC'e (in years) is shown in rc,d and Des·s 

in blue. In terms of the e mrie• in the table, if both Al and Des 
ttfu..-1odeal, they will beconvictedof theminoroffcnce, 

and ead, will go down for S y=s. Howc,ver, if Al confesses 
and Des refuses to ci,,al, A.I will gci off complcidy free, and 

Des will take the full rap of IS )=r!l. If Des confeSBes and A.I 
refu..cs, the reverse happens, However, if both confess, they 
willeach gei lOycara. 

Think about this situa tion from A!"s point of view. 

remembering that the pri'°'1<'ta cannot communicate, 90 A.I 
does not know what Des will choose to do and vkc versa. You 

can sec from Table 17. 1 that. whatever Des ch0011cs to do, Al 
will be better off confessing . If Des confesses, Al is be1tcr off 
conf.-ssing also, going down for 10 years instead of IS, if Des 

refu..-~. Al is s1ill bettcrotfcoofessing, going fre-e lns1eadof 
ge11ing a S-year term. John Nuh referred to such a situation as 
a d o minant ~trahlff· 
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m Monopolistic competition and oligopoly 

1be dilemma i.'l, of course, symmetric, so for Des too the 
domi=m Slr.ltcgY i.'l to coofeu 1be lnevi!llble m,ul1 i.'l th:i.t, if 
bothprisonersareKlfish,rheywillbolhconfe.ss-:rndbothwill 

rhengctlO~:us inj:,il.lfrheyh:i.dbothrefusedtode:i.l,!hcy 
v,"Ollldbothhavebttnbt'tteroff; butthi.'li.'ltooriskyaS1r.1tegy 
foreilherolthemtoadopt. Arefusaltodealmightha....,[edto 

ISyearsinj:,il. 
What has this to do with C'COflOfllics1 Think about the market 

for DEY produas. Suppok: there are two firms (Diamond Tools 

and Be11erSp.ldes)operi1 tlRS in a duopoly market (i.e. a market 
with only two firms). Each firm has a choice of producing 
'high' output or 'low' output. The profit made by one firm 

depends upon two things, iu own oulpul and the outpUI of the 

othei"firm. 
Table 17.2 shows the range of possible ou tcomo,s for a 

particular Time period. Comkkr Oiamood Tools: if it chooses 
'low' when Better Spades alro choose• 'low', It wilJ makf" $2 
million profit (and ro will llctter Spades); but if Diamond 

Tools chooses 'low· when lle1ter Spades chooses 'high', 
Diamond Tools will make 7.('ro profiu and B-,11.,.,. Spa,1.,s will 

make$3million. 

Ta ble17.20iamondToolsand8etterS~:poss,bleoutrome,; 
(p,<>fil>inSm> 

lbes~ualion that m.utimises;oint profitsi.'lforboth firms 
1opr~low,butaippo.seyouwcrc1ak:ingdeci1ionsfor 

Diamond Tools - ,.;hat ""Ollkl you choasc? 
1r11e11.,,. Spades produce., ' low', you ... ~u m.utimise profits 

byproducing 'high', whereu if8ctterSpadesprodu""5 'high', 

you will 51ill maximise profits by producing high! So Diamond 
Tool, hasack:>mirunt51tal"£1YIO producch(gh-iristhcprolit­
maximi!'ling action what<:\'.,.,. Better Spades doe,, evo,n though it 

means that joim profits will be [ow.,.,., 
Given that the table is symmetrk, llcfterSpacks faccsthe 

•ame dedJion procc 511 , and alllO hu a dominant strato,gy to 

choose high. sotheyalwayscndupinthe nonhwf"stcorner 
of the table, even though southeast wouldbebettf"rforf"ach 
of them. l'urthermore, after 1hcy have mad" their choicf"s and 

seen what the other has cha110,n, each firm kcls justififfi by 
its actions, andthlnksthatitlook cheright df"dsion,givo,nthe 

rival's move. This is known as a Nas h "<J n!llhrlum, which 
has the charaaeristk that no,lthcr firm nCC'ds to amo,nd its 
behaviour in any future period. This model can be used to 

invo,•tigate a wide range of decisions that firm5 no,ed to take 
S{.,.{o,gic,illy. 
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Suppo5e there are two cinemas, X and Y, operating in a town; 
!fOU &e taking decisions fOf Fitm X. You can-oot communicate 
with the other firm; both firms are considefSlg only the nm 
period. Eachfirmis choosln9w,,ie1hertosetprice 'high'or 
'low'. Your expectation is that the payoffs (in terms of profits) 
to tho, two firms are as shoMl in Table 17.3 {Arm X in red, 
FirmYinbluo,). 

Table17.l CiriemasX.ndYpos11bleoutcorroes 

I I Fl nTI Y 

I
FlrmX I Hlgh prke l o 

I Lowp,k• I 1s 

:11 If Fitm Y sets price high, what strategy maxim.ses profits 
forFirmX1 

b If Fitm Y sets price low, what stralell'J' maximises profits for 
FirmX1 

c: So what strategy wil Arm X adopt? 
d '#hat is the market outcome] 
• '#hat outcome would ma.llimise the firms' joint pmfit7 
f H<m mi\lht this outcome be achieved] 
g Would the outcome be different if the game were played 

averrepe.atedperiods1 

Cooperative games and cartels 
Lookbacka1thcpruoncra ' di10,mm.agameinTablo, 17.2 

l! i• clear 1ha1 the requifcnx'nt that the firms are unabk IO 
communicate with each o<her is a serious impediment from th-, 
firms ' point of view. lf both firms could agree 10 produce 'low', 
they would maximise rhclr joint profiu. but they will not risk this 

si:rategyiftheycannotcommunie111e 
lf they could join together in a c:,r id , the two firms could 

come to an agreement to adopt 1he low-low strato,gy. How.,.,.,.,., 

if th .. y were to agree to this, each firm would have a strong 

incentivetocheatbccausc,ifeachnow knewthatthcoth"r 
firm was going to produ«> low, they would al,o know that they 

could produce high and dominate tho, markct - at kast, given 

the paycif• in the uble. 



This is a common feature of cands. Collusion can bring high 
joint proftt1, but thtte is a lways the tempcation for each of the 
member firrm to chear and try to ....,ak aome additional m:uke1 

sluttattheexpen..,oftheotherfirmsinlhe cancl. 
Thett ii another downside to the formation o f a cartel. In 

=t countries around the world (with one or two e~«"ptioos, 

such a., Hong Kong) !hey are ill<"gal. For example, in the UK the 
operation of a cand i, illegal under lh<" UK Competition Act, 
under which !he Office d Fair Trading i! empowered to fine 

firrm up to 10% d their turnover for each year !he a.rul is found 
tohavet:>e,e,,inOfl'<""tion. 

This means rh:u oven cdlusk,n is nr<". The most fam<JU.S 
..xampleisnocbefweenfirmsbutbel"'tt'fl.Utions.intheform 
of the Organis.i.tion a Petroleum bporting Countries (OPEC), 
which over a long period of tim<" has opm,tcd a cartel to control 

1he priccofoil 
Some conditions may favour the form:nion d cands - or at 

least, !IOITIC form of collusiOfl between firrm. The most important 

of These is the ability of each of !he firrm involved to monitor the 
actionsof1he01herfirms, andsoensure thattheyarekeepingro 

the agreement. 

Collusion in practice 
Ahhough caneb att illegal, the po1e111ial gi,ins from collmion 

may tempi firms to find ways of working 1ogether. In l!Ol"lle 

cases,firmshavejoinedtogetherinr.1therlooiSc&tr.1tegic 
alliances, in ,,,hlch they may work together on pan of their 

businesa, perhaps in wxleruking joint ttJearch and development 

or1cchnology1waps 
For example, in 2000 General Moo:ors (GM) and Fiat took 

an equity stake in each Ol:her's companies, with GM wanting 
to expand in Europe and needing to find out more about the 

techoologyofmakingsmallercars.Such alliances have no{ 
always been a w,:cess, and in the GM-Fiat ca.5e, GM and Fial 

sep;ttatcdin2005. 
The ai rline marlr:e1 is ano{her 5ect0f where strategic 

alliances have been important. wilh the Sbr Alliance, the One 

World Alliance a nd SkyT=m carving up 1he Jong-haul routes 

between them. Sllch alliancc,offerbenefiu1o passenger.<, 
who can get ac«"'! to a wi<kr range of desti.uiion1 and 
busineu-dau lounge, and frequent-flier ttwards, and to 

the airlines , which can economi5e on airport facilities by 
pooling 1heir re,ource,. However, the ne1 effect is to reduce 
contpetitlon, and the regulators have intcrfettd wi1haome 

suggested alliance•. such as that between British Airway• 
andAmericanAirline, in2001 , whichwasinvestigatcdby 
regulators on both ,ide,of1he Atlamic.1be condi1ion• llnder 

"'hichthe allia nce wouldhavet:>e,e,,perminedweresuchthat 
Brilish Ai.,,.·ays wilhdr"w the proposal. Thi• proposed alliance 
reJurfaccdinAugusi2006, whentheEuropeanOlmmission 

opened a new anti-tnut investigation imo a revenue-sharing 
dea l announced between Briti•h Airw:ay,, American Airlines 

and Iberia . 

17.2 Oligopoly -

Aherna1ivdy, firms may look for tacit collus ion, in which 
thefirms in a marketobserveeachother'1behavio urvery 

closely and refrain from competing on price, even if they do 
not acmally communicate with each other. Such collusion 

may emerge gradually over time in a marke1, as the firms 
become, accustomed to m:arke1 conditions and to each O!her's 

One way in which this may happen is through some form of 
price leadership. Jf one firm is a dcminant producer in a market, 
then it m:iytake the lead in ""1lingthe price, with the Olherfirm• 

following its example. lthast:>e,e,,s"88'-"sredthattheOPEGcanel 
operated aCCa"ding to this model in some period,. with Saudi 
Arabiaactingasthedornin:intcountry. 

An ahcm:uive is barometric price leadership, in which one 
firm uics out a price incttue and then waits 10 see whe1her 
other firms follow, lf they do, a new higher price has t:>e,e,, 

ttached,..ithoulthenecdforov.,ndiscussionsbero<o-centlle 
firms. On the O!her hand, lf the other firms do OOI feel the time 
i• right for1he change, they will keep th <"irprices steady and 

thefirstfirmwilldropback inrolincorelselo:sc market 1hatt 
Theinitiatingfirmneednotbethesameoneincachr01:md. It 
has been argued that thedcmesticairtravelm:irketintheUSA 

has operated in this way on some internal routes. The practice 
i• faciliutcd by the ease with which pricn c:;111 be checked via 
computerised ticke1ing sysi: .. ms, so tha1 =eh firm knows what 

theotherfirmsaredoing 
1be freq uency of anti-oinel cases brought by regulators in 

rec,,m years suggests that fimn continue to be templcd 

by the gains from collusion. The oper:ation of a canel is 
now a criminal act ln the UK, u ii has been in the US A for 
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m Monopolistic competition and oligopoly 

For each of the following markets, identify the model that 
would most closely desc:ribe it (e.g. perfect competition, 
monopoly, monopolistic competition or oligopoly}. 

a A large number of firms 1elling branded varieties of 
toothpaste 

b Arnlesupplierofpostal~rvices 
c Alargenumberoffarmersproducingcauliflowers,soldat 

acommonpnce. 
d A situation in which a few large banks supply most of the 

marketforretailbankingservice1. 
• Arnlesupplierofrailtransport 

• AA oligopdy i,; a market with a few sellers, each of which takes 
strategicdecilicrnbasedonliketjrivalactionsandreactions 

• A!, there are many way, in which firms may interact, there 
is no single way of modelling an oligopoly market 

• One model is the kinked demand curve model, which 
arguesthatfirms'perceptiomofthedemandcurvefortheir 
products are based on their views about whether or not 
rival firms will react to their own actions 

• lhissuggeststhatpriceislikelytoremain1tableovera 
widerangeofmarketconditiom 

• Game theory is a more recent and more flexible way of 
modellinginteractiombetweenfirms. 

• The prisoners' dilemma can demonstrate the potential 
benefits of callus.ion, but also shows that in some market 
s.ituations each firm may have a dominant strategy to move 
the market away from the joint profit-maximising position 

• lffirmscouldjointogetherinarnrtel,theycouldindeed 
maximise their joint profits ~ but there would still be a 
temptationforfirm1tocheat,andtryto1tealmarketshare 
Such action would break up the cartel, and move the 
market away from the joint profit-maximising position 

• However,rnrtelsareillegalinm05trncietie1 

• Firms may thus look for covert way, of colluding in a market · 
for example, through some form of price leadership 

17.3 Market concentration 

following either of these extreme models. Indeed, you might 
think thm the majority of markets do not correspond to either of 
the models, but instead display a mixlure of characteristics. 

An important question is whether markets such as oligopoly 
behave more like a competitive marke! or more like a monopoly. 
This chapter has shown that there are many different ways in 
which markets with just a few firms operating can be modelled. 
because there are many ways in which the firms may interact 

It is helpful to have some way of gauging how close a 
panicular market is to being a monopoly. One way of doing this 
istoexaminethedegreeofconcentrationinthe market. laterit 
wiU beseenthatthisisnO(allthatisrequiredto determinehow 

efficientlyamarketwiUoperate;butitisastan. 
Concentration is normally measured by reference to the 

concentration ratio, which measures the markec .share of 
the largest firms in an indu.s1ry. Por example, the three-firm 
concentration ratio measures the markec .share of the largest three 
firms in the market; the five-firm concentration ratio calculates 

the share of the top five firms, and so on. Concentration can also 
be viewed in terms of employment. reflected in the proportion 
of workers in any industry that are employed in the largest firms. 

~ ";•""'•• •~aso,eof••~ke<sfmoftl,e ) 
la<gPStnfirms,nanmdustry. 

Consider the following example. Table 17.4 gives average 
drculationfiguresforfirmsthatpublishnationalnewspapers 
in the UK. In the final column these are convened into market 
shares. Where one firm produces more than one newspaper, 
their circulations have been combined (e.g. News International 
publishesboththeSm,andTbeTimes) 

Table17.4Concentratiooir,tfieUKrw,vspaperir,dustr,:Juiy2008 

Average Muket 
cim,l•tion share(%) 

News lntemationalNew;papersltd 

Associated Newspapers Ltd 

Tfinj tyMirro,plc 

&press Newspapers Ltd 

TelegraphGroopltd 

Guardian Newspapers Ltd 

h<lependentNewspape"{UK,)Ltd 

SourCT':\\W\,·.abc:.ag.uk 

The dis01ssion above has shown that the models of perfect market shares of the biggest three firms: that is , 36.3 + 21.7 + 
competition and monopoly produce very different outcomes IJ.8 • 71.8,6. 
for productive and allocative efficiency. Perfect competition Concentration ratios may be calculated on the basis of either 
produces a 'good" allocation of resources, but monopoly results shares in output or shares in employment. Jn the above example, 
in a deadweight loss. In the real-world economy it is nO( qui!e the calculation was on the basis of output (daily circulation). The 

so simple. In particular, nO( every market is readily classified as two measures may give different results because the largest firms 
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in an industry may be more capital-intensive in their production 

methods, which means th.u their share of employment in an 

indu.strywillbesmallerthantheirshare o foutput. For the 

purposes of examining market structure, however, it is more 

helpfultobasetheanalysisofmarketshareonoutput. 

This mighc seem an intuitively simple-=. but ii is too simple 

toenableanevaluationdamarket.Forastan.itisimponantro 

definethenxuketappropriately;forinstance.intheabaveexample 

a..,.theFinancia/TimesandtheSun"'3Jlyfl"nofthesame-market? 

The"' may be other difficulties tco. Table 17.5 gives .some 

hypoihetkal market shares for two markets. The five-firm 

concentration ratio is calculated as the sum of the market shares d 
thelargestfivefirms. Formarkec.,AandB,theresultisthesame. 

In both cases the market is perceived to be highly =ncentrated, 

al 75%. However, the nature of likely interactions between the 

firms in these two markets is very different because the large 

relative si7.e d Firm 1 in Market A is likely to give ii substantfally 
mon, market power than any d the largest fiv,,- firms in Market B. 

Nonetheless,theconcentrationratioisusefulforgivingafirst 

imp..,.ssion of how the market is likely to function 

Table 17.5 Man<etshares(%oloutputl 

Llrgest firmsinrankorder 

Scale and market concentration 
An important issue that arises as firms become larger concerns 

the number of firms that a markec can suppon. Suppose thac 

economies of scale are available right up to the limit of market 

demand, as in Figure 17.5. If more than one firm were to try to 

supply this market, each producing at minimum av,,-rage cost. 

there would be substantial excess supply. and the situation 

would not be viable 

a,,,. Output 

Figure 17.S Howmanyfamscan a marketsupportl 

17.l Marketconcentration 11111 
Jn this siruation, the largest firm in the market will come to 

dominate , as it will be able to produce al lower av,,-rage costs 

than any potential competilor. This will be reinforced if there are 

significantleaming-by-doingeffects. whichwillfunherentrench 

the largest firm as the market leader. Such a market is likely to 

become a natural monopoly. 

Suchsubstantialeconomiesofscalearenotavailableinall 

sectors. ltwilldepe11dupo11the11atureoftech11ologya11dall 

theotherfactorsthatcangiverise roeconomiesofscale. In 

some activities there may be Hale scope at all for economies of 

scale. Forexample, therearenogreatfixedcostsiaseningupa 

restaurant or a hairdressing salon - at least. compared with those 

involvediasettingupasteelplantoraauadergrouadraUway. 

The lev,,-J of output at which minimum average cost is reached 

for such activities may thus be relativ,,-ly small compared with 

market demand , so there may be room for many firms in the 

market. This helps to explain the proliferation d bars, takeaway 

restaurants and hairdressing salons. 

There may also be an intermediate position, where the 

economies of scale are not sufficient to bring about a monopoly 

situation , but only relatively few firms can operate efficiently. 

How does this affect the way in which a market works? 

ls the re any reason to believe that a monopoly or oligopoly 

will work against society's best interests? If market share is 

concentrated among a small number d firms. does this inevitably 

mean that consumers will suffer? 

The answer to these questions depends UfXXl the behaviour of 

firms within the market. There may be an incentive for a monopoly 

firm to use its market power to increase its profits. It can do this by 

restrictingtheamountofoutputthatilreleasesontothemarket, 

and by raising the price to consumers. In Chap:er 16 it was shown 

thatamoaopolyhastheincentiv,,-roactinthisway,sinceby 

loweringoutputandraisingpriceitcan~aseilsoverallprdits 

From the consumer"s poim of view, the result is a Joss of consumer 

~""~· 
Jfthereisanincentiv,,-forasiaglefirmtoactinthisway. 

thereisasimilariacentiveforfirmsiaanoligopolyrodothe 

same, as they can increase their joint profits - with the same 

effects on consumers. However, the oligopoly case is more 

complicated. as there is always the possibility that individual 

firms will try to increase their own share of the market at the 

expense dothersintheoligopoly. 

Market dominance 
A key issue is whether firms actually have the market power 

to exploit consumers in this way. Do firms have market 

dominancethatcan be exploitedtobriaghigherprofits?ln 

other words, to what extent do firms have the freedom to set 

pricesattheirpreferredlevels, androwhatextentdotheyhave 

to take into account the actions of O!her firms or face other 

Even monopoly firms have to accept the constraint of the 

demand curve. They are not free to set a price at any level they 

choose, otherwise consumers would simply not buy the product. 
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m Monopolistic competition and oligopoly 

The quesiion is more one of whether firms are free to choose 
where to position themselves on their demand curve, rather than 
havingtoacrepcthemarketequmbriumprice. 

Thefacrthat mostcountrieshavelegislationinplaceto 
protect consumers from this son of exploitation by firms 
recognises that firms might have market power and also have 

an incentive to use it. In the UK this monitoring is in the hands 
oftheG:impetitionandMarketsAuthority. For these purposes, 
a firm is said to have a dominant position if its market share 
exceeds 4{m. The existence of such bodies helps to act as a 

restraimonami-eompetitivepracricesbyfirms. 
There may also be natural constraints that limit the extent 

to which a firm is able to achieve a position of dominance in a 
market. An important consideration is whether a firm (or firms) 

in a market needs to be aware of the possibmty of new firms 

joining the market. Remember that in Chapter 16 a perfectly 
competitive market was seen to rend towards a long-run 
equmbrium. In response to an increase in consumer demand. 

a key pan of the adjusunem involved the entry of new firms, 
which would be anracred into the market when the incumbent 
firrn.s were seen to be making abnormal profits. This had the 

effect of competing away those profits until the incentive for 
entry was removed. Grn firms in a market prevent this from 
happening? 

Barriers to entry 
AnO(her way d thinking about this is to examine what might 

constitute a barrier 10 entry of new firrn.s into a market. 1f such 
barriersarepresent,the existingfirmorfirrn.smaybeableto 

continuetomakehigherprofits. 

Economies of scale 
One source of entry barriers is the existence d economies of 

scale. If the largest firm has a significantcoSI advantage over 
later entrants, it can adopt a pricing strategy that makes it very 
difficult for new firms to become established. 

This advantage of the existing firm is likely to be reinforced 
by a learning-by-doing effect. by which a firm becomes more 
proficient as it gathers experience of operating in a particular 

industry. This could produce an even stronger cost advantage 
that would need to be o-= by new entrants. 

Ownership of raw materials 
Supposethattheproductionofacommodityrequirestheinput 
of a certain raw material, and that a firm in the market controls 

the supply of that raw material. You can readily see that this 

144 

would be a substantial barrier to the entry of new firms. A 
key comnxxliry in the fashion industry is that of diamonds. 
Until recently, De Beers controlled the world"s supply of uncut 

diamonds, and there was no way that new firms could enter 
the market because of the agreements that De Beers had with 
mining companies and governments in those pans of the world 

where diamonds are mined. This monopoly lasted for many 
yearsandonlybegantobreakdownintheearlyyearsofthe 
twenty-first century. 

Diamo11dsareakey«rnmcxl ityinthefasNonindust,y 

The patent system 
The patent system exists to provide protection for firms 
developing new products or process,,s. The rationale for this 

is that. unless firms know that they wiU have ownership over 
innovativeideas,theywillhavefX>incemivetobeinnovative 
Thepatentsystemensuresthat,atleastfor a time,firrn.scanbe 

assured of gaining some benefit from their innovations. For the 
durationdthepatent,theywillbeprotectedfromccmpetition. 
Thistherefo..,-constirutesalegalbarriertotheentryofnewfirrn.s. 

Advertising and publicity 
Advenising can be regarded as a component d fixed costs. 

becauseexpenditureonitdoesnot varydirectlywiththe volume 
of output. 1f the firms in an industry typically spend heavily on 
advertising, it will be more difficult for new firms to become 

established, as they too will need to advertise widely in order to 

Similarly. firrn.s may spend heavily on achieving a well-known 

brand image that will ensure customer loyalty. Hence they may 
invesialO(inthedesignandpackagingoftheirmerchandise 

NoticethatsuchCOSlsarealsosunkcosts,andcannot 

berecoveredifthenewfirmfailstogainafoothold. It has 
sometimes been suggested that the cost of excessive advenising 
should be included in calculations of the social cost of 

monopoly. 



Research and development 
Acharactcris{ic ol..arn,induS1~is 1hehcavyexpendirutt 
undertaken on research and den,Jopmcnr ( R&O). A prominem 

example is the pharmac=tkal industry, which spe!lru large 
amounts on researching new drugs - and nt.'W cn!metks. 

This is an01hC1 component of fi=d cosu. as It does nOI vary 

with the volume of production. Again, new firrn.s wanting to 

brc-Jk into the marl<ct know that they will need to Invest heavily 
in R&Diflheyattgoingtokeq,upwiththcncw andbcnc,r 

drugs and C05111Clia, alw.a.ys coming on to 1hc market. 

Strategic and innocent barriers to 
entry 
lnthc oiscoi economiesdsc:i.Je , itoouldbearguedthat1h,, 
adv:antageofthelargesifirmintheind~ryis a purdynatural 

barrier to entry that ari.scs from the market position of thc, firm. 
In Olhct cases, it may be that finns can ronsdoosly Cfect 

barriers in order to make entry into the markel more difficult for 

po(ential new firms. In ()(her word.,, finns may =kc strategic 
moves to pro1:ect their market position behind entry lx,nic,rs. 

One example of !his might be the adver1Js!ng undmaken 

by firms. Some firms ha,-.,~ (and rcmain) we ll klK>Wtl 

by dint of heavy advenismg expenditure•. In some ascs these 

expenditurcs ~'~''tt)'liltle~on ~et.shares. and 

merely - IO maimain !he s1:uu.s quo. Hov.·evcr. for poicnti:JJ 
cnlT'JnlS 1hcy make life very difficuh. Any new firm coming imo 
1hc market l\:u 10 1ry 10 ma1ch the advcni.sing levels d existing 

firmslnorder10gainavfablcmarke1.!harc. F.lfcctively,cxi.,1ing 
firmshavcincrcasedUlcfixcdcostsofbcinglnlhe market, 
making entry more difficul110 achieve . For example, wh~.,, the 

KJf1dtinlcSunny~ligh1waslaunchedin1hccarlypandUle 
twcn1y-first ct' ntury,i1had1oundcnakca large-11cale1elevision 
adveni.sing ampaign 10 try to break into a markel clominated by 
Coca-Cob and Pcp!iiCo. 

An a ltcrruuive mc!hod i.s for an c:xistins firm 10 opcr,,1e with 
"f)'lrecas»ciry. maltingi1dcar1opo1entialen1rams 1~1cntrywill 

trigger a price w:u . ~ mrplus capaciry add, credibility 10 1hi.t 
1hrcat.as thc cxi.s!inslirmi.s...-entobc:ablc1o increascou1pu1 -
and tl,1.15 force down price - very quickl y. 

17.3 Marketconcentration Ill 
for each of the folowing, explain under what circumstal'\CeS 
theactionofthefirmconstitutesabarriertoentryanddiscuss 
whether there Is a strategic element to it, or whether it might 
beregardedasa'natural'or'innocent'barrier. 

a A firm takes advantage of economies of scale to reduce Its 
average costs of production 

b Afirmholdsapatentonthes.aleofaprochxt. 
c Afirmenga,gesiflwidespreadadvertisingofitsproduct. 
d A firm inst.ills surplus capacity relative to normal 

f)IO(b:tlonlevels . 
• AfirmproducesarangeofverysimilarprOOJCtsunder 

different brand names. 
f Afirmchoosesnottosetpriceatthepmfit-maximislng 

""' g A firm spends eKtensivefy on research and development in 
ordertoproduce abetterproduct. 

• It is imporUnt to be able to evaluat, th, ck>grtt of 
concentration inamarl:et. 

• While not ii perfe<t mcalilff, the concentration ratio is one 
wayofdoingthis,bycalculatingthemarketshareofthe 
largest firms 

• Cost conditions in a market may affect the number of firms 
that can operate profitably. 

• Firms that attain market dominance may be able to harness 
market poy.ter at the expense of cons.umer1, reducing 
output and raising price . 

• Thisisespedallytheca1ewheretheexislingfirmorfirm1 
areprotKtedbybarrieBto entry. 

• When firms do use such mari:et power, t here is a 
d,a<M'!'ightlosstosa:ietythatrellectsalcx:iltive 
inefficiency. 
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A Level 
Part 2: The price system and the m1croeconomy 

18 The objectives of firms and 
their pricing strategies 

Although firms may aim to mit>l lmlse profits, as in the 
traditional model, this may not 1Jlways be the case. This 
chapter vcamiM S alternative ob}K tivt'!s that firm1 may 
adopt, and explores why this might be. It also considers 
alternative pricing stra tegies that may be adopted by 
firms, including situations In which fir mi may be able to 
charge different prices to different groups of customers, 
a process known as price discrimination. Thf' important 
notion of contest.able markets Is also explained. 

Learning outcomes ] 
Afte r studylngthlscha pttr, yo u sho uld : 
• be aware of the need IOf firms to grow if they wiYl to 

competeinglobalmarbts 
• be familiar with attemative motivations of firms and hoN 

the~afft'ddKislon-making 
. beaw,ea/lhe~tissue.ilflditsi'llluenaonthe 

rnotwtionsoffirrns 
. beaw,eoflherelaMmeritsofptrfect~litionand 

ITlOflOPOl'tin~dm.net~ 
• i.nderstandlhecon<itionsundtfwhichptadisairrinationis 

pa,sibleandho.vthisaffectsconsumers¥1dproducl!n 

e beil\,..-eofpossibleprialgllksthatambeadoptedbyflrms 

• urdntandlhe notiooofcosti)lusprialgandhowthis may 
relatetoprofitmau:r,isation 

e belarniliarwiththeideaolpredatoryprior,g~ 
• understaodlhenotiooofcontestablemarketsandits 

ilfl)licationsfo(firms'behalnou" 

e belarniliarwithentiydeterrenc,strategies. 

18.1 The growth of firms 

A fc,atutt of the K'OnOtllic cnviromncot in ttttnl yc,au has been 

the iflCttasing size of firms. Some,. such as Microsoft, w..J-Man 
and Google,. ha>'e become giants. Why ill this h:i.pp=in.g? 
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Of cour.,c,, noi: all firnu become gian1s, and many ,mall 
firnuopc,r:ue profitably and effectively. Jn pan, this m.ay 

rdlect the nature of the markc,U in which small firms thrive 
The sc,rvice oc,ctor in panicular prcwldcs opponunity for ,mall 
firnu to operate eff<:etivdy, pcrhap• bccau,c cl the, absence 

of c,conomie,of.K'Jlc,orbec'J use1hcrearenkhcproducts 
whett small fi rms have a competitive advJntagc o,;er larger 
enterprises.After all,m1allfirm.smaybcmorenc,:iblc and 

ttsponsivc, rocustomc1needs, and able roprovide a high quality 
pc,rsonal ..-rvicc,. Small firm, tend 10 emerge, in times cl high 

unemploymc,m, when jobs arc !IC:ltce and se lf-cmploymcm 
becomes an anrac,ivc, option for !IOll1C individuals, u it c:in clfer 
highjob,.,tisf.mion. 

To.,..., att drawbacks with being small :u a firm. Obtain ing 

finance, for invcotmet\l may be more difficult. and a smaU firm 
mayfinditrnoredifficult tosurvivewhcn timcsarc,hiircl In 

some mark...:s. competing with larger firms may pooc ~ 

Firm!imaywishtoincrcase!heir sizcinordcrtogainmarkc,t 
pov,-c,r within the industry in which they arc opcr:iting. A firm 
trult c:rn gain market share,, and perhaps become dominant in 

the mark...:, may be able to c,xctcisc IOll1C control o,;c,r the price 
ofitllproducr,andthettby infiuencethcmarltct. H09,-c,vcr,lirms 

may wish IO grow fa- other reMON, which "'ill be uplained 

laterinthechiip«,r. 



Organic growth 
Some firms grow simply by being succes.sful. l'or example, a 
succ.,s.sfol marketing campaign may increase a /inn's market share, 

andprovidcitwi!haOowofprofitsthatcanbereinvestedro 

expand the firm even more. Some firms may choose to borrow in 

orderrofinancetheirgrowth,perhapsbyissuingshares(equity). 

Such organic srou.1h may encounter limits. A firm may find 
that its product market is saturated, so that it can grow funher 

only at the cxpellSe" of <Xhe-r firms in the market. If its competitor, 
are able to maintain their own market shares, the firm may need 

todiversifyitsproductionactivitiesbyfindingnewmark..isforits 

exiscingproduct,orperhapsofferingnewproducts. 

There are many examples of such activity. Tesco, the leading 

UKsupermarket,haslaunchcditselfinronewrnarketsby 

opening branches overseas, and has also introduced a range 

ofnewproducts,includingfinancialservices,toitsexisting 

customers. Microsoft has famously used this strategy, by seUing 
first its internet browser and later its media player as pan of its 

Windows operating system. in an attempt to persuade =isting 

cu.stom'-'1"stobuyitsnewproducts. 

Div..rsificationmaybead,mgerousstrategy:moving 

into a market in which the firm is inexperienced and where 

existing rival firms already know the business may pose quite 

a challenge. In such circumstances, much may depend on the 

quality d the management team. 

Mergers and acquisitions 
Instead d growing organically - that is, based on the firm"s own 

resources - many firms choose to grow by merging with, or 

acquiring, cxher firms. The distinction he re is that an acquisition 
(or takeover) may be hostile, whereas a me,;iiermay be the 

coming together of equals, with each firm committed to forming 

a single entity. 

Growth in this way has a number of advantages: for =ample, 

it may overcome the management problem and allow some 

rationalisation to take place. On the other hand, firms tend to 

develop their own culture, or way d doing things, and some 

merg..,-s have foundered because of an incompatibUity of 

corporate cultures. 

Mergers(oracquisitiot1S)canbedthreedifferentcyp.-s.A 

h orfr.onrnl merger is a merger between firms operating in the 

same industry and at the same srnge of the production process: 

for example, the merger d two car assembly firms. The car 

indu.stryhasbeencharacterisedbysuchmergers,indudingthe 

takeover o f Rover by BMW in 1994 and the merger of Daimler­

Benz with Chrysler in 1998. The merger d Hewlett-Packard with 

G:impaq is another example of a horizontal merger. 

Ahorizontalmergercanaffectthedegreedmarket 

concentrationbecauseafterthemergertakespbcethereare 

fewer independent firms operating in the market. This may 

increase the market f><'W'-"" held by the new firm. 

18.1 The growth of firms 11111 
Acarassemblyplantmergingwithatyreproduc..,-,onthe 

cxher hand, is an exampled a ,-cnkal m erger. A real-life 

example of this was the merger in 2000 d AOL with Time-Wam'-'1". 

Ac:arasSl'mlllyplantmergingwithatyrepm,Lc:erisar,exampleola 
V!'f~c:alme,ger 

Vertical mergers may be either upstream or downstream. If a 

car company merges with a component supplier, that is known 

as backward integratio>1, as it involves merging with a firm 

thatisinvolvedinanearlierpandtheproductionprocess 

Fonmrdinlegmlianentailsmerginginthecxherdirectiot1,asfor 

example if the car assembly plant decided to merge with a large 

Venical integration may allow rationalisation of the process 

of production. Carproducersoftenworkot1aju.st-in-timebasis, 

orderingcomponentsfortheproductionlineonlyastheyare 

required. ThiscreatesapotentialvulnerabUicybecauseifthe 

supply of components fails then production has to stop. If a 

firm"s component supplier is pan d the firm rather than an 

independentoperator,thismayimprovethereliabUityof,and 

confidencein,thejust-in-timeprocess, and in consequence 

may make life more difficult for rival firms. However. v..rtical 

mergers hav.. different implications for concentration and market 

Thethirdtypeofmergerinvolv..sthemergingoftwo 

firmsthatareoperatinginquitedifferentmarketsor 

industries. Por example , companies like Unilever or Nestle 

operate in a wide range of different markets, panly as a resuh 

of acquisitions 

One argument in fav01Jr of conglo mernte mergers is that 

they reduce the risks faced by firms. Many markets follow 

lluctuationsthatareinlinewiththebusines.scydebutarenot 

always fully synchronised. By operating in a number of markets 

thatareondifferentcycles,thefirmcanev..noutitsactivity 

overall. Howev..,-, it is not necessarily an dfident way of doing 

business,asthedifferentactivitiesundertakenmayrequire 

different skills and .specialisms. Jn recent y,,ars, conglomerate 

mergers seem to have become l<""ss popular. 
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Horliont1l..-9MC ~nBgerbetwetntwo firms at 1hesamc,stq 
ofproductiooinlhe~meindustry. 

V.rtkal mer99': ~ mergerbetwem two firms in lhe~mefriduslr}: 
butatdiffe.e11tstag"5ol theproductionproces1 

Conglomer• temerger:a ml'fgerbetweentwocliffe.e11tlirm, 
operatir,gjncljffe.eotmarkets 

Nol: all mergers tum out to be succeMful. and there m.iy be 
cim.,lll5(ances in whkh merged firm5 choose to 'demcrge' and 
split, A COtTU1Klfl factor tha1 can lc,,d to this happening i.t where 

firffl5 from differen1 countries merge, only IO find that their 
corporate rulmr.-s are incompatible. This can even happen with 
firms from the same country, where management styles in the 

individual companie, do not fi t wdl together, In other , ituations, 
itmaybethatsynergi.,,achie-vedbetwecn1heproduction 

activitlesdthe lirm•ar.,not35stronga.,cxpcc,ed. Dc,mergers 

canlutnoottobeCOl5llyand acrimonious. 

CategoriseeachofthefoUcmingao;ahorizontal,ver1icalor 
conglomeratemergc,r. 

• Themergerolafirmoperatinganinstantooffeefactory 
withaoollttplantation 

It Themergerolabrewerandabakery. 
c Themergerolabrewerandacrispmanulacturer. 
d ThemergerofaKJftdrinksmanulacturerwithachainof 

fao;t-food outlets . 
• The merger of an internet service provider with a fihi 

studio. 
f A merger betw~en two finm producing tyres for cars. 

• Frmsmaywishtogrowtogain rrwketshareormatketpawe~ 

• Mergerscanbehorizontal,verticalorconglomerate. 

148 

18.2 Alternative motivations 
of firms 

Most of the discua.sion /lO far has rested on the as,iumption 
that firffl5 ~ OU\ to maximise profits. When we consider a 
rdativdy small. owner-managed firm, thi, may be a reasonable 

assumption - but it is clear that many !inns do not fall in10 thill 
category. Firms may not alwa)'!i appe= to be only concerned 
withprofit -indced, manyfirm5ha....,taker,upthe notionof 

co,pomu, ,oclo/ responsibility, in whkh U"'")' -'Cl out to contribute 
10 the communities in "''hkh UX'y are locatffl. 

Th""!'m;iy be cxpbnatioruforthit. 

For many larger firms - c.spttially pwlic limited C'Oll1)l&Oics­

the owners may no: be involved in running the business. This 

gives ri,oe IO the 11rlnd p:1Hlgcnt (or agency) pro blem. In a 

public limited company. th" shareholders dcl"S3tC the cfay-to-day 
decisions concerning the operation of the firm IO managers who 
actontheirbehalf. ln this case theshareholder.!are the principals. 

andthcm;inagers arctheagentswhorunthingsfor thcm. lnoth"r 
word, ,Ul<'rt'illadivon:cof ownershipfromcontrol. 

lftheag<.'ltUareinfullS}'Jllpathywiththcobjectivcsdthc 
owners, there is no problem and the managers will take exactly 

th" deci,ions 1ba11he owners would Jik.,. Problems arise when 
there is confllc1 betweftl th" aims of the owners and tho&e o( the 
!llllnagers 

Onc,simpleexplanationofwhythisproblrmariscsisthl01 
UX'nuruigerstikeaqukllif.,,andtl,.,rd"on,donotpushfor 

tl,., al-,lute profit-maximising position, but do ju51 enough 10 

k""'J)thcshareholdersolfthe:irbacks. Herbert Simon referred to 
thi.t :u ·~atls f'iclng' behaviour. where man:igers aim to produc.: 
sa!isfactory profiu rather 1h:rn maximum profits 

Ano:her possibiliiyis thatmanagers!,.,comenegligcnt 
becausctheyarenotfullyaccountabl".On"manifestation ol 
thismay beorganisationalslack:costswUlnOl beminlmised. 

as the finn is not oper-~ting 35 efficiently 35 it cou ld, l11i.t is 
an "xample of what i, callc,d X"lne ffic lency. For example, in 
Figur" 18.1 UCislhc long-run averageCOIS(curvc showing thc 

mostefficicn! cost position• forth" finnat anyouiput [c....,I. 
Wtth X-incfficiency. a finn could .,.,cl up producing ou!pul q, at 
avCf'llg" C'05t AC,. Thus. in m., J>"'S"f'C" of x..;nefficicncy the finn 
willl,., operatingabo....,ii.,.long-runav.,rageeo,;1a.,,ve, 



AC, 
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able to insisl on some minimum lev,,l of profits. The result may 

thenbeacompromisesolution. 

Sales maximisation 
In some cases, managers may focus more on th" volume of 
sales than on the resulting revenu.,,. This could l<,ad to output 

beingsetevenhigher,toth.,.poimatwhichtotalrevenueonly 
juSI covers torn] cost. Remember th3110ml cost includes normal 

profit - the opponunity cost d the resources tied up in the 

firm. The firm would have to dose down if it did not cover this 
opportunity cost. 

Again, the extent to which the managers will be able to 
pursue thisobjectivewi!h.01Jtendangeringtheirpositionswiththe 

Output shareholders depends on how accountable the managers are to 

Figure 18.1 X-inefficienq th" shareholders. Remember that the managers are likely to have 
much ben._., information about the markec conditions and th" 
internal functioning of th" finn than the shareholders. who view 

the finn only remotely. This may be to the managers' advantage. 

Satidicing: behaviour und!'f which the managers nf firms a;m tn 
pmduce,.,,tisfacto,y,esults for thefifm - fnrexample,inteonsnf 
p,ofits - rathl'f thantry;ngtnmaximisethem 

X.-inefficiency:occu"whenafim,e;nolnpl'fa tingatm;nimumcost. 
perhapsbec:ausen/Of9illli"'tinnal slad 

Some writers have argued that the managers may be pursuing 
other objectives. For example, some managers may enjoy being 

involvedintherunningofalargebusiness,andmaypreferto 
see the firm gaining market share - perhaps beyond the profit­
maximising level. Others may like to sre their status rewarded 

and so will want to <liven pan of the profits into managerial 
perks - largeoffices,companycarsandsoon.Ortheymayfeel 
thathavingalargesmffworkingforthemincreasestheirprestige 

insidethecOfllpany. Thesesonsdactivitytendtoreducethe 
profitabilitydfirms. 

Revenue maximisation 
The industrial economist William Baumol argued that managers 
may set ouc with the objective of maximising revenue. One 

reason is that in some firms managerial salaries are related to 
tu mover rather than profits. The effects d this can be seen by 
lookingbackat Figurel5.7onpage 12}. YoucanseethattOfal 

revenue is maximised al the peak of the TR o,rve (where MR -
0), at q, A revenue-maximising firm wUJ produce more output 
than a profit-maximising one, and wUJ need to charge a lower 

price in order to sell the extra output. This should be apparent 
from the fact that profits are maximised where /1/R • MC, which 
must be at a positive level d MR - and thus to the left of q, in 

Figurel5.7. 
Baumol poimed out that the shareholders might nor be too 

pleased about this. The way the firm behaves then depends 

uponthedegreeof accountabilitythattheagents(managers) 
havetotheprindpals(shareholders). Forexample,the 
shareholders may have sufficiem power over their agems to be 

• For many larger firms, where day-to-day control is delegated 
tomanagers,aprincipal-agentproblemmayariseifthere 
;,; conflict between the objectives of the owners {principals} 
andthoseofthemanagers{agents) 

• ThismayleadtosatisficingbehaviourandtoX-inefficiency. 

• WilliamBaumolsuggestedthatmanagersmaysetoutto 
maximiserevenueratherthanprofit1;othershave1ugge1ted 
that sales or the growth of the firm may be the managers' 
objectives 

18.3 Perfect competition and 
monopoly compared 

It is imponam to understand why this debate about how firms 

behaveissoimponantforsociety.Someinsighttothiscanbe 
gained by comparing the outcomes from a perfectly competitive 
market w ith those of a monopoly. 

Olapter 16 set out the models of perfect competition 
and monopoly. Each has different implications for resource 
allocation . A monopoly, by its behaviour, distorts resource 

allocation, and by comparing a monopoly market with a 
perfectly competitive market, it is possible to identify the extent 
of the distortion. To do this, the situation can be simplified 

by setting askle the possibility of econOfllies of scale. This is 
perhaps an aitifidal assumpiion to make, but it could be relaxed. 

Supposethatthereisanindustrywithnoeconomiesofscale, 

whichcanbeoperared eitherasaperfectlyccmpetitivemarket 
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with many small /inns, or as a monopoly firm running a large 
number of small plants. 

Figure 18.2 shows the market demand curv,, (D - AK) and 

thelong-runsupplycurv,,underperfectcompetition (LRS). lf 
the market is operating under perfect competition, the long­
run equilibrium will produce a price o f P"" and the firms in 

the industry will together supply Q"' output. Consumer surplus 
(thesurplusthatconsumersgainfromconsumingthisproduct) 
is given by the area AP "'E. This is a measure of the welfare that 

society receives from consuming the good, as was explained in 
OiapterS. 

am Opc output 
Figu~18.2C<>ffVaringperfectrnmpetitionandmnr,opoly 

Now suppose that the industry is taken over by a profit­
maximising monopolist. The firm can close down some of the 

plamstovaryitsoutputoverthelongrun,andtheLRScanbc 
regardedasthemonopolist'slong-runmarginalcostrurve. As 
the monopoly firm faa,s the market demand curv,, directly, it 

will also faa, the MR curve shown. so will maximise profits at 

quamityQ. andchargeapriceP_. 

Thus,theeffectofthischangcinmarketstructureisthat 
the profit-maximising monopolist produa,s less output than a 
perfectlycompetitiveindUSlryandchargesahigherprice 

ltisalsoapparentthatconsumersurplusisnowverydifferent, 
as in the new situation it is limited to the area AP_B. I.coking more 
carefully at Figure 18.2, you am see that the loss of c-= 

surplus has occurred for two reasons. l'IrS1, the monopoly firm is 
now making profits shown by the blue shaded a=i P. BCP"'. lnis 
isaredistributionofwelfarefrom=-tothelinn,butasthe 

monopolist is also a member of society, this does no( affect overall 
welfare.However,thereisalsoaloss,whichrepresentsalossto 
society resulting from the monopolisation of the industry. lnis is 

measured by the a=i of the red triangle BCE This is known as the 
dcadwcighl lo,;s that society incurs as a result of the restriction to 
competition. Nol:ice thac a small nuni>er of firms in collusion with 

each O!her may have similar effects to a mooopoly. 

15-0 

Figure 18.3 shows a market in whkh there are only two firms 
operating. 

1 A 

Output 

Figu~18.3Alrti·c<>ffVelitivebehaviour 

a The two firms competing in the market produce at 
constant marginal cost OD, which means that average cost 
isalsocomtantandequaltomarginalcost.Competing 
intemively,thepriceisdrivendowntoalevelatwhich 
nosurplusabovemarginalcostismade. ldentifytheprice 
charged,thequantitytradedandconsumersurplus. 

b 5uppo5ethetwofirm;decidetocoludetoraisepriretoaleYel 
08.ldentifythequaotitytradedaodthe~su-plU5 

c YoushoudhaYefoo..odthatconsunersurplusismuchsmaller 
intheserondsituationthaninthefirst.'Nhathashappenedto 
theareasthatwereformerfypartof~surpUS? 

This deadweight loss is a measure of the welfare loss imposed 
on society in a monopoly situation. However, there are two key 
aspects of efficiency, as was shown in Chapter 12. The Joss in 

al/ocatiw efficiency shown in Figure 18.2 may be partly offset by 

improvedprod,u:liw efficiencJ, for example, because a monopoly 
isabletorake advantageofeconomiesofscalethatwouldbe 

sacrificed if it were to be split into many small firms, none of 
which would be able to =ich the minimum average co& level of 
output 

The existence of the deadweight loss provides the rationale 
for intervention by the UK's G:mpetition and Markets Authority, 
which have the responsibility for protecting consumer interests 

and attempting to promo(e competition. 



• A comparison of perfect competition with monopoly reveals 
that a profit-maximi1ing monopoly firm operating under the 
sameco1tcondit ionsasaperfectlycompetitive indmtrywill 
producelessoutput,chargeahigherpriceandimposea 
deadweightlossonsociety. 

• Real-world markets do not often conform to the models of 
perfect competition or monopoly, which are extreme forms 
of market structure. 

18.4 Pricing strategies and 
contestable markets 

The alternative mo1ivations followed by firms can result in 3 

range of pricing strntegies adopted depending on opportunities 
and market conditions . 

Price discrimination 
A profit-maximising monopoly firm will set a price th31 is above 

margin3l cost, producing a level of output th3t is below the level 
requiredforaUorntiveeffidency. However,ther,-isaspecialcase 
inwhkhamonopolistcouldprodua, theleveldoutputthatis 

Consider Figure Hl.4. Suppose this market is operm,d by 
a monopolist that face-s the constam marginal cost curve L\fC. 

(Thisistosimplifytheanalysis.) The-previoussectionshowcd 
that under perfe.ct competition the market outcome would be a 

price p• and quantity Q' . What would induce- the monopolist to 

produa,atQ'/ 
One- of the assumptions made throughout the an3lysis 

so far is that all consume-rs in a market get to pay the- s3me 
price for the product . This leads to the notion of consumer 
surplus, whichW3sintroduccdinChapter5. ln Figure-18.4, 

if the- market we-r,- operating under perfe-ct competition and 
all consumers were paying the same- price , consumer surplus 
would be given by the- area AP'B. If the market were operated 

by a monopolist, also charging the same- price to all buyers, 
the-n profits would be maximised where MC - MR, that is, at 
quantityQ_ andpricePn. 

18.4 Pricing s1ra1egies and con1es1able marke~ 11111 

Output 

Figure18.4Perlectpficediscrimi11aboo 

But suppose this as.sumption is now reb=d; suppose tha! the­
monopnlist is able to cl,3rge a differen! pria, to each individual 

consumer. A monopnlist is then able to charge each consumer 
apria,thatisequaltohisorherwillingnesstopayforthe­
good. In other words, the demand curve efff'C!ively beccme-s 

the margin3l revenue curve, as it represents the amount that the 
monopnlist will rea,ive for each unit of the good. It will then 
maximise profits at point Bin Figure 18.4, where MR (i.e. AR) 

is equal to LUC. The difference between this situation and that 
under perfect competition is that the area AP'B is no longer 
consume-rsurplus,butproducersurplu"thatis, themonopolist's 

profits . The monopolist has hijacked the whole of the original 
consumersurplusa.sitsprofits. 

From sodety"s point of view, total welfare is the same 
asitisunderperff'C!competition(butmor,-th3nunder 

monopnly without discrimination). However, now there has 
been a redistribution, from consumers to the monopoly - 3nd 

presumably to the shareholders of the firm. This situ3tion is 
known as perfect price d!s.crlmlnalion or first .dcgn,c price 

d!s.crhnlnatlo n . 

Perfect price discrimination is fairly rar,- in the real world, 
although it might be said to =ist in the world d an or fashion. 
wher,- customers may commission a painting, sculpture or ite-m 

ofdesignerjewelleryandthepriceisam3aerofnegotiation 
betweenthebuyerandsupplier. 
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The fort St G~e Museum ,n Cheo'nit, n:h 1'9'ff<:t pr,ce discrirrmiltion 
existsintheartwor!d 

HoweVl"f, there arc ~itua!lons in which paJtial price 

di.scriminalionispossible. forexa,nple, studentsorold-ag._.. 
pension.,.rsmaygetdlsrountcdbusfarc5,theyoungand/orokl 
maygctcheaperacce5.!tOspol't ingeventsortho,atrcs,o,tc. In 

the.., instances, individual consumcr5 a"' p:iying diffo,ro,nt pr~s 

forwhatisinfactthesamcproduct. 

Conditions for price 
discrimination 
~ arc three conditions urxkr which a llrm m:i.y be able 10 

price discriminate: 

• 1be firm musi have m:ulcCI power. 
• 1be llrm musi have information about con,umn,i and their 

""illingnc,ss 10 pay- and thcte must be identifiable diff=s 
betweenconsumers(otgroupsofcon5umeis). 

• n,._,. coruumcn musi have limited ability to rc,sell the product. 

Market power 
Oearly,pricediscrimina1ionisnotpossiblc inaperfectly 

con1petitive market, where no seller h:u the powN to charg._.. 
otherthanthegoingmarke1 price.Soprkedi$Criminationcan 
takeplaceonlywherefirms havellOfllo,abnitytovarytho,price. 

Information 
frcm the firm's point of siew, it no,eds to be ablo, ro id.,.ntify 

differo,nt groups d consumers wilh diffo,ro,nt willingn,,ss to pay. 
What mak._..s pr~ di$Crimination profitable for firms is that 
differo,ntconsumcrsdispfaydiffo...,ntscnsitivities toprice:thatis, 

theyhavediffcrempricecl.utidtio,sof demand 

Ability to resell 
lfcoruumn,icouJd ...,selltheproduct o,a.,ily,!h,:nprice 
discrlminatioo would not be possible, as consumcrs wo.Jld 
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engage inarbllr.ogc. lnothcrwords. thegroupofcoruumcrs 
whoqualiliedforthelowprice could buyuptheproduct 
and!henrumaprofitbyrcsellingtoca"1Wmcrsin1heothcr 

segment(,,) d the marker. This would mean tlutt the llrm would 
nolongcrbeableto!llellatthehighpricc-,andwouldnolongcr 

trytodiscriminateinpricitlg. 

lnthec.1...,of.smdemdiscoumsand old-ago,conce1<sions,the 
firmcanickntifypaniculargroupsofconsumcr,;andsuch 
'products ' asbusjournt.-ys anddcn1altrcalmcn1cann0lberesold. 

But why should a firm undcJtake 1h15 practice? 
The simple answer l5 that. by undertaking price 

di-"'riminalion,!hefim1isableto incrc-Jse it5profitsbyswitching 

sales from a market with relatively low marginal re \'Cflll" to a 

marketwhereitishigher. 
An extr.,.me form of price dUCrimination w:u Ui!Cd by 

NAPP Pharmaceutical Holdings in the UK. as a ro,sult of 
which !ho, firm was fined .i.,l2 million by the Office of Fair 
Trading (OFT). NAPP M>ld sustained-rclo,ai!C morphine 

tablo,t5 and c:apsules in 1he UK. These arc drugs adminislcr-ed 
to patients with incurable cancer. NAPP ro,ali.,ed that the 
market was segmented. The drugs were sold panly 10 the 

National Health Service (N HS) for use in h05pitals, but were 
also p= lbed by GPs. A5 these patio,nts were terminally 
ill, they tended to spend a relativdy short time in hospital 

before being K nt home. NAPP realised thal GPll 10,nded 10 
prescrlbethcsamedrugs:u !ho,paticmshadrt'«'ivo,d in 
hospital. It therefore reduced its price tohcnpitalsby9(M, 

thereby forcing aU competitors out of tho, markei and gaining 
a monopoly in 1hat market segment. It wu then able 10 
incruse the price o f these drugs prescribed through GPs, 

and so maximise profits. The OFT lnvo,siig;ited the firm, fined 
it and innructcd it to nop It s actions, 1hus saving the NHS 

Umillionperyear. 

In which of the following products might price discrimination 
beposs ible 7 Explain your answers . 

a hairthssing 
b peakandoff-peakrailtravel 
c: applcs 
d airtickets 
e newspapers 
f plasticstXgef)' 
g it>ftdrinb 



Pricing rules 
In !he imalysls ofmarke1 .strucrure, it y,-..5 assumed thlu finns set 

out to maximise prolito. How.,ver, they rrn,y .set ou, to achievr 

01:her objectives. The pria, of a firm'• produCI is a key $1:rntegic 

variable that muSl ~ manipulated in order to anain whatevrr 
objectivc thefirmwishesto achieve. 

Figure 18.5illustrnte,thevarictyofpridngrule11thatare 
po.uible. The figUtt" shows a firm operating under a form of 
m:arkctstnicturcthatisno{perfecrcompetition-beau.1.,c,the 

firm faces a downward.sloping~ curve for its prootln 
shown by AR(• D). 

0 1 o, o4 

o, 
Fiir-r-18.SPossiblep,icingrules 

Profit maximisation 

""""' 

If the firm choo.ses to maximise pl'OO.i.,, it will choose output 
such that marginal revenue is equal to marginal CO&t, and will 

tlle1\SC1thepricc1ode:arthemarke1. Inicnnscilhefigure,il 

willsetoutpulatQ,andpriceatP1. 

Revenue maximisation 
A5 mentioned ln Section 18.2, the ccooomi51 Wd!iam B.:i.umol 

atgucd 1h.at, if thett is a di= of owr>ership from rontrol in the 
organisation of a firm, whneby the shareholdel'!I have ddegatNi 
day-to-day decision making to managers (a prindpal-{lgent 

siruation), the managers may find themselves whh 11orne fr= dom 
10 pur, ue oth<.'f objectiv"s, such as reVt'nue maximisation. A 

n:vcnu<,maximiserinFigure18.5wouldch008Ctoproductat 

tile output l<,vd at which marginal n:vcnue is zero. This occurs 

a1Q,inthefigur<,.withthepricc,seta1Pr 

Sales maximisation 

18.4Pricingstrategiesandcontestablemarkets -

a1a~dsuchthatpri,C'ccquili avengecnst.whichwilldC"arthc 
marka In Figure 18.51hishappni.sat Q.(with price at P). 

Allocative efficiency 
]!ha.,~arguedd1ataUocativ,,efficiencyinanindividualmarket 
occu!llatthepoiiuwJ-,.,rcprirei'lequal10marginalCOi1t. In 
Figun: 18.5 thi~ is at Ql (with price P,)- However, from the fum'5 
per,;pectivc there is no ol:,v;.:,,u, ro,ason why this should become an 

~ofthefinn. asitoonfer.,noparticularadvantoge. 

ForciKhofthefolowin9situdtions,identifythepricin11 
rulemostappropriatetoachi@vethefirm'sobjecti...es,and 
con,m.,nt on the Implications that this has for tffideocy. 

a A firm producing DVD recorders tries to achieve as high a 
marketshareaspossiblt,rT'H!asuredinvah.Jeterms. 

b A local 9ymnas.ium tries to make as high a surplus o...er 
costsascanbeachieved 

c: A national newspaper sets out to maximise circulation 
(5ubjecttocc,..,eringitscosts), knowing that this'Nill affect 
advertising revenues 

d A farmer producing onions finds that it cannot influence 
thepriceolitsproduct. 

Predatory pricing 
Perhaps 1he mcut common conceu in whim. prire wars ha," 
brokenou1i!lwhcrc ancxistingfirmorfirmshavercacted10 
defendthemarket againsttheemryofnewfirms. 

One=ample occurredin 1\196.intheearlyyears ofeasyje!,d>e 
low-<OHaircarrler,whichwasth.,ntryingroJ:,,,,corneestablishcd 
When ea.,yJct st:utcd flying the london----Amsterrlam route, charging 
its now well-known low prire.s, the incumbnu firm (KU,0 reacted 
vcryagg:rC'WVCly. driving ~sprire do,,..., ro a level jwt below that 
cl=-yjet. lhe respon.,c fmrn rasyje'I wasrobunch lcg::tl :,ction 

agan1I KLM. cbimi'lg ~....,.. using unfair marlc<1 uctics. 
ScK.tlled p n:d:otory prlcl ng isillegalunderEnglish,Dutch 

and EU bw. h should be no1ed that, in ordtt lO declare an 

actionillega l, it isnc,ccssaryiodefinetha!actionvcry carefully­
othcrwise itwU)nO(be pos.,ibletoprovethec,uein1hccourt.'1 
lnthc caseclprcdatorypricing,thelegaldefinition i!llxucdon 

economicanaly•is 

If instead m:uugen.....: out ro maximise the volume cl 1w.les Remember that if a firm fails lO cover average variable COits, 

subject to covering opportunity coR, lhcy wm ch008C ro.....: output its strategy should be 10 dOllOe" down immcdia1c ly, as it would 
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be better off doing-'<>. The couruhavebackcd th is thcory, 
and state th:u a pricingstrntegy should be inlerptetcd as being 
predatory if the pri= is ...,t below average variable CORs. 

u the only mo1ive for remaining in business while making 
such lc,s...,1 must be to drive competiton out of busineM and 
achieve market dominance. Thi• i• known as the Are~-da­

Turner principle (after the case in which it was first argued in 
the USA). 

Onthefaa:ofit,<Dfl.sumersh.avemuchtogainfromsuch 

str"Jtegiesthroughtheresultinglawerpriccs. However,a prcdator 
thac lssuca:Mful in drivingoutthc oppo1ition lstikcly to recoup 
iL<~by puttins~b:i.dc up to profit-maximising levels 

thercafter . .t0 thebenefittoconsumec111 is short lived. 
Havingsaidthat, thelow--coQairlincssurvivcdtheanernpi:sof 

the established airline.s to hold on to their marlcet share. Indeed, 

inthepo&t-9/11 period.whkhwasa 1oughoncfortheairlines 
f,xob\lious rea!!Ons. thelow-cos1 airlines Rouruhed "'"hilethe 
more convemional e,nablished airli=• went through a v.-ry 

difficult period indeed. 
ln .tamecascs, thcvcry threatofpredatorypridngmaybe 

sufficicn1 todetcrentryby ncwfinns, if the threat is a credible 

one. ln other words , the =isting finm need 10 <Dflvince 
porenlial entnoms that they, the existing firm5. will find ii in thcir 
be$I interesia to fighr a price war, othc .... ~,., the emrams will !Kl( 

believe the lhrcat. The =isting firm,; could do this by making it 
known that they have surplus ca?"city, .t0 that they "'"O<lld be 
ablctoinaease outpu1v.-ryquic.klyin ordertodrivedownthc 

price. 
Whether C'lltry will be dererrcd by ....eh means lllllY depend 

in pattonthecharacterisiicsdthepotentialcntram.Afterall, 

a new firm may reckon that, if the existing firm find! it worth 
•acrindngprolits intheshottrun,therewardsoidominating 
the market must be wonh fighting for. lt may 1hcreforc decide 

to sacrifi= ahon-tcrm profit in order to enter the market -
especially ifit is diversifying fromothcrm.arkeu and ha.1 
rc90lll'CCI at ilS dispos:i.l. lbe winner ... ~!! then be the firm that 

can l:ut the looge51; but, dearly, this is potentially very damaging 
for all coocemed. 

Limit pricing 
An a5Kleia1ed but le .. extreme sir,11..-gy is limit pricing. Thi, 
u,umes that 1tw: iocumbem firm has .tame sort oI COit advama~ 
ovcrpotcntia l e ntrants, for example e-conomieaoiacalc. 

Figure 18.6 shows a fum &cing a downward-,Joping demand 
curvc.andthushaving-'Oflleinflu..-nceoverthepriceofits 
prodlld. If the firm is maximising profit•. it Is setting output at Q. 
and price at P,- As average revenue is comfortably above avcr:oge 
c05tatthisprice. thcfirmismaltinghealthy .11.1pcrnonna.l prolits. 

"' 

Po 

Po 

01 0t, 0o ... 01 

Figur•11.5 1.Jm,tpoong 

Supposcthatthe naturnlbarrier,tocntryinthis industry are 

weak. The supcmorm:ol profits will be anractive to potential 
entrants. Given 1he cost conditions. the incumbent firm is 

enjoying the bcndit of economies of scale, although producing 
below the minimum efficient acal..-. 

If a new firm join, the market , producing on a relatively , mall 
scale,"'yatQ1.theimpacionthemarkctcanbeanaly,edas 

follows. The immediate dfect is on price, as now the amou nt 
2. ... Q, is being produced, pushing price down to Pr lhe new 
firm (producingQ,)isjUS1awering a,-...rng..-oost • .t0ismalting 

normal prolilll and feeling justified in having ;o;ned the market. 
The original firm is sti!! making supernormal prclilll, but at a 
lower level than before. The entry of the new firm has competed 

away part oI the original firm"s supernormal profiu. 
One way in whld1 the firm could have guartfod against emry 

is by charging a lov.·cr price than P0 to begin with. For example. 
if it had SCI oulput at Q. + Q, and pric..- at P

1
, then a new cntnom 

joining the m.arlcCI would hav,, pushed the price down to a levc,I 

below Pr and "lithout the benefit of economic$ oI sale would 
have made losses and exited the market. In any cue, if the 
existing firm has been in the market fci<.tOfflCtimc it will ha,-., 

gone through a process o( l=rning by doing. and therefore will 
have a lower average o:»t curve than the potcn1ial cnlram. This 
m:u<e.s it more likelytha1limit pricing can be ......,(1. 

Thu•. by setting a price below theprolit-m:i.ximising leve l. the 

original firm is able to main1:1in its market positioo in the longer 
run. This could be a reason for avoiding making too high a le vel 

of supernormal profits in the short run, in order to make profits 
in the longer term. 

Nolir<:thatsuchasmnegyncrdno(becarricdOl.llby a 

monopolist,butcouldabooccurinanol.i80f>Oly, whereexisling 
finru mayjolndyseekmprotcC1thdrmarket aganSI potcntialcn11y. 

Contestable markets 
Itha.sbe-cnargueddi3ti"l80tnCmarkets,i,ord...-toprc>'Cllltheenuy 
ol new filffl5, the eristi,g firm wow! have to charge sudl a Jo,,,• pru 
thatitwouldbeunal:ktorcapanysupemonrnlprofiuatall. 



This theory was d ... veloped by William Baumol and is known 
as th._. theory of conccs tablc m arkets. h was in recognition of 

this theory th31 the monopoly model in Chapi"r 16 induded the 

assumption that there must be no substitu!es for the good, either 
actual or potential. 

18.4 Pricing s1ra1egies and con1es1able marke~ 11111 
However, suppose a firm has a monopoly on a domestic air 

route between two destinations. An airline with surplus capacity 

(i.e.aspareaircraftsittinginahang:,r)couldenterthisroute 

andexitag:,inwithoutincurringsunkcostsinresponsetoprofits 

being made by the incumbent firm. This is an example of how 

contestability may limit the ability of the incumbent firm to use 

its market power. 

Notice in this example that, although the firm only makes 

normal prdits. neither productive nor allocative efficiency is 

A moo( point is whether th._. th=t of entry wiU in faet 
persuad.,.firm,thatth.,.ycannoisecapriceabove averageC061. 

Perhaps th._. lions can risk making som._. profit above normal 

Foramark.,.ttobecont.,.stable,itmusthavenoba1tforstoentry profitsandthenrespondroentryve-ryaggressivelyifandwhen 

orexitandnosunkcosts. Sunkcostsrefertocoststhatafirm ithappens. Afte-rall,iti.sdifficulttothinkofanexampleinwhich 

incurs in setting up a business and which cannot be recovered if there are absolutely no sunk o:>sts. Almost any busin._.ss is going to 

the firm exits the mark.,.t. Funhermore, new firms in the market have to adveni..- in order to find customers. and such ath·enising 

must have no competitiv._. disadvantag._. compared with the expenditure cannot be recovered. Pricing is nOI the only strntegy 

incumbent firm(s): in othe r words. they must have access ro the that lions adopl: in order to deter entry by new lions. 

same technology, and th._.re must be no significant 1._.arning-by­

doing effects. Entryandexitmustberapid. 

Undertheseconditions,theincumbentfirmcannotse!aprice 

thatishigherthanaveragecostbecause,assoonasitdoes,itwUI 

op,,n up the possibility of hit-and-run entry by n._.w firms, which 

can enter the mark"! and compet._. away the supernormal prdits. 

Consider Figure 18.7, which shows a monopoly firm in a 

market. The argum._.nt is th31, if th._. monopolise charg._.s the 

prdi!-maximi.sing price. then in a contestable mark"! the firm 
will be vulnerabl._. to hit-and-run entry - a firm could come into 

the market, tak._. some of the supernormal profits and th._.n exit 

ag:,in. The only way th._. monopolist can avoid this happening 

istosetpriceequalroaveragecost,sothatthereareno 

supernot"malprofitsroactasanincentiveforentry. 

AR( D) 

a, a, Output 

Figure18.7Cootestability 

Onth.,.faceofit,th._.conditionsfot"cont._.stabilicysoundpretty 

stringem. lnpanicular,thefirminFigure 18.7enjoyssome 

economies of scale, so you would think that some sunk costs 

had been incurred . 

• In some markets a mooopolist may be able to engage in 
pricedilliminationbysellingitsproductatdifferentprices 
to different consumers or groups of consumers 

• Thisenablesthefirmtoincrease its profits byab50l"bing 
some or all of the comumer surplu1 

• Underfirst-degreepricediscrimination,thefirmisableto 
chargeadifferentpric:etoeochcustomerand absorb all 
consumer surplus 

• Thefirmu1nprnctisepricediscriminationonlywhereithas 
market power, where consumers have differing elasticities 
of demandfortheproduct,andwhereconsumershave 
limitedabilitytoreselltheproduct 

• Therearemanypricingrule1thatafirmmaychooseto 
adopt,dependingontheobjectivesitwishestoachieve. 

• Althoughpric:ewar1areexpectedtobedamagingforthe 
firms involved, they do break out from time to time. 

• This may occur when firms wish to increase their market 
shares,orwhenexistingfirmswishtodetertheentryof 
new firms into the market 

• Predatorypricingi1anextreme1trategythatforce1 
alllirmstoendurelosse1.ltisnormallyinvokedinan 
attempttoeli minateacompetitor,andisillegalinmany 

• Limit pricing occurs when a firm or firms choo~ to set the 
price below the profit-maximising level in order to prevent 
entry.Thelimitpric:eisthehigh~tpricethatanexisting 
firmu1n..etwithoutallowingentry. 

• In contestable markets, the incumbent firm or firms may be 
abletomakeonlynormalpmfit 

• Contestabilityrequiresthattherearenobarrierstoentry 
orexitandnosunk costs - andthat theincumbentlirm(1} 
havenocmtadvantageoverhit-and-runentrants 
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Examination questions 
1 8Gi5arapidlygrowingenergycompanywithoperations 

in25countrieseogagedintheexploratioo,productionand 
distributionofnaturalgasandoil.Thisrequirescomplex 

chainsofphy.;ic:alinlra51ructure,majorinvestmentfundsand 
detailedcommercialagreementswithdifferentcountries 
a Explain why economies of Kale might be significant 

inanindustrysuc:hasgassupply. [12) 

b Discuss whether companies that supply energy are 
likely to operate in contestable markets [13) 

Cambridge AS and A Level fconomics 9708, 
Paper41,Q3,Novem00'2009 

2 In many cities worldwide, newspapt>r publi'ihers compt>te 
with e3Ch other. Some types of news.papt>r.; are sold, but 

publishersalsoproduceothersthataredistributedfreeof 
charge. Many people and companies pay to advertise in the 
free news.paper.; . 

a Explainthedifferentwaysthateconomistsdassify 
profits and consider whether it is possible to make 
aprofitlromanew:spapt>rthatisdistributedfree [12) 

b Discuss how a firm might compete in a market. [13) 

CambtidgeASandALevelfrnnomics9708, 
Paper4,Q2,Jur,e2009 

3 In 2007 the cost of a single ticket on London train:s bought 

atthetimeoftravelwas£4.Thesametic:ketboughtin 
advancewas£2.SOifusedupto19.00hrsand£2after 
19.00 hr.;. Children could travel free at any time, and those 

over60could travelfreeafter09.00hrs 
a Explainwhatismeantbypricedi:scriminationandanaly:se 

whatevidencethereisofpricediscriminationinthe 
above statement [12) 

b Discusshowtheoutputandpricingpolic:yadoptedbya 
firmmightdifferdependingonthemarketstructurein 
whic:hitopt>rates [13) 

Camb<idgeASandALevelfconomics9708, 
Paper41,Q3,June2010 

4 Thesuccessof s upe rma rkets 
ln!iOmecountriessupermarketsdominatefoodshopping. ln 

the UK 75% of the food bought for home use comes from 
supermarkets. A third of that comes from one supermarket, 
Tesco. Tescomakesbilliomofpoundsprofit,onethirdof 

which goes to the government in taxes . It employs 110 OOO 
peopleintheUKandmanymoreindevelopingcountries 
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lnthepa51,UKshoppersqueuedtobuyexpem,ivefood 

from many small shops with limited choice and restricted 
opening times. Now, in supermarkets, they have the benefit 
ofawidechoic:e,reasonableprices,intemationaldishes, 

organic:produce,lairtradeitem1,dearlabelsofthecontents 
oftheproductsand,becauseolintensecompetition 
between the rnpermarkets, some open 24 hours . 

However, the media complain that supermarkets are not 
rnmpt>titivebutmonopolies.Theysaytheirprofitsaretoo 

high,theyhavecausedsmallsho~todoseandforced 
suppliersindevelopingcountriestoacceptlowpricesandto 
pay low wages 

It must be remembered that supermarkets grew because 
they gave the customer what they wanted and aimed at 

certaintypesof:shoppers. Onesupermarket,whic:hstarted 
as a small shop, insisted on selling only high quality products 
while another offered customers low prices 

Supermarketsalsoadaptedtochangingmarkettreods.One 
begantosupplyproductswithitsownbrandnamewhic:h 
were sold more cheaply because there were no advertising 

costs.Afurtherbrilliantideainexpandingtheirbusinesswas 
theintroductionofastoreloyaltycartl.Shopperswithala,ralty 
cardaregivendiscounts,whic:hencourage1themtocontinue 

toshopinthesamesupermarket 
Themmtsuccessful:supermarketsexpandedtheir 

businessesbybuyinglargesitestobuildhuge51om. (Theyare 

uiticisedfor:suchbuilding,es.peciallyifitdestroyspartsofthe 
countrysideorenvironment.)Theyexpandedintonon-food 

products to fill these stores, making it po1sible for consumers 

tobuymanyhouseholditemsfromclothestokitchenutensil:s 
toelectricalgoodsinthesame:shop.Supermarketshavealso 
recentlyintroducedon-lineshoppingand home deliveries . 

Manysmallshopshaveclosed. Thereareboundtobe 
ca1Ualties in retailing. How can the blame for that be the 
laultofthe:supermarket?Theirsizeshouldnotbeacooc:em. 

It is, after all, the comumer who decides where to :shop and 
what to buy. 

5oonceadaptedfrnmarticlebyJudiBevan, 
RoyalSoc:ietyo/ArtsJo,.mal 

a How has the type of market 51:ructure in food retailing 
intheUKchanged7 (3] 

b Towhatextentdoesthearticlesupporttheviewthat 
the consumer is sovereign in food retailing7 [4] 

c Explain what the various objectives of a firm might be (5] 

d Ooyouagreewiththecondusionofthearticlethatthe 
sizeolafirmshouldnotbeasourceofconcem7 (8] 

CambridgeA5andAlevelEconomics9708, 
Pap<'f41,Q1,Novem00'2010 

5 a Explain what is meant by internal economies of scale, and 
analysethelinkbetweeneconomiesofscaleandalirm'1 
long-run average cost curve [12] 

b Oiscusswhetherthereisarelationshipbetweenthe 
marginalcostcurveofthefirmandthesupplycurveof 
theindmtrytowhichitbelongs [13] 

CambridgeASandAlevelfconomics9708, 
Paper41,Q3,November2010 

6 a Oiscusswhetherdemandschedulesandbudgetline 

diagramsaresimilarinthewaytheyrepresenttheeffectof 
i a rise in the price of a good 
ii ariseinaconsumer'sinc:ome [12] 

b Analyse what is meant by the equi-marginal principle 
of consumer demand and whether itc.an be linked to 
the derivation of a market demand curve [13] 

CambridgeA5andAlevelEconomics9708, 
Paper43,Q3,June2011 



A Level 
Part 3: Government m1croeconom1c intervention 

19 Market imperfections and 
microeconomic policy 

lnear/ierchapters.anumberofsituationshavebeen 
ldentffied in which markets may not produce the best 
outcomes for society In terms of resource a/location. 
These situations may arise because of the nature of some 
goods (publlr:. merit or demerit goods, for example). In 
some cases, It may be that the problem stems from the 
presence of costs or benefits that are not captured by the 
pricing mechanism (external/ties), or It may be that it is 
the structurl' of the market that causu problems 
(monopoly or other forms of /mperl«:t competition). 
Indeed, It Is also the case that governtm'nt intervention 
itself may Introduce market distortiom. This chapter 
examines pollcif!s thilt ,my be introduced to achi-e 
efficient re.source al/ootion and corrKt market failure. ft 
will also disc;US$ mkrOKOnomic policy designed to 
infl-nce the dlstriburlon of Income and wealth in 
society. In addition, the possibility of gm,ernment failure 
will be outlined. 

Learning outcomes 
After studylngthlschapter.you should: 
• be aware of the significance of market falure in its various 

forms 
• be fam~iar with policies designed to address market failure, 

including merit and demerit goods and e,;temalities 
• understand how monopolistic elements in a market can 

leadtoimperfectionsinresourceallocation 
• appreciatethedifficultiesofdealir,g1iithnaturalmonopoly 

situations 
• be aware that regulation of anlndustrydoesnotnecessarily 

address issues of inefficiency 
• befamiliarwiththeecooomicunderplnningsandthe 

operation of competition policy 
• beawareoftherationaleforgoyemmentstoredistribute 

income aOO wealth. and the polices that can be used for 
tMpurpose 

• beabletoevaluatethestrengthsaOOweaknessesof 
gOYerrvnentinterventions. 

19.1 Market failure 

Consequences of market 
failure 
Marke-! failure i• a 5ituation in which the frt'(:-markct 
mechanism fail• to produce the be,1 alloca1ion o frc 001.1rces 

foroociety a, a whole. For example, in thepre,cnceofa 
11ega1iw, productlo11 cx1ernality such a, pollution (diocus,;ed 
in Chap1er 13), margi11al soda! cosu exceed marginal private 

costs, leading fimu to acl in such a way a1 10 produce 
' loo much pollmioo'. This divergence berween social a11d 
marginal co,m, mearu; thal rCt10urces fail 10 be allc)Cated in 

the hes1 pa,sible way. There arc some olher ""'ays in which 
margiruil social and priw.tc COMs or benefits may diverge - for 
inSllloc", in the C211C of public. meril or demerit good,. Such 

a diverge~ ca11 al.Kl rake place when some economic agents 
haw, better information than oihers. or nn wield some form 
of market pawn. 

Whydoesi1matter?Fromthepoin1ofvlewofsociety,thi, 
ana!ysisofmarketfailuresuggesurh:irresourcescouldbebencr 
used, rhusmakingmcrnbersofsocietybetteroff. Thcaurhoritics 

maythereforewi,h rointervenc, iftlleynnfindaw:iyof 
correcti11g the market failure. Howevtt, the aurhoritic• must also 
beaw.irethatinterventioncan iuclfdistortthcwayinwhich 

resourcesareallocated,,oanypolicyneed.s to~carcfully 
designed,andtrytoanrid parethc indirectcon,cqucnccs. 

Policies to address market 
failure 
In secki11g to design mkroeconomlc policy to tackle mafkct 
failure,thevi1alftrs1,tepU!tounderstandthesourceofmarkc1 

failure,"" it i• imporunl that any policy targcl5 lhe rool cause 
oftheproblem.Foruample.ifthemari<elfailurearisesfrom 
information problem.1, it would seem ruitural 10 addreM um by 
providinginfonnatioxl 
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Merit and demerit goods 
Consider an example of a merit good. Such a good exisu where 
1hederision-makerbelievcsthatthereisa divcrgenceber,,een 

1hemarginalbenefi11ha1:actuallyaccniesfromitsconsumption, 
Figure 19.1 shows how !hi, sitwtion can be an:i.lysnl. 

au1ntltyoleducatlon 
Figur•19.1 Arner,tgood 

The ex:ample used llere is education, [n m:i.ny countries around 
1heworld,everyonel/lrequircdtoa1teodschoolup10acntain 
number of ye.its. Pan of 1hl/l requirement may be attribmed IO a 

mm, good a~m. h can be argued that education provi<ks 
benefilsio!IIOCietyinexccssofthoeethatarcperccivedby 
individuals. [n 01hcrwords.socictybelieves thatindividualswiU 

deri~ a benefi1 from education that they wm l10I rmli,,e, until 

after !hey have acquired that education, Thi.!$, a gov-=• =y 
decrcethate~ryonemustconsumeeducarionupiolheagc 

ofl6,whetherlheyw:im1ooc1101andwhetherlheyhavelhe 
means IO do ao Of llOI. Th is is a mcric good argumer>I. In 

Figure 19, I marginal aocia lbencfi1 (.;lfS/J)l,$hov.·n H being 
hi8her than marginal private benefit (,lfPB), Thu•, society would 
like 10 p rovide Q' educaiion , where MSB = MC(margina! 

oocial cwt), bu1 individuals would choose to con= only Q, 
education, where M/>8 = MC, bcoiuse 1hey do l10I "xpcrt !he 
fururcbenefi151obeashigh uthcgovernmentdoe,; 

lnthi,cascthcrc maybc otherissucs affectingthemarketfor 
education, f'or example,therc couldalsobepositive cxiernality 
cffecrs if eduC'Jtcd workers wcn, lx1tcr able to cooperate with 

each {)(her, There may be a further argument that individuals 
may fail IO demand sufficient education bec:,use d infOl'matiOll 
failure:inotherwords, thcymaynO(pcrceivethcfullbencfits 

thatwillatiscfromeducatlon. Thcsituationmaybcaggravated 
ifparentshavethcrellpONlibilityoffinandngtheirchildrcn's 
education,bec:ouse1heyaret1kingdecision,011bebalfeftheir 

children, ln1heca.M:of 1ertiarycduca!ion, therei•nogu:mmt.,., 
1ha1parems,..•il!agreewiththeirchildren:dx>utthebencfii.,ofa 
universityeduca1ion -i1couldgocitherw:iy, 

Ano1herimportan1iseuetlw:arisesintheoontextofcducotion 

sh01VJ11h:l{graduates rend1oenjoyhigher lifetimeeamingsthan 
non-graduate.o, However, ifKllllegroup.5havebetteractts.s10 
credi1 markets than ocheB. then tnOl!e group.5 may be mnrc able 

to t:ike advantige d a university CWC:lticn Specifically. it has 
beenargucdtha1pcoplefromlow-incomehoutehold,m:1.ybe 
discouragcdfromt:ikingupuniversityplaccsbccaUllCdf:ailurcin 

credi1markeis.lnotherword6.lhedifficulty dr.t.isingfunds inthe 

pr'"5Cllll to pay fOI' a university education may prevent people from 

gainingthelonger-termbenefusofh:ivingn!Ccivcdauni,~ 
CWC:ltion - hen<:,, the lliunching d &tudent loan .schemes, whim 
should help w addieM !his part icular form d nwl,;ct: failure. 

ln,;,ome~iesi1 hubeen sugges1cd!hatthemcritsof 

education arc bcuerpen:eived by some groups in K>Ciety than 
odten, Thus in oome developing countries, individual• in 
relatively wdl-off households demand high levels d education, as 

1hcyrcaliscthelong-runbenefiulha1thcy canreoeiveintermsd 
highere,imings-and,perhapa,politicalinlluenoe. ln contra'U,l<l'IV­
income households in rt:mO(e rural aft".is may nO( i,ee tbe valued 

education A, a rcsul~ drq>-c,ln fromM"COOdaty-andeven prim:iry ­
edurntion tends to bc high. This has been especially noticeable 
in some oountrie-s in .rul>Saharan Africa. Titis is d<.'3rly a merit good 

argument that may need to be addressed by government, perhaps 
by making primary eduC'Jtion compulsay or free - or bolh, 

Other example., of merit goods arc museum,, libraries and 

a<1galleries,Tl,escarcgoods1hatarcprovidedorsubsidised 
b=•~ -=e somewhere 1hink., that con1muni!ic'$ $hould 
have more of 1hem. &:cnorni.,u arc wary of playing the merit 

good card too often, as ii entails such a high normatfl'e elemem, 
It is also difficuh IIOIDt'limes to d isentangle merit good arguments 

from extemaliryeffects. 
Similar:maly,;iscmbcsupplicdinthecasedad,:rn,:ritgood. 

Figure 19,2 shows the market for an opiate ckug. Margin:IJ private 
benefil!l (.;lfPB)a,e..tK,,,.'O asbeingmuchhigherthan~ 

social benefim C.USB), ,tc, that in a free market too much ofthi,, 

drug is consumed. Society ,..'OU(d like w be a t fl', but ends up a1 

Q
1
,lnlhisparticularmarket.lhegovernmcrl!may!le('lhematginal 

social benefit from coruwning 1his mlg IO be IIO low (e .g. :ll MSB' 

inthefigurc) !ha1consump1ionshouldbcdriven 10~ 

Quanllly ofdrug 

ooncem.sequilyinacceatohighcreducation.~has Figure19.2 Ad.rn.ntgood 
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Again,thiscouldbeinterpretedaspartlyaninformation 

problem, in the sense that individual consumers may nOI 

perceivethedangersofaddictionandthusmayovervaluethis 

drug. TnadditiOfl,addictionwouldhavetheeffectofmaking 

an individual's demand for the good highly inelastic in the lOflg 

run. However, it is paternalistic of the government to intervene 

directlyforthisreason,althoughitmightwishtocorrectO!h"r 

externalities - forinstance,thoseimposedonotherswh"n 

addictsstealtofundtheirhabit. 

An alternative appr=ch is to try to remove the information 

failure; some governments have adopted this approach in 

seeking to educate people about the dangers of tobacco 

smoking 

Themarket fortobaccoischaracterisedin Figure 19.3. 

Demand (J,!PIJ) represents the marginal private benefit 

that consumers gain from smoking tobacco. However, the 

government believes that consumers underestimate the 

damagingeffectsofsmoking,sothatthetruebenefitsare 

given by MSB (marginal social benefit). Given the marginal 

cost(supply)curve,inanunregulatedmarketconsumerswill 

choo.s,, to smoke up to Q, tobacco. The optimum for sociery, 

however, isatfl'. 

One way of tackling this problem is through taxation. If the 

government imposes a tax shown by the red line in Figure 19.3, 

this effectively shifts the supply curve to the market, as shown 

in the figure. Thisraisesthepriceinthemarket, so consumers 

are persuaded to reduce their consumption to the op1imal level 

atfl'.NO!icethatbecausethetlemandcurve(}lfPB)isquite 
steep(relativelyinelastie),asubstamialtaxisneededinorder 

to reach fl'. Empiricalevidencesuggeststhatthedemandfor 
tobaccoisrelativelyinelastic - andthereforetobaccotaxesne,,d 

to comprise a large poniOfl d the price of a packet of cigarettes 

if they are to have an impact on smoking. This analysis wUJ be 
extendedlaterinthechapter. 

SUpply(MPGj 

19.lMarkelfailure lll 

Thus, the museum service is subsidised, and the ballet and 

opera have enjoyed subsidies in the past. Figure 19.4 shows how 

such a subsidy might be used to affect the quantiry d museum 

services provided. Demand (,MPIJ) again shows the demand for 

museum services from the public, which is below the marginal 

socialbenefit(/tfSIJ)thattheauthoritiespcrceivetobethetrue 

value of museum services. Thus the f'r=-market equilibrium 

position is at Q,. although the government believes that fl' 
is the socially optimum position. By providing a subsidy, the 

supply curve is .shifted to th" right, and consumers will choose to 

demand the optimum quantity at the subsidised price P,. 

o, Q' 

Figure19.4S.Ubsidisingmuseums 

Externalities 

auantltyolmuseum servlces 

Externalitiesariseinsituationswherethereareitemsofcostor 

benefitassociatedwithtransactions. andthesearenotrellected 

in market prices. Jn these dr01mstances a free market wiU nOI 

lead co an optimum allocation of resources. One approach to 

dealingwithsuchmarketsituationsistobringthoseexternalities 

into the market mechanism - a process known as lntc rnalls !ng 

an cxtc rnallty. For example, in the case of pollution this 

principle would entail forcing the polluting firms to face the 

full social cost of their productiOfl activities. This is sometimes 

known as the polluter pays principle. 

a °' auan11tyo11obacco Pollution 
Figure19.3Taxingtobacco 

Conversely, if the government wishes to encourage the 

consumption of a merit good, it may do so through subsidies. 

Figure}9.5iUustratesanegativeproductiOflexternality: 

pollutiOfl. Suppose that firms in the market for chemicals use 

a productiOfl process that emits toxic fumes, thereby imposing 

costs on society that the firms themselves do nOI face. In other 
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words,themarginalprivatecostsfacedbythesefirm,areless 

thanthemarginalsocialcoststhatareinflictedonsociety.As 

explained earlier in the chapter, firms in this market will choose 

to produce up to point Q, and charge a price of P, to consumers 

At this point, marginal social benefit is below the marginal COiSI of 

producingthechemicals.soitcanbeclaimedthat'toomuch"of 

theproductisbeingproduced - thatsocietywouldbebetteroff 

if production we"' at Q' , with a price charged of P' . 

Polllll>Ofti,ar,egabveproructionextemalrty 

Note that this optimum position is not characterised by zero 

pollutiOfl. Jn Ol:her words. from society"s point of view it pays to 

abate pollutiOfl Oflly up lo the levd where the marginal benefit of 

reducing pollution is matched by the marginal cost of doing so. 

Reducing pollutiOfl to zero would be too costly. 

How can society reach the optimum output of chemicals a t 

Q'? In line w ith the principle that the polluter should pay, one 

approach would be to impose a tax on firm, such that polluters 

face the full cost of their actions. In Figure 19.S, if firms were 

requiredtopayataxequivalenttotheverticaldistancebetween 

marginal private cost (MPC) and marginal social cost (/,!SC). they 

would choose to produce a t Q', paying a tax equal to the green 

line on the figure. 

Figure19.5Pollution 
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o' 0 >o uantity of 
chemica ls per pe riod 

An alternative way of looking at this question is via a diagram 

showing the marginal benefit and marg inal cost of emissions 

reduction.lnPigurel9.6,.MBrepresentsthemarginalsocial 

benefits from reducing emissions of some pollutant and MC 

is the marginal costs of reducing emissions. The optimum 

amount of reduction is found where marginal benefit equals 

marginal cost, ate'. Up to this point. the marginal benefit to 

socie-tyofreducingemissions=cee<lsthemarginalcostofthe 

reduction. so it is in the inter.-st of society to reduce pollution. 

Howe-ver, beyond that point the marginal crut of reducing the 

amountofpollutionexceedstheben.-fitsthataccru.-,sosociety 

willbeworseoff. Settingataxequaltol'inFigurel9.6 w ill 

induce firms to undenake the appropriate amount of emission 

reduction 

Figure19.6Redu<ingtheemi,s.ioooftoxicfumes 

This is not the only way of reaching the objective, however. e 
Figure19.6suggeststhatthereisanotherpossibility - namely , 

to impose e11vironmental standards, and to prohibit emissions 

beyond e'. This amounts to controlling quantity rather than 

price; and. if the government has full informatiOfl about marginal 

costsandmarginalbenefits.thetwopolicieswillproducethe 

equivalent result. 

Eitheroftheapproach.-soutlin.,dabovewillbeeff..aiv., - if 
the authorities hav,,- full information about the marginal costs and 

benefits. But how likely is this? There a"' many problems with 

this proviso. The measurement of both marginal benefits and 

marginalcostsisfraughtwithdifficulties 

The marginal social bendi.ts of reducing pollutiOfl cannot 

be measured with great predsiOfl, for many "'a.sons. It may 

bearguedthattherearesignificantgainstobemadeinterm, 

of improved health and lower death rates if pollution can be 

reduced,butquantifyingthisisnOl:straightfotward.Evenifit 

werepossibletoevaluatethesavinginresourc.,sthat would 

need to be devoted to future medical care "'suiting from the 

pollutillfl, there areOl:herconsiderations: quantification of the 

directimprov,,-mentstoqualityoflif.-:whetherornottotake 

international eff..as into account when formulating dOfllestic 

policy; and the appropriate discount race for evaluating 



~ndlts th:u will~ <Nrived in the future. Morrovcr. the 
environmentalist and the indu&ria.lisi: m.ay "'-ell ani,-e ar diffttenr 
cvaluationsofthcl>Nlditsofpollutioncomrol,rclleelingthcir 

different viewpoints 
Thcmcasurememofeoslsm.ayaloobcproblcm.atic.For 

examplc,itislikdytha11hcrewill bedifforencesincfficicncy 

between fimu. Thosoe using modem technology may face lower 
cosi:s than th~ using relatively old capitll equipment. Do the 
authorit~ try to~ a tax that is specific to each firm to take 

such differences into account> H they do not. bi.It instead ~ 
a fla1-rate tax. then thcinremivesm:aybc inappropria>.te. This 
"'"ould mean that a firm using modern technology would faa­
the some tax as one using old capital. ihc firm using new capital 
,..-ouJdthcntendroproducc,toolinleourputrelativeto~ 
usingoldcr,lesscfficicrucapital 

Tradable pollution permits 
Another approach is to use a tmd,.b/e pollur/on f/(lrmir system, 

under which the government issues or se lls permits to fimu, 
allcr...-ing them to pollute up to a c.-nain limlt . These ~rmits 
arc then tradable,so thatfirm.sthatarerelativcly"dean"in 

their produc1ion nw,thods and do not need to use their full 
allocation o f ~rmiu can sell their poUuting rights 10 other 
firms. wh<»Cproducti.on nw,thodsproducegreaterlevebof 

pollution. 
One imponant advantage of such a !Cherne lies in the 

incentives for firms. Finns that pollute bcousc c( their 

relatively inefficient prtxluction methods will find they arc at 
a disadvantage bcouse they face higher COits. Rather than 

C'Olllinulngtopurchase permits, they will find that they have an 
incentive to prtxlure less pollution - which. of coune. is what 
the polky is intended to achieve. In this W"JY, the permit sysu·m 

uses the market to add= the exi.-mality problem - in contrast 
iodireelregulationofenvironmemaL.5tand::ards, whiehiri<:s!O 
solvepollu1ionbyovenidingthentm<e1. 

AIK"OndadVllntageisthattheoveralllevelofpollu1ioncan 
beeootrollcd bythissysicm,astheauthoritieseootrolthe total 

amount of permits that arc ffi!lued. After all, the obj,ective of the 

polieyistoeootrolthcm-=tlllevelofpoLLution,andamixrure 
of 'dean' and 'diny' firms m.ay produce 1he same amount of t0!.1.l 
emiS11ionsas uniformly 'slightly w,clean" finru 

H=·cver, the permit system m.ay no1: be without its p!Qblems 
ln partlcubr.therei'lchequestionof.,nf~nt.Forthcsystem 
tobccffoctive,Nnctions musi:beinplaccforfirmsthatpollute 

bcyondthepem1incdle-vel.andtheremusi:beanopcrJ1ional 
andC051-cffe<tivemethodfor!heau!horitiestocheckthelcvelof 

Furthermore, it m:i.ynol be a si:raighd"Clr<'"ard exercise for the 
authorities to deride upon the appropriate number of pennits 
ioi161.1Cinordcrtoproducc,thedcsircdrcductioninemis.'lion 

le,-els. Some ahemari,-e regulatory sysi:ems sMre !hi, problem, 
asit isooteasytonw,asuretheextcnt10"'1liehnarginalpriva1.­
andsoci:i!cosudiverge 

19.1Marke1f,;lure -

Onepo65iblecritieismthari5uniqu<"!Oapcrmitform 

ofregulationistMttheve,ydffferentlevdsofpollution 
produced by different firms m.ay seem inequitable - as if 
thO!>C Ii.mu 1hat can afford to buy permits can pol!ule as 

muchas1heylike.On1he0lherhand,itmigh1bc argucd 1ha1 
those most likely 10 suffer from this are the polluting firms. 
whose public image is likely to be tarnished if they acquire a 

reputation as heavy polluter&. This possibility might strengthen 
th.- incentives of such firms to clean up their production. 
Taking the strengths and weakn.-sse-s of thi.1 appro;och together, 

it seems that on balance such a spt.-m could be effective in 

regulating pollution. 

Global warming 
Global warming is widely seen to require urgent and conccned 

action at a worldwide level. The Kyoto rununil of 1997 bid 
the foundations for action. with many of the developed 
nations agreeing lo take action to reduce emis.,ions of carbon 

dioxidcandoo:hcr'grecnhous.,"gas.-sthatar"sccnto~ 
causing climate change. Although the USA withdrew from 
theagre<:meminearly2001,apparendyconccrnedthatthe 

US eeooomy mighl be harm.-d, in November of that year 178 
otl..-r counu-ies did reach agreement on how 10 enforce the 

Kya10 Accord. The al»cnce of US cooperation i5 potentially 
significant. hO<\"CVCf, as the USA is the world"s largCSI emitter of 
carbon dioxide, rcsponsibl.- for about a quaner of the "''Ond"s 

greenhouse gas emission• 
Ar the hea rt of 1he KyOlo Accord was the decision of 

countriestorcduee1hcirgrccnh0\Jscgasemissionsbyan 

agreed percentage by 2010. The method chosen to achieve 
these targets was based on a tradable pollution permit system. 
This wa.1 seen to be especially demanding for ooumrles 

such as Japan, whose industry is already ,-,lativcly energy­
cfficient.Japan was thus oonremed tha11her., should be 
suffici-,mpcrmitsavai.l.:i.bleforpurchase.Morcexplieitly.il 

was concerned that sloppy compli,rnre by Ru.w.i would limit 
the alIX>Unt of permits on offer. The issues of monitoring and 
compliancearethussccnascririeal. 

The NIMBY syndrome 
Oneproblcmthatarisesin trying to deal with externalities is 

that you cannot please allofthe pc,ople all of the time. For 
example. it may well be that it is in society·~ overall lntcrests 
to rdoca1e unsightly faciliti<,& - it may cv<,n be that everyone 

would agre.: about thi.,; bur such facilities have to be located 
somewhere. and someone is almo.st bound to ~t because 
they are the ones to suffer. This is the N L\IBY ( no t In m y 

b.-.ckprd) s)-nclrome 
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for CJCample, many people would agree tha1 it is desirable for 
the long-run sustainability of the economy that cleaner forms of 

enccgy arc dcveloptd. One pos.sibility is to build wind fartnll 

People may wel! be happy for these 10 be CCW\Slructed - as kmg 
,utheydono(happ= iobe livtf13nearthem. This may not be 
the bes! example, however, as the eff«:tiveness of wind farm.s 
is by no means proven, and thett- is a strong movement against 
thciruseon!hesegrounds. 

Youdis~rthatyourloc:alauthorityhaschosentolocate 
a new landfill site for waste di~I dose to your home 
Whatcostsandbenelitsfor50Cietywouldresult7Would 
thesedifferfromyourprivatecostsaodbenefits?Wouldyou 
object? 

Property rights 
The existence <X a sysiem of secure propmy rights is ~tlal 

as an underpinning for the =-Y· The legal system e,:ists in 
part to enforce property rights, and to provide 1he IICtofrule,i 

under whkh markets operate. When propeny rights fail, thett is 
a failure of markets 

Oncofthcrea:ronsundcrlyingtheexis!enceof!Offie 
cx1cmaUtiesistha1thereisafailingin1he syS1emofproperty 
rig.ht.5. For example, think about the situation ln whidi a 
factory is emining ioxk fumes imo a residemial district. One 

wayofviewingthisisthatthefirmisimerferingwith[001] 
residents'deanair. lfth08eresidcntscouldbegivenproperty 
rights over dean air, they could require the !inn to compensate 
them for the cosis it is inflicting. Howe,-er, the problem is that, 
with such a wide r2nge of people being aff«:ted to varyin,g 
degrees (according to prevailing winds and how dose- they 

livcto!hcfactory),itisimp<>§Sibleinpmctkalterms touse 
the assignment of property rights IO internal~ the pollution 

cxtemallty. This is because the problem of coordination 
requires high transaction co.su in order for property rig.hu to 

be individually enforced. lbcrcfore, the government effectively 
takes over the propertyrig.htson behalf of the residents, and 
actsuaooll«:tiveenforcer. 

Nobel Prize winner Ronald c.oa..e argued that cxtemal~y 
cffectscouldbeintemalisedincunditionswherepropertyrig.hts 
couldbeenforn-d,andwhereWtnnsactioncosts<Xdoingso 

"-ere no1 too large. 
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• Governrnentsmaywishtointervenetotrytocorrect 
market failureandthusbringaboutabetttroutcomefor 
5CX:ittyasawhole. 

• ln setking tocountertheharmfuleffectsofe,;tei-nal;ties. 
goYttnmentslookforwaysofinternalisingthtexternality, 
by bringing extei-nal costs and benefib;within the market 
mechanism. 

• Forexample.the'polluterp~'principlearguesthatthe 
best way of dealing u ith a pollution extema~ty is to force 
thepollutei-tofacethefullcostsofitsactions. 

• Attempu haYe been made to tackle polkrtion through 
taxation,theregulationofenvironmentalstandardsandthe 
use of pollution permits 

• lnsomecases theallocationofpropertyrightscanbe 
effectivelncurbingtheeffectsofexternalities-w 
long as the transaction costs of implementing it are not 
too high. 

19.2 Imperfect competition 

O,apter 16 discussed the model of perfect competition. and 
argued 1ha1 the entry and exit of firm, ensures that a market 
will evolve towards a situatiOfl in which price is equal to 
marginal cost. In the absence of production externalities. 
marginal cost here can be imerpreted as marginal 50Clal 
cOS1s-i1isthecost tosocietyofproducingthc marginal 
unit of this good. If the demand curve is interpreted as 
rq,reKnting marginal -'0021 benefit, then this is tantamount to 
saying that under long-run perfectly compe1i1ive equilibrium, 
m:.ugina.l!IOCi.llcost is equal tomarginal!Klcialbencfit- and 
there;,, no market failure present. 

However, this rests on the assumpiion 1ha1 the market is 
perfectlyoompe,itlve. Firmsarefairlypa...,iveactor,under 
perfect compe,itiOfl , responding perhaps rather t:.1mcly to 
changes in consumer preferences. The real world is not 
necessarilylike that .andin manymarkets,firmllhavemore 
powerovcrtheiractionsthanhas.sofarbccnsuggested. 

In the extreme. therearemarketsinwhichproductionis 
domina1ed by a single firm. In 19')8 Microsoh was taken to 
coun in the USA, aceu5ed of abusing its domi=nt pollition. At 

thetime,Micro.rofi,..'assaidrocontrol9~ofthcmarketfor 
opera.ting sysiem.s for PC computers - and not just in the USA: 
this was 95% <X the U'Orld market. When a firm achieves such 
dominance. W~ isooguarantecthat it will no1 iry toexploil its 
prnitiona1thecxpenscofconsumers. 



lhc very fact 1h,u there was:, COi.Jn case :,gJinst Micr<»oh 
bearswitnc,s101henc.ed10protectconsumcrs:,gJinS1 
dominant firms. ln the UK, the Competilion :,nd Markets 

Authority took on rnponsibility for competition policy in 
April 2014, with a brief 10 promote competition, bOl:h within 
and o utside rhe UK, for the benefit of consumers. This body 

brought together the CompetitiOfl Commi511 (on and certain 
consumer functions of the Office of Fair TrJding. Other 
countricsaround1heworldhave similo.r agencics wh05e 

aim is to protect consumers. For ex.ample, the Competition 
Commission of PakiSlan was ~blishcd in 2007; New 
Zealand has its Commerce, Commission; Mauritius s imilarly 

has Its Competition Commi.won. Malaysia has the Malaysia, 
Competition CommiS11ion (MyCC), with the stated aim to 
'protect the competitiv .. proccM for the benefit of busin.-sses, 

COfl.!IUmcrs and the ==y' (u'1w.mycc.sot.•.my). 
This is one example of how imperfect competition can 

lead to a distortion in the allocation of resources. Firms with a 

dominant position in a market may be able to drlve prices to 
a level that is above marginal crut; consumers then lose out in 
terrnsofalloeativeeffideocy.Howislhemarketaffectcdifthe 

e:,:tent of competitiOfl in it is limited? By restricting outpu t and 
raising price, firffiliareabletoincreasetheirprofiu ,effcc1ively 
Increasing the marke t price 10 :, level above the marginal cost 

of production. This implies th:;u there is a loss ofalloc:,tiv .. 
efficiency in 1his1l1ua1ion. Frorn sociefy'spointofview , 100 
linl .. oftheproduct is being produced. To theexte111tha1the 

rnonopoli.,1i.,amemberofsoc~.1heincrea,eioproducc,r 
surplus might beregardcdasaredistribution from con.!lume,-s 
to produccn. However, more crucial is the fact that there is a 

lossof consumer surplusthatisnotrecov .. rable. 

c? Regulation of monopoly and 
mergers 
The .-lfectiv"ncM of rn .. market system in allocating resources 
requires prices to act ""sign.als to producers about consumer 

demand. Firms w~J be attracted into activilie5 where ooruumer 
demand is buoya111 and profitability is htsh. and will tend to 

exit from activities in which demand is falling and profitability 
is low. 

TI1ls process relie$00lhen:iste~ofheahhycon1pctitioo 
between firms, and on freedom of entry to and exit from 
markeu.lnlheaOO("flceoftheseconditions,reSOUfces may 
110{ be best allocated according to thepancrn of consumer 
demand. fore,:ample,iftherearebarrier,;tocrneringamarket, 

thee:,:lstingfirma in the market may have the f)O"'t'rto restrict 
output and ra~ U>C' price, producing 1c. d the product than is 

de$trable rot" society. As .. :,:plained in Ou,pter 18, such l:,a,rkn, 

to .. ntry may arise from f.-arur..s such as economies of IK"llle or 
the ~tem system. In some siru.arions, en51ing firms m.:iy cake 
SU'llt .. gic action tode1erenuy. 

This 15 one area of the ==yin which gove rnmenc.. often 
choose to lmervene to protect consumers. M mentioned above, 

19.2 lmpertecl competilion Ill 
this may operate through !h.- establi,;hm,,nt of an official body 
sudi. u a Competition CommiMion. Such bodics have the power 
1oinveotigatemarkets 11la1appeartobcoverlycoocentr:Ucd 

or in which oompeticion appeal?< weak. They can also take 
action to encourage competition in markets. Thi, is known :u 
comp,t,llllonpollcy. 

One of the knotty problems chat :,r~ her .. ls that if firms 

benefit from economies of scale, ii may be more productively 
efficient to allow large firms 10 develop than to frJgment the 
industry inm lots of small firms in the name of enrour~ging 
competition. Thus, the authorities ha,,..._,, to find a way of 

balancing the powntial C06tS of ]Oiling allocative cffick'ncy 
againstthepotentlalbcnefitsdproductiveefficiency. 

ln SC"Ckingtoevaluatethc siruationioamarlcct,the 
competilion au1horitics face a se,-i.-,; of challenges. Apan 
from anything el,e, market conditions arc alw:oys changing , 
SI) ir bccom .. , difficult to <>t-r,.-., ho,;,,• firms are behaving. 

Forexample,lhepriccsoff0ttignholid:i.ysoouldriscfor 
manyrcallOnsOlherthan th .. abu...-ofmarlr:.-if>O"'·erbytour 

operatOQorOlherfirmsinthemarlc:et.Such priceriJescould 
bebecau,eofincrca,es in theprkeofoil, affectinglr.mspon 
costs. They couldequallybethernultofchangesinlhe 

foreignexchangerate, or maoy01herfactors3ffectingthe 
market. The authaitles thus need to be careful in coming to 
a decision. They may need to investigate a variety of market 

conditions before judging:, firm's behaviour. A key Issue may 
bethee:,:tent1o whichthemarket is contestable. lnOlher 
words. a judgmenl need, to be made a• to the e:,:ient to which 

a firm faces ~ential competition, which may rescrict the 
amou nt of mark.-i power that it c:,n W>dd. 

Merger and acquisition activity has Jed 10 the cr .. ation o r 

some giant firrru in ree..nc yean, and one responsibi lity of the 
compe1:i1ion authorities i'l to fDOflilor such activity, which may 
be seen to ha ve an effect on concentration in mark .. ts. An 

example is the way that the UK'• CompetitiOfl 3nd Markets 
Authority blocked a proposed takeover of Manchester United 
Football Club by BSkyB on the grounds that this would not 
be beneficial for consumers . 

Economic analysis and 
competition policy 
O.,,pier 18 unclenook a comparison of perfect competilioo 
and monopoly, and ic is this analy.ili Iha! lies at the heart of 
competition policy. Figure 19.7 should remind you of the 
discussion . 

163 



m Market imperfections and microeconomic policy 

Thus, under perfect competition firms amnoll illflucnce price, 
and all finlll act compctitivdy to~· =· profits, !hereby 
producing good overaU pcrf~= of the market in allocating 

re.';JOtlr=I. On the other hand, under monopoly !he single firm 
findsthatit canextr..1ctcon•umersurplusbyusingitsmarkct 
power, and a.s a result the market pe-rforms less well. 

ThispointofvicwleadstoadistrustoflllOfX)(Xlly -or.lndce<l, 

p• '-- • ••...;.. __ _.::LR::;;S:!<·:;;:"'~c~ ofanymarketstructurcin whichlinnsmighcbcscen tobc 

a. °"' Output 

Fiiiur- 19.7 C~anng perfectcompet~oo and rnonopdy 

Here it is assumed there is an industry that can operate either 

undcrpcrfcctcompetition.withalargenumbcrolsn,alllirm.,, 
or as a multi-plant monopolist. For simplicity. lt is also assumed 
th.at there 15 no cost difference betw~ the two forms of market 

"'ructurc,,od1atthelong-runsupplyochcdule(/.RSJundcrpcrfcct 
competition is pcraj"'"'1 by the monopolisi :u ils long-run marginal 

cost cutve. In other words, in long-run equili>rium the monopoly 

varies output by varying the number oJ plants ii is opcr:i.ting. 

Underperfectcompetition,outputwouldbc.felat Q,.,and 
markei price would be P,.. Hmr,.-,,"Ct", a monopolist will~ 

10 rCSlrict output to Q. and r:a.~ the price 10 P • . C-oruumer 
SW"plus will be reduced by !his proccM. partly by a transfer of the 
blue rectangle to the monopoly"" profiTS, and panly by the red 

triangle of deadwdght loss. It is this deadwcight loss that impo,cs 
a eos1 on 90Ciety that competition policy is in1endcd to allcvfate. 

Jndced. thisanalysislcdtoabcliefinwhatbcc-Jmeknownin 

the economics literature as di.e sln1c/1<re-comluc1-µ,rjor"'nnce 
JJ<mldJsm.Atthecorcof thisbelief, illustrated in Figure 19.EI, 
is the simple idea. th:;u the wucrure of a market. in term., d the 

number of firm,. determines h~ firms in the markct conduct 
themselves, which in rum determines how well the marlr:::ei 
pcrfonnsinachievingproducri=andalloca1i=clftcicncy. 

"' 

conducting themsclve!I in an anti--compe1:itive mann,..-. Moreover. it 
isthe!!trucrurcolthemarkctitse:lfthatleadstodi.i.,ami-oompctitivc 

If this line of rearooing is accep1ed. then monopoly is 

always bad, and mergers that lead to higher concenmuion in a 
marketwillal"'·ays leadtoallocati,..,incfficiencyin lhemarkct's 
performance. Thus, lcgisl:uion in the USA tends to presume tMt 

a monopoly will work against the interesu of 90Cicty. However, 
there are90ITTCimportantis.mestocon,iderbeforepinningtoo 
much faith on thisas.,umption. 

Cost conditions 
1he fir"' issue concerns the as.sumption that CO!il conditions will 
be the .... me under perfect competition as under monopoly. This 

simplifies the an:ilysis, but there are many ""'50fl5 to expect 

=~ieJ of scale in a number of=~ic ac1ivitics. If this 
as.1umpcioo is correct, then a monopoly firm will face lcw."Ct" cost 

conditions tlun would apply under pcrfce1. competition. 
l11Figurcl9.9,J.RSrcprcscntsthclor,g-ru11M.1pply9Chcdulc if 

an ir>dusuy is opcr..lllng under perfect compctilion. The perfectly 

competitive equilibrium would be at outpul level Q,. with the 
price at P ..,. However. JUPf'O'I"' that a monopolist had a !!trong CO!il 

advantage, and w-~• able to produce at constant long-run marginal 

CO!il IMC ... h would di.en maximisoe profit by choosing the output 
Q .. , whc,rc MR. is equal 10 IMC • . and would .di at a price I' ... Jn 

this situal>Oll the monopolist could actually produce more output 
at a lower price than a firm operating under perfect competition. 

Nolie,: that in the monopoly .siru:i.tion the market docs flOI 

achievcallocativecfficiency,bcausewiththescCOSlcondilions 
seningpriceequaltomarginalCO!i1,,rouldrequirethelirmto 
produce er OU(pllt. tj ()',\.•evcr, this Joss of alloa,tiVC efficiency 

isoffs..-1bytheimprcwcmenuinprodocti,.-,efficiencylha1are 
achieved by the monopoly firm. 

It could be argued that the monopolist should be regulated, 

and forced 10 produce at c,. However. what incentives would 
this cstabll.sh for the firm? If a monopolist knows that wh<.'never 
it makes supernormal profits the regulator will step in and 

take !hem away. It will have no incentive to opcr:,te efficiently. 
Indeed. }oleph Schumpcter argued that monopoly profits were 
anincentivcforinn0\l2tion,andwouldbcnefi1510cic!y,bcoiuse 

only with monopoly prdits would firm., be able to engage in 
rese:i.n:h and development (R&D). In olhcr words. it is only 
when firms arc rebtivcly ~. and when they an, able to make 

supernormal profus, that they arc able 10 ck,"Olc rC90Urccs io 
R&D. Small firms opcrallng in a perfecdy competitive market do 
no1havctheresourCC11orlheinCCfltivetobeinnova1ive. 
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Figu,..19.9 Supposethatmonopolyoffe,smvchb<itl8'cortconditioml 

Figure 19.10 Ulustrates a lessextrcmecaK'. As bcfett", 
equilibrium under perfect competition produC'(', output at Q,. 
and price at P,... lhe monopoly ahcrnative faces lowcr long­
run marginal 006!. allhoogh wilh a less markcd difference than 
bcfor.,, here the firm produces Q,. oucput in order to maximise 

profic...andseupriccatl',. 

Anal)'!lisofthissiruatlonrcvcalsthattherci.<adeadw"ightlos.s 
givenbythercdtriangle;thisrcllectscheallocativeineffidency 

of monopoly. Hov.·evl'f, 1hcre is alro a gain in productiw­
effidency reprcscnted by 1he gn.'Cfl rcctangle. This is pan of 
monopoly profit,. but under perfect comp<."tition it was pan 

of produc,ion co.515. ln other words. production under th.. 
monopolyislesswastefulinitsuscofre50llro!S 

ls!Kldctybetteroffundermonopoly orunder pcrfect 

C0<1,pe'tition1lnordertoevalwtcthceffectontttalwelfure,itis 

ncce.ssaryiot:ulanoethelossofallocativcefficicncy(lhered~) 
ag:,insllhegaGinproductivecfficicncy(lhegreenrectangle).1n 

Figun, 19.10 ii would seem that the =nglc is largerlhan the 
rriangk,!IOsociety~I isbcttuoffwidllhemonopdy. Of<."OUl5<', 
thtte is :WO lhedl'!lrhnion of income to take into accoun1 - th,-

19.2 lmpertect competition 11111 
an,-aP,.ABP_. would be panofCCWlSUITICf5Ul'plusoodcrperfttt 
canpetilicn, bulu~monopolybecomcspwtoflhefirm"sprdits. 

Contestability 
A sceood importam iMue concerns cootcMability, which W2.'I 

introduced in Oiapcer 18. If t:urricrs 10 cnuy into the market arc 

"~ and if the ounk C05l.1 of entry andexic arc lao,,. lhemonopoly 
firmwillntt'dtorempcritsactionstoavoidpotentia.lcntry. 

Thus. in judging a market MU:ltion, the de~ of coor=bility 
isimportanr. lf thema!Xet isperfcctlycootcscable,thcnrt... 

monopoly firm cannoo: = a price dut is above av,:r.,.g.. C'05I 

withou1allowinghi1-and-runentry . lnthiscasc,thc'""8"la1or 
doe,,notr>ecdtointervcne. Evcnwid\0\11 pcrfedcoote.u.bility, 

th..firmmayneedtoK'1 aprkc th:11 lsnot110highastoinducc 
cntry.In<>lherwords,itmay ehoo5cnottoproduccattheprofit­
maximi.<inglcvcloloutput,andto M:tapriccbclowthatlevel. 

Concentration and collusion 
The strucrure-conduct-perfornunce argument suggests that it i, 
nOI only monopolies that should be the subject cl competition 

policy. but any market in which fimu have sorne influeJ>C'(' 
over pr~. In od,..,,. words. oligopolies alllO need careful 

attcntion.bccau&eofthcdangerthat!hcywUlcolludc,andact 

as if they were a joint monopoly. After all. ii was argued that 
where a ma!Xct has just a ,mall number of sellers there may 

bcaternptation1ocolludc.ei1hcrina cancla- 1acilly. Fa-this 
reason. government authoritiell nuy be wary of marlr:eu. in which 
conccntr'ationr:11iollaresimplyhigh.cvcnifnotl(l()'li. 

For this reason.• is nlpon:ant to examine whether a (X]n(Xlllr:l!Cd 

m:ui«, isalrt")Sand ,WC«SSt,rilyan ~ilivc ma,ht. This 

islanlam0Unlk>~whctherstrueturel1CCC5Slliydet,:rminn, 

crnduct. A hiflh oonaeniration ratio may mean dllll chere area small 
numbcrclfi:rm., clmac-a- less equal size,«• oould mean lhar 

m.ereisone~tirmanda numbcrofsrn.tllcrcompetiton. lnthc 
lancra..,c you migl:I cxpca lhedcminant firm iohaYI!~ 
markN po,,,.,.. io oomrol price 

With a small nwnbcr cl equally sized firms • is by no mearu 

certain lhartheywill a~tocollude. They maybe vcryoonsciou.s 
of their respective marker , hares, and so :>et in an agsre~ivcly 
competitive way in order to defend them. Thi< may be espedally 

true where the market is not expanding, IIO that a firm om grow 
only at the expense of the other firnu. Such a malXl"t could 
well display intense competition, causing ii to drift towards the 

eompctitiveendolthe!lcale. Thi.!wouldsuggestthatlheauchoritie, 

shouldnotpresumeguiltinamt.'fl!erinYl!stigation,sincethcp<1ttern 
ofmarkct,haresmayprovcsigniftcanl in determining the firms" 

conduct,andhencethcpcrfonnancc of 1hem:ir1'.ct 

Globalisation 
Anolher .significam ~ is that a firm that comes to domiruite a 

domestic market may 111m f- compctilion in rhc broader global 
market. This may be especially significant within the Europtan 

single market. 
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In thi• regard, there has been a lon.gstanding debate abou1 
ho"' a dorne~ic gcwemmcnt should behave ioward'I il'l large 
firm.1. Some economists believe 1h:u 1hc gov,,mmem shoukl 

allow.suc:hfirmsrodominatethcdonw,111icmarkc:finorderthat 

thcyc:,.nbc,oomc·n.ationalchampk,ns'inthcglobalmarket. 
Thi.1h2sbccnC$J)Cciallyapparcntin1hcairlincindustty.whcrc 
some n.ational airliocsarcheavily,ub!idisedbythcirnational 
govcmmcnts in order ro allow them 10 compete imc,mationally. 

Othcr..havearguedtharifalargcfirmfacescompc,1l1ion 

within thc domc-stic m:uke1. this should hdp 10 =ngc, its 
productive, dficimcy, enabling ii ro become more, capable, a 
coping with intc,matioruil rompetition 

• Competition policy refe~ to a range of mea:.urc5 designed 
to promote competition in mart.ets and to protect 
consumersinOfdertoenhancetheefficiencyofmart.etsin 
remurceallocation. 

• Oneviewisthatma,ketstructufedeterminesthcconductof 
firms11.;thinalll3ft.et andthisconductthendetemiinesthe 
performance of the market in terms of albcative effioency. 

• A profit-ma~mising monopolist will produce I~ output at 
ahigherpricethanaperfectlycompeliliYemarket,c.ausing 
allocative inefficiency. 

• Ha.vever, there may be si1uations in which the monopolist 
canef'toyeconomiesofscale,andtherebygainin 
productive efficiency. 

• 1nthepresenceofcontestability,amonopolistmaynot 
beabletochargeapriceaboveaveragecostwithout 
enc:ourag,inghit-and-runentry. 

• !n a concentrated market, the pattern of market 5hares may 
influence the intensity of competitioo between firms. 

• A firm that is a monopoly in Its own country may be 
exposedtocompetitionintheinternationalmarketsin 
which it operates. 

19.3 Natural monopoly 
and privatisation 

<liap1ttl6~thccucdthcn.arur:dmonopoly.andhinlc,dth.al 

thispc-,,;panicularproblcms"ithregard oalloca!ivc,dliciency. 
Figurcl9.lli,..::,lvc,sanindusuywid1aublitantial=-· d 
scale rda~ 10 nurkcl demand- indeed, the minmum dlicicnt 
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Figure19.11 Anall.ll";ilmonopoly 

smleisbeyondthcmarh1demandcurvc.(ln00ll.-rwon:l.s,loog-run 

average cost is ,tiU faUing beyond markCI demand.) 

This markc,1 i,, almost bound to end up as a monopoly, 

be-cause, the large51 firm is always able to domin.ate the, markc,t 

andunderrut,mallercornpc,titon,asithasan.aturalC051 

leadershipposition.lfthernonopolychomcstomaximiJe 

proni.,, it will ""' marginal revenue cqwl ro marginal oou:, 
choose, output Q.. and set price al P •. 

Suchindusuic,,tc,ndrohavclargcfixedC01115rd,uivc,IO 

marginal COM$. Railway sy51c,rm, wattt 0< gas , upply and 
elc,cuiciry gc,nttation ane all c,xamplcs a n.aiural monopolies. 

Thc,kc,yprnbl,:rn i,, tha1 ,ifsuch finns,.x-rcforccd10Jeta 

price c,qwl to marginal COM, thc,y woukl make a loa. If the firm 

in Figure 19. t1 wc,rc, rcquifcd to 5C1 price equal 10 margin.al ro,;i. 

i.c,. at P', then ii would no( be viable: aver.tgccotl v,•oukl be 

AC", w~h IOMC5 rcprcsc,nted by the, shaded area on 1hc diagnm. 

In thc pas!, one response 10 this s~uation would ha,.., ben, ro 

n:1.1ion:IJi.sc,thcindustry(i.e.1akei1inrosta1ecn,,1\t,OOip).sina­

no privatc,...sccta< firm would be prepared to oper:,tc, at a 10&, 
andthegovc,mmc,ntwou!dnoi:a!lowfirmsrunningsuchnarural 

monopolies ro act"" profit-nwi:imJsing monopolisc.s making 

supemorm:ilprofits. 

In or<kr to prevc,nt the, losses from becoming tCX> sub,.rantial, 

m:iny utUitic,s ,uch as gas and electricity supply adopted a 

pricing •ystem known :u a two-p,m tflri.ffsyst<1m, und...,. which 

allconsumerspaidamonthlychargc,forbeingconnectc,dtothe 

supply, andootopoftha1avarlableamountbasedonusage. 

In terms of Figure 19.1 I, the, connectloo charge would cover the 

difference, becw~n AC' and I'', sprc,ad aCJOM all consumers, 

andthevariablc,chargcwouldrcllcamarginalC051. 

However,"" rime went by thi s sort of sy51<:rn ame to be 
heavilycriticised. lnpanicular,itWaJarguedtha11hem:1nager11 

of the, nationalisc,d lt>dustrics wc,rc insufficiently accoumabk. 

This could be rcgardc,d u an c,xtrcme form a 11lc principal­

agc,nt prnblc,m, inwhk:hthcC01Uumcn(1hcprincipals)hadvery 

little, corurol O\ltt the, actions of the man.agers (their agem,), a 

sirualion.lc,,,dingrowklcsprcadX-incfficlcncyandwa.ic,. 



lnthe198:lssuchaiticismled1owidespreadprivatisa1ionin 
theUK(Le. thetnnsfcrclnationali5edinduSlrr.!linwpriv:m, 
o,,,·rw,rship),oneccntnlargumentbeinstha1r,owatleasithe 

rn:ut:1gef'Swouldh:ive10beaccountablewtheirsliarc,hold=;, 

whim would encoun~ an inm::lse in efficimcy. Howc,ver, 
thisdidn()(rcn,oyetheorigin:dproblffll:th..tth,ey"~narural 

monopolies. Soprivatisa1ion"-aaaccompaniedby1heimposition 
cl a regulatory system to emu re th31 the newly prh,ni5ed firms 
did na: abuse their monopoly sitwtions. 

Wl=ever po.,.,ible, privatisation wu also accompanied by 
measures IO encourage competition. which wu .teeri a., an even 
bener way 10 ensure efficiency improvemem& This proved w 
be more feasible in some industries than in odier,o, because cl 
thenarureofc«>oomiesofsc-..ile-thcreislinlewbegained 
byrequiringthattheremustbcseveralfinruinamarketwherc, 

the economies of SC'.lle can be reaped only by Of1" large firm. 
However, the changing technology in some of the industries 
did allow $OmC competition to be encouraged, es~cially in 

telecommunication,;. 
WhereitwaonOlpossiblc.orfeasible,toencourage 

comperition,regulationwassccna.,thesol.ution.Ancntionofthe 

regulatory bodieij focused on price. and the key coruro[ method 
was to allow price increases each year at a rate that wa. a '1e'I 

amount b.,low chanp in the n:.'lail price index (RPI). Thi, became 

known as the (RPI -X) rule, alld w.1.1 widely u.ed. the ide-a being 
that it would force companies 10 look for productivity gaiM w 
diminatetheX-inefficlencythath:idbuiltup.lbeXrc,f=wthc 

amoun1clproductivitygaintha1thetq1ub10r"believes=be 
adiiew,d,c,~intcmuclthechangc,inaveragecosts.For 
example, if the regulator believed th..t it waspo.,.,iblewachieve 

proructivitypin:sof~pcrycar,andiftheRPl"&1iocrcasing 

atanttccll~peryc,ar,thenthemaxim.irnprice~· ="''" 
wouldbe:illowcdinaycarwouldbel~-~"' 5%.. 

lbereacc,problcmsinhc,rentinthisappro;,ch. Forc,xample, 
how does the n:-gul.ator 5CI ;,a This is probk-matic in a situation 
whettthecornpanyhasbc:ncrinformationaOOJ1comth:in 

theregulator-anolherinstrnceofthcproblem.scou....dbythc, 
existence of asymmetric inform:uicn There is also the prusibility 

that the firm will achieve its produaivity gains by n:"ducing d,c, 
qu3Jityofthc,product.orbyricglcctinglong-t<."rminvesttnentfor 
thefuturc,3ndallowingmaintenanccstandartlstola~. 

ltis alsoimportanttoreallscthata11imegocsby, ifthc, 
(RPJ-X)systfflli1cffcaive,1heX-incfficic,ncywillbegraduaJJy 
squeczc,d out, 3nd the X wlJI have to be r,,duccd as it becomes 

c,vermorcdifficulttoachieveproductivitygain•. 
In some cases n.·i;ulatory capture is a funhcr probl..-m. This 

occur& when 1hc, regulator becomes so closely involved wid, the 

firm it i'I suppo$«1 to be regulating that it begins to champion its 
cause rather th:in imposing tough rules where they are nec<kd. 

19.4 lnequalify in income and wealch Ill 
An alternative method of regulatlon would be to pl.ac,, a limit 
on the, ralc of ,.,rum the fim, i'I pc-m,iucd w make, tltc,reby 
preventing it from making gu~mormal profiia. This 100 may 

affccr the incentive mechanism: the firm may r"IOII feel the nc,cd w 
bc:asd'ficientasl"""iblc,,ormayfrittcra"-ayso,nc,oftheprofits 
in managerial perb to avoid declaring too high a rate cl n:-rum. 

Findoutwhatoffidalagendesareresp::,nsiblelor 
competitionpolic:yinthecountryin\\t.ichyoustudy. 
Hem effective do you th.ik they h""e been in promotng 
competition amongst firms in the economy7 

• Naturalmonopoliesposeparticularproblemslorpolicy,as 
settingpriceequaltomarginalcostforcessuchfirmsto 
makeal05s 

• lnthepast,manysuchindustries,...-e re runbythestateas 
nationalised industries 

• However,lhisledtowidespreadX4nefficiency. 

• lntheUK.manyoflheseindustries l'o"efl'privatisedafter1979. 

• Reglllationwasputintoplacetoensurethatthenew!y 
privati5edfirmsdidnotabusetheirmarketpositions. 

• Pric:eswerecontrolledttvoughtheapplicationofthe 
(RP1-X)rule. 

• In some cases regulatory capture was a problem, wherc,by 
the regulators became too close to their industries. 

19.4 Inequality in income 
and wealth 

All socie-tic,s a,., ch3racteriscd by some inequ3lity - and some 

povc,ny. Although the two 3re related. they are not the same,. 
lncked, poveny might be, regarded a.s one a5pcct of inequality. 

If there, i'I a wide, gap between the richc5t and poorest 

households, itisimportantcoev-Jluatejusthowpoorarethose 
poorest households. andwhetherthcyshouldberegardedas 

bc:ing ' in poverty". Thi• requires a definition of povnty. 
Oneapproachi.,todc,fineabasketofgoodsandservke•that 

is reg:irded a, being the minimum required to support hwnan 

life,. Household., that are sccn 10 h:ive income tha1 falls short of 
allowing them to pun:hue th:u basic bundle of goods would be 
regarded as beins in :ab!iOlutc l)(""Crty. Worldwide. people att 

regarded as bc:ins in c,xtrcmc poverty if their income ;,, below 
$1.25 per p=ion perd:iy. Foe-example, in Pakistan, 22.6% ofth-, 
population fall into thi,s category, compared with 41.6% in llldia. 
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22.6%ofthepop,Jationo!Pakist.r.fallintotheabsrnutepa,ertycatego,y 

Poveny can also be defined in relative terms . lf a household 

has iosuffidem income for the me mbers of the household to 

participateinthenorma.lsociallifeofthecoumry. theothey 

are said to be in relallve poverty. This is also defined io terms 

ofapovertylioe. lntheUK,theHneisdefinedasS0¥oofthe 

mediao adjusted household disposable income (the median is 

the income of the midd.le-r:mked household). 

Absolutepoverty,the,rtuabooolahouseholdwhose;ncoo,eis 
ir,s.uffid ent to purchase !he minimum burnle of goods and sen;ces 
neededtosustainhumanlife 

Relative poverty, the situa~oo in whid, hooseholcl ;ncome fall, 
below50%ofmeclian·a<ljusteclhouseholclincome 

lhe percentage faUing below the poverty line is no: a rotaUy 

reliable measure, as it is also important ro know how far below 

the poverty line households are falling. Thus the iocome gap (the 
distance between household iocome aod the poverty Hoe) is useful 

for measuriog the iotensity of poverty as well as ii,, incid eoce. 

Inequality is a broaderconcept, asitrelatestotheoverall 

distributioo of income and wealth within society. Measuring 

inequalityprovidesasubstaruialchallenge,asitrequiresdataon 

incomeatthehouseholdlevelacrossthecountry. Onemeasureis 
tolcokattheratiooftherichest 2()% ofhouseholdstothepoorest 

20¥o, whichiskoowoasthe,µ,i>11ilei>1comeralio . FigW"e19.12 

showsthisrntioforaselectionofcountries. lnthisgroup, 

Pakist:mshowstheleastioequality,withtherichest20%ofthe 

populatioo receiving 4 .7 times as much as the poorest 20¥,. At 

theoiherextremeisSouthAfrica , wheretherichest20¥o receive 

Pa~::: 
'"'" SouthAfr1ca ""'"'E """ Brazil 

Maia~~ 

USA 
Norway -~ 

0 5 10 15 20 25 30 
Ratio 

Notec(ount,;esan, indesceodingotderofGOPpercapitainl'l'PS 
Soon::eHum.,n~Reporr 

Figure 19.12 Qwnti~ income ,atio 

The Lorenz curve 
Althoughtheusualtypesofgrnphareootwellsuitedto 

presenting such data visually, there is a method of preseming 

the data visually vfa the l.orenz cun"e. Some IDrenz curves are 

shown in Figure 19.13. 
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Figure19.13lornnzrnrves 

~ •"""'wapldej,rn,,,;.;s,Mooof ) 
,~ country. . 

more than 20 times as much income as the poorest 20%. in a country are ranked in order of income. Theo the shares 

There is widespread a~ment that govemmems should take of different income groups in toial income are calculated. 

responsibility for ensuring an acceptable distribution of income For example , consider Japan in Figure 19.13. The poorest 

and wealth in society, and should also be responsible for 10¥, ("decile") of households receive 4.8% of toial household 

alleviating poveny. The focus in this chapier will be on income incomes. and this is plOlled as point A on the figW"e. The 

redistribution . poorest 2()% ('quintile") of households receive 10.6% of tcxal 
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income (point B), and so on. Ploning such points acl'O&'l the 
whole income distribution provides the Lorenz curve. 

Suppose that income were perfectly equally distributed 

betwee11households.lnotherwords.supposethepoorestl006 
of households receiv,,d exactly 1()% of income. the poorest 20% 

receiv,,d 20% and so on. The Lorenz curve would the11 be a 

straightlinegoingdiagonally acl'O&'lthefigure. 
Tointerpretthecountrycurves,thecloseracountry'sl.orenz 

curveistothediagonalcqualityline.themoreequalisthe 

distribution. You can see frcm the figure that Japan comes 
closest to the equality line. The UK and the US curves are closer 
together,butthereseem,tobeslightlymoreinequalityinthe 

USA, as its Lorenz curve is funher from the equality line. Brazil 
hasalsobeenincluckdonthefigure. asanexampleofasociety 
inwhichthereissubstamialinequality. 

UsethedataprovidedinTable19.1tocalculatetheratios 
of top decile income to bottom decile income, and of top 
quintile income to bottom quintile income. Then draw Lorenz 
wrvesforthetwocountries, and compare the inequalities 
1hownfor8elarusandS0uthAfricawitheachotherandwith 
the countries already discussed 

Tab le 19.1 hc:omedistributioninSouthAfric:aan.dBe1arus 

Secornlquir,tile 

Thirdquir,ti le 

F01Jth q uintile 

Highestquin tile 

Highest decile 

Percentagefflareofincomeor 
consumption 

The Gini index 
The Lorenz curv" is fine for comparing income distribution in 
just a few countries. However, it would also be helpful to have 

an ind= that could summarise the relationship in a numerical 
way. The Gin! index does just this . It is a way of trying to 
qu311tify the equality of income distribution in a country, and 

isobtainedbycalrulatingtheratiooftheareabetweenthe 
cquaHtylineandthecountry"sLorenzcurv.,(areaAinFigure 

19.14)tothewholear<,a undertheequaHtyHne(areaA + Bin 

Figure19.14) 

19.4 lnequalicy in income and wealth 11111 

Cumulatlve percentage olhous eholds 

Figure 19.14 TheGino indexandtheUlfer.zrnrve 

This is often <,xpressed as a percentage (but sometimes as a 

proportion). The closer the Gini index is to 100, the funher the 
l.olftlzcurveisfromequality.andthusthemoreunequalisthe 
income distribution. The Gini index values for the countries in 

Figure ]9.13areshowninTable]9.2. 

Gini inde~ 

Causes of inequality and 
poverty 
lnequalityarisesthroughavarietyoffactors.somerelatingto 
th" operation d the Jabour market. some reOecting patterns in 

the ownership of assets , and some arising from the actions of 
governments. 

Labour market explanations 
Oiapter 20 will set out a number of ways in which the Jabour 
market is expected to give rise to inequalities in earnings. This 

arises from demand and supply conditions in labour markets. 
which respond to changes in the pauem of consumer demand 
for goods and services, and change5 in international comparative 
advantage between countri<,s. Funhennore, differences betwee11 
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diffettnto«Upat locuand t'COllomicsc:crors rdnfom, income 

inequaliti"" 
H09>"<'V<"t",aby-prodllClofdung<'•inlhc5trurnJreoflhc 

=~ymaybe/Uinsin<'qUl!litylx:t<\.·<'<'nc..m.ingroupsin 
soci<'ry. Porc:xamplc.ifth<'feisachang<'inth<'OUUCtul"<'of 
=>ploymc,nt aw,iy from un&kiU<'d jobs towards occupations that 

l'<'qUil"<'ahigh<'l"lcvclof&killsandqualific:ations,lhm.thiscould 
J..ad to an ina<'a.5<' in in<'qwlity. with ttio,i,., wo,k...,. who lack 
th<'skilbio adaptiochangingbbourmarlt<'!conditionsb<'ing 

disadv:um,ged by the chang<'S bking place. [n <11h<'I" words. if 
th<' premium that cmployc-rs are prepared IO pay in order to hire 
skill<'dorwcll-qualifiedworlcenrisesaJa rc,uhdchanging 

technology in th<' workplace. th<'n people wilhout mos,, skill, 
are!ikcly1osuffct. 
~ decline in the power d !he trade unioru may haV<' 

contributed to th<' situation. as low-paid worker, may find 
that their unions ar<' le55 likely IO be able to offer <'mploym<'nt 
pro!<'<."lion. Ii h:u been argued that this is a good thing if it 

incr"'1.'l<'• the fl~ibility d the laOOur market:. Ho"""'"'· again a 
balanccisn<'<'dedbctwccn workcr proll"Clioo andhavingfree 
andfl<'xiblemarkets 

Ownership of assets 
P<'rhaps1hcmo111obviou,wayinwhich 1l>eowncrshipof=ts 
inflll<'nce;iinequality andits changc• through1imcisthrough 

inhcritann:-. When wealth accumubt<'S in a family over~. and 

is Ul<'n pa.-d do,,."fl io &ucceeding gencra1ions. this gcn<=tcs a 
50Ul"C<,ofincquality that docs nol arise from thecurrnust:Hc of 

<h<==y ortheoperatlorucimark<'IS. 
It is import:lnt to be aware dut income and wcaltharc,no1 the 

""""'· Income is a 'flow' that hou.5Cholds rcec!Yc e.ich p,eriod. 
whnc:u wealth is a '5tock", being the accumulation of assets 

thatahoo..i$choldowns. "IX'calthtends tobcoon.sidenblylc,;s 
<'V<'niy cfutrbutcd than inoomc. In the UK in th<' mid--2000s, the 

.. ..,althi<eM l(Jlt', of households in the UK WCTC C'llimat<'d IO own 

44% of the identified wealth . 
NOlicc, howcV<'r. th:u although wealth and income are no1 thc, 

s:utl<'thing, inequal ity in wcalthcanalso leadtoincqualityin 
income, :u wea lth (the OWT1C1Ship cl aMcU) k,ad., man income 
flow,fmmrentsandprofi ts. 

Demographic change 
Afearurc ofmany countrle• in re«'lltycars hasbcc-nachange 

in the age .structure of the population. Improved mcdirnl drug• 
and tttatmems have meant that people arc living longer, and this 
has~ned withlowfcnilityra1estobringaboutanincrcaS<' 

inthe proponionci thepopulation whoareintheoldcrag<' 
grouf>". Thi• ha, put pressure on the prcwision of pcn,ions, 
and incn:-a!IC'd the wlnerability of 1hi5 group in IIOCiety. Slate 

pensions have been funded primarily by the conlributiom of 
tho,s.., in ....,.-1,:, OOt if th<' number d peopk of working age 
falls :u a propor1ion of th<' whole popul,uion, then this fuooing 

Mr<'am comes under prc55urc. 
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19.5 The effectiveness 
of government 
intervention 

~ .... are """"""'I way,i in which government intervention 
influenn:-s the distribu1ion d income in a IIOcicty, although no1 
alldthcs..int<'IVCOUOl"lsarcexprcsslyimendediocb ao. Moat 

prominent i:s the range, of transfer payments and w:ation that 

has been implenv:nted. The extent to " "hich such measul"<'S 
arc,cffn:1:h-.,vari<'$1x:t<\.·ecncountrics.ln~dc,~ng 

=~i<',.thetad<dresourcesandtheinMitutiooalstructure 
may imp<'d<' the effcctiV<'ncss of mca.51.11'<.'S - for example. if 
thegoo.-cmmct1tbckstheinfra:itructureneedcdiocollectw:cs 

dfectivdy. 

Benefits 
Thcl'<' al'<' two fornu of benefit that households can rec,,ive 10 
help cqualiS<' the income dimibution. PirM. there arc various 
type• of cash benefit, de, igned to prOlcct familie., whose income 

in a,rtain drcum.,tana,, would otherwise be V<'ry low. Se«md, 
thcrearcb..nefiuinkind,sucha.sheahh andeducation.ThcS<' 
accruetoindividualhouseholdsdcpcnding onthe munbcr 

of memh<'rs of th<' household and 1helr age and gender. Such 
b..nefitswerediscussedin0,,apter6. 

Taxation 
Direct tax es (iaxes lcvieddircetly on inco,m,s) tend tob.. 

progre-s.sive. In oiher words. higher income group1 pay tax 
al a higher rat<'. In 2010/11 , people eaming more than $. I 
million in the year on nerage paid 44.49& of the- income as 

w: , wh<'n,,:u those in the £15,000-19,999 income range paid 
11 .J'*,in tax. 



lntheUKthem:aindittett:ue11arO'incomeW:,oorporation 
tax (paid by fim15 on profits), capital g:alfl5 w: (pa id by 
individuals who,..ll ~ at a profu), inh .. r~ancc tax and 

petroleum rcvenUO' tax (paid by firms oper.ning in 11lc North 
Sea). "Thcrclllalsothecouncilw:,collO'Ctcdbylocal authoritiO',. 
Many countricshavO'asimilarrangeofdirect1axesinplac,, 

With a tax 5\lch as income tax. ii. progre&!ive nature is 
rcnectedinthewaythetaxrateincreases asanindividualmoves 
into a hlgherin«>mO'rang,,. ln<>1herword.1.them,trJ1ln<1l 1ax 

r.,l cincrcases asin«>mO'incrcases.1hc:- p ro~r,:ssln: narurcof 
tile w: ensures rh:u it dots ind=d hdp 10 reduce inequality in 
inromedistribution-althoughitseffectSarcle'5tharithodcof 

lllCdfcctd lndlrcc11.a.i<es,onU>0'01herhlind,can 
!IOmClimeabc r ~ l,-e:inothcr .. "Ofds,indirccttaue$may 

impinge more heavily on lowtt=· = howeholds. Indirect 
taxeaarc taxesthatarcpaidonitemsofcxpcnditurc.ratherth.an 

Dire<tUlll: :awll!Yieddirectlyooirxome 

MargiMlturat•: Wonadditionalincome,definediSthech•nge 
intupaymentsduedividedbythedi.ngeint~eincome 

Pn>gnttsl,..tn :• wr.inv.hidithem¥ginaltaJcrilenseswith 
income,i.e.,wbiwingmosthNvilyontherelitille,lywef.off 
rnembersofsodety. 

1ndlre<1tu:;iwr.one,pendit1n,e.g.YAT. 
R"9rHsiv• tH:.;i t.axb.aringmorehe,i.,;lyonthe,elatj,;elypooR'f 
membe<solsodety. 

Onercasonforusingindirecttaxcssucha.sasale,taxi,toraise 

fund.sforthegovcmmcntinordcrtofinancelheexpendirurc 
that they undert:i ke. You might think that raising money in 
this way to provid<: goods :ind services that would odw:rwisc 

not be provided would be a benefit 10 !IOCiety. Uut therc is a 

downside to thi.s action, O'vcn if aU UlO' funds raised by a s:i.lcs 

tax are spent wisely. In addition to aUowing government$ to 

raiscrevcnuc,as:i.!Ntaxcanbcu....:ltouytocorrectamarkct 

failure. 
Why should ~of~tauesbe rcgressivc?TakcthO' 

tobacco tau. In the first plac,,, th .. nwnbcrof amokt'111 is 
higher among lower.income groups than among the relativdy 
rich - research has shown that only about l™ <:I people in 

professional groups now smd<e compared with nearly 4™ 
d those Jn unskilkd manual group&. Second. expenditure on 

tobacco tend! to mke a lower proportion of income of thO' rich 
CCl"Tlpared with th:i1 d the poor. O'vcn fa t'-e in the formtt 
group who do smoke. Thus, th<: tobaa:o tax fall5 more h..avily 

on lower-incornO' sroul"' thar, on UlO' better-di". It is estim:ned 
that for households in th.. bottom quintile of the Income 
di.slributlon in 2008/0'}, indirect taxes accounted for 28.2'Miof 

disposable income, compared with 121J!t, for households in UlO' 

wpquintile. 

19.5 The effectiveness of government intervention -

Extension: welfare loss 
of a sales tax 
An important qUO'Stlon Ill how a sales tax will affect total welfare 
in •odcty. Consider Figure 19.15, which shows the market for 
DVDs. Suppose that the g,wcrnmcn! imposes a ~peciftc tax on 

DVDs. This would have the effO'CI <:I taking market equilibrium 
fromthefrec-1T1Jrket1X>11itionatP" withquamitytrJdedatf.!to 

a rn,w !X'llition. with price now at P, and quantity tr:oded at Q,. 
Rcfl"IO'fflbcr thal the price rises by less th:m the amount of the 
tax, implyingthlittheincidcnce<:ltlletaxfall5partlyonbuyers 

:ind panly oo scllCT'5. In FigurO' 19.15 consumers pay more of the 
tax (U>O' area PP,BE) than the producer.s (who pay F?EG). The 
effa-t on aocicly's over.ill wdfarc "'ill now be ..xamincd 

Figu~19.1S As;,lesta~ande<:onomicwett""'e 

Rcm=ibcr that the total wdfarc that sodO'ty n-ccives from 
COf1.5llmingaproductistheMJmdcoruumer:mdproducer 
surpl""- The situalion before and after the .,,.Jc,. w: is as follows. 

~thcw:,consurnerwrplu.1isglvcnby 1!x-atea.AP"C 
andproduoefs.irplusisgiv=bythetriangl<'P"O/.Howabout 
alkrward5?~3Ulpl"" i.s n<M' the smaJJer uiimglc Af',B, 
andproduoersurpluslllP<ill.Tu..are-aPfJGFisthcrcvcnue 
raised by the government from the tax. which should be included 
in tom] wdfarc on 1he :i.w.,mption that the gaverrunem uses this 

wisely. The to1al amount <:I wdfarc is now ABGII. If you comparc 
thesetotalwclfarcare:ubcforcandaftcrthemx.youwillrcalisc 
that dx,y diffCT by the are3 BCG. This triangle represents a 

de-adw<-ightlCIS.'lthatarisc&fromthcimpositiondthetax. lt is 
!IOffiC!ime& referred to as the execs,, burden of the tax 
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So,cvn>whcrcthcgovcmmcminte1>"Cncs1or.iisc,f,mdingfor 
itscxpcndirurc-aOOspcnWWUCly-adi!llORionillintrodueffl 
tor~rccallocation,andsoclclymu!llbearalouofwclfare. 

The poverty trap 
Probk:mscanar~whcnasystcmofmean.1-1o:siedbcndit.1~ 

w.tia~vcincometaJ:5UI.IC!lJ(C.G:JnsidC'rthcincenli""" 
being a l)CQ(l'I who is receiving l\'Clbrc bencfiubN::a ....... of 
u~torlowpay.Suchanindividualmaylindth:uthctt 
i.sno~10takcajobor10worlcmon,houn,bcca.,,...t~ 

gainint=ofc:imingswouklbelo<,,·ertnanWioMofbencfits 
paymmts or the increase in w liability. This is known :,s the, 

This creite5 a dilemma For the authorities, who would like ro 

provide pmlcction for the poor, but al.90 wam to offer incentives 

for people to work finding the right lxolancc betw=n these two 

thingscanbechallenging.Onepossiblesolutlon!hathadbeen 
p~ is ro introduce a m: gatlvc Income tax . Under such 

a system, people with a certain level d income would pay no 
tax, and the ta:,: rate would increase as their income grew above 
that level. Pcc,ple with incomes below that level would rccciv.. 

payment through the tax sySlcm. Thi.I would n,tJDVC the povetty 

trap by ph:uing the increase in 1ax as people t-amed more 
inc<Jm<'. Howcn-r, no ruch sySlem has yet been implemcmed 
becauscoflog;srk:aJandpoliticalproblcms. 

Prohibition 
Ancxhercxample of how SC"'ffl"'mcnl interV<,rnioo. mat· havc 

uniruendedeffcet.1iswhenactlonistaken10prohibit!he 

consumption of a demerit good Consider the case ci a hard drug. 
ltcanbea'!luedthatthercarcsubstantialsocialdisbenclitsarising 
frorn!heC011$Ump(ionciharddrug,,andthataddicrsandpcxential 

addicts are in no JX):lilion to make infom1,,d decisioru about !heir 
consumption of them. One response IO such a situation is ro 

considermakingthcdrugillegal-tha1is,10impo6e prohlb!tion. 
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Figure 19. 16.showo how 1he markcl for a hard drug mighr look. 
You may wonder why the demand curve takes on this shape. 
n..,:ugurnenristhatthercarctwo typcsddrug u"'1".~arc 

the J'CCre:llional u.scni, who will rake thc drug if it is aVIDable at 
areasonabk~,butwhoarcno(addicts.lnaddilion,therc 
is a hard eott ol lubmial u.scn, who arc addicts, whollc demand 

for the drug is highly inelastic. Thus, at low prices demand is 
relativdy daSlk benU5C of the prC!COCC of the rttreation:11 
U.<er.<, who arc rdativdy plia-5cnsiti....,. Al higher prices the 

ttae:uioruol = drop away, and demand From the addict.s i1 

highlyprice-indastk.Suppo.,c rharthc supplyinfr~markct 
equilibrium is given by S.,; the equilibrium will be wilh prK'C P0 
andqu:mt~trndedQ.,.lfthcdrugismadeillegal,thiswillaffect 
supply. Some dealers wiU leave the market IO tradt" in something 
elsc,andthcpolK'CwUlsuccec,dinconfiscatinga=in 

proportionofthcdrugsin!hemarket liowt'\'er,!heyarew-.likely 
to be tooilly succes,;ful, Kl supply could move IO, say, S,. 

s, 

P, 

OU.,llty of drug 

In the new market situalion, price rues 1ut»1amially 10 P,. and 
quantity 1radcd fu.!!s to Q,. Howe\'t'f, whal has happened is 1ha1 
thertcreational users havedroppcdoutof!he market, leaving 

a hard core of addicts who will p:iy any price fOf the drug. 
and who may resort to muggings and robberies in Ofckr to 

finance their habit. This behaviour clearly impo.,cs a new son 
of =ternality on society. And the more successful the police 
are inconfiscatingsupplies,thchigherthe pricewill be driven. 
There may thus be disadV'Jntages in using prohibition as a w:iy 
of discouraging consumption of a demerit good. 

Achievingabalanceoftaxationbctw~ndirectandindirect 
taxes is an imponant aspect of the government's redist:ributiv.. 

policy. A switch in the balance from direct to indirect 
taxes will tend to increase incqualily in a society. It is abo 
important IO be aware that u1xatlon may have imergenn.tional 

effects. High 1:1.x:nion 1ocby in order 10 fund cxpcndirure on 
tocby's gener.nion may leave future generations struggling 



for rcM>Ul"«1J. This is relaled 101he notion of sustainable 
devdopment. On the other haod. high 1.u:ation today in or<kr 

to provide improved living eaxlitiom for furure ~nc,rations 
may incrcue pov,:ny in the, current genc,r.uion. Thc,rc 15 thus 
a nc,,c,d1omaintainacarc,ful balanceacrossIDc,~nc,rations, 
whkh rcquirc,s the, govc,rnm,c,m to be able, 10 take, a long-tc,nn 

vic,w. lnthiscontext.havingastablepoliticalenvironmc,m 
is significant, as without such stability, governmc,ntli may be 
t"1Ilpted to tak,c, a shon-run vic,w. 

Equity and efficiency 
Thc,re may be times when thc,rc, is a m,dc,-off betv.·.-en 
efficic,ncyandequityin policy design. Apolicydesigrn:dto 
promote allocuiv,: clficiency may not work 10 offer sufficic,m 
pro1ection to the poor. A tax on tobacco intended to correct 

a market failurc may fall disproponionatdy on low-income 
groupswithin.tociety. llereagain,balance isncc,dedtoensurc, 
that policy dfcr.t sufficient protection for the poor without 

compromising the efficiency wi1h which markets ar.- abl.- ro 
workinalloo uing resources. 

Price stabilisation 
For many developing counlries 1ha1 rely on nporting 

primary producl:I.I. die, Instability of oonunodiiy pricc,s may be 
damaging, as this makes it difficuh to for-,cas1 export revenuc,s 
from one ye:i.r to the nexl. Govemment5 may look for polici.,,. 

that can help to st:ibilise prices, and thus revc,nucs. One, 
possibility is to launch a buffer stock schc,me, under which 
the schc,me bo.iys the commodity when supply is buoy::mt and 

price,, arc low, and selb it when supply is low, and pricc,.s 
arc, correspondingly high. This has the effect of stabilising the 
price within the domestic economy. Ha..·ever. 5UCh Khemes 

are co.stly to operate. The .Morage COSl.1 can be high. and if 
an anemp1: is made 10 stabil ise the price at 100 high a le,-el. 
smck.s will accumulate, adding funher to storage co.st.s in the 

long run. 
In some lesa-de>-doped countrle5, governffi<'flts have tti<"'d 

to appe:a.se urbin populations by holding price,, d key sraple 

food itc,rru low. This can cause a market failure by harming the 
incentivesforfannerstolmf)l'OVeproduction. 

Incentives and nudge theory 
One, of the key insights d economics ooncl.'fn.1 the importana, 

of ina,ntives in influencing 1he behaviour d c,conomic agents. 
This i• crucial for the design of microeconomic policy, and 
govn-nmc,nts need 10 undersland how people respond to 

diffettnttypesofincentives. 
The use of indirect taxes 10 correct malXet failure, rc,Sl'I on lhe 

a1umption that people rcspond 10 priCC9, so 1ha1 an incrc,asc, in 

the pric,eofa good wm tend ro lead toa reduction in d.-m3nd 

19.5 The ellecliveness of governmen1 inlervenlion Ill 
<ltaptc,r 14 introduced die, ideas emerging from behavioural 

==ics. This l:nnch ol economic aru lysi.1 blends kkas 
from psymology with mlcroeconornic arulysis. and suggc,st.s 

that people do not alwa)'ll act rat.Jn.:llly as ttlldi1ional economic 
analysis tends to assume. One aspe,:1 d this is tha1 people, may 
no1alw:i.ysreae1.10ldytopric,esignalsin1heirdeasionmaking. 

'They may make decisioos ba.sed on habit or buy goods on 
impulse,. lndr-ed, they may lake decisions ba~ on hwnaniwi:ln 
mo1iv.-s,orthrougha1en1eofloyahy. 

From a govc,rnment pe13f)CCli•-e, this analysis may off.,,. rn,w 

ways of inducing people to take decisions th:it are bendicial 
for soclc,ty. This i, .sometimes known as nudw,: lhcory, under 

which ll°'"'"nmenl.1 may be able 10 nudge people toward. taking 
dc,cisionsandadoptingbehaviourthattheau1hori1ic,sw:inttt> 

One example of this is where shop.t are encouraged to di•play 
hc,althy foods in more prominent po&itions to encourage, 

impulse buying. The idea has also been used 10 devdop 
campaigns tha1 encourage toda! behaviour- for example,, sign• 
that say 'Take your liner home - Olher people, do'. This tries 

to pc,rsuack pc,ople that it is their re&ponsibility 10 behave in 
ceruinways. 

Government failure 
Som.- rol<"'!l are critical for a government to perform ;fa 
mixed economy is to function effectively. A vital role is the 
provision by the government of an <.•1wironmem in which 

mark.-ts can operate dfcctivcly. There must be stabiliiy in the 
political syst<"'m if firms and consumers arc to take decisions 
with confidence about the future. And there must be a .recur.­

system of property rights. without which markc,ts could nOI be 
expected to work 

In addition, thett are sourccll ofmarlcct failure that require, 

im.-rvc,mion. This does not IIC«'Ssarily mean that government, 
necd to substirute malXeu ,,,ith direct aelion. Hov,,c,v,:r, ii 
doesmc,antha1theyneedrobemoreactiv,:in markeurtut 

cannot opttale effcctivdy, while at the same time performing 
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an crniblingtolctonicouragc marlr:Cf5IO worltwcll whenever 
this is fc:uible. Hovl·cver, in some rircumslanoes. i,:o•Trnrne m 
fallu!"<' can arut'. 1"hi1 refers IO a siruatioo in which govnnmem 

inlCl"VCntioo imroducn new market di$onions. rhu., olfs.,ning 
thcintcndcdeffcas. 

Suchimcrvemioncnt:1.ibco&s.lbercan:'COl!Uofadrninistering, 
andeos1aofmoni1oringthepolkytocruun:'tha1 it is working as 

in1cndcd. This indudes the need to look out for the unintended 
diston!ng cffcas !hat MJmC policies can have on n:'90Urcc 
allocation in a society. Ii is therefo«, important 10 chcdc that the 

m:irginal cost, of implementing and monitoring policies do nO{ 
ex~edthcirmarginalbendits. 

'" 

• The go..-ernment can influence the distribution of income 
bybenefitpaymenuanddir=ttaxes. 

• Income tax is progresslve when higher income households 
payhigherratesoftax. 

• lndirecttaxesareoftenregresslveberauseofthepatterns 
of consumer spending. 

• Thefinanclalaccountmeasurestrarnactionsinfinanclal 
aswt:s. including investment flows. 

• There may sometimes be a trade-off between equity Mid 
effidencyintheeffect:sofmiaoeconorricpokyinterventions.. 

• lncentillesarelmportantininffuencingthebeh~of 

• Some gc,.,efnment intervention5 may have l.A'lintended 
consequences,l'eSUtinginasltuationknownas 
government failure . 



A Level 
Part 3 Government m1croeconom1c intervention 

2 Q The labour market 

T~ economk analysis of labour marker,- shttis fight on a 
range of topical issues. How are wages determined? 
Differences in wagn between p~ple In different 
occupations and with dltferent skills can be contentious. 
For eJtample, why should footballers or pop stars earn 
such high wages compared with nurses or firefighters? 
This chapter begins by looking at the labour market u an 
appllc•tlon of demand and supply analysis. T~ chapter 
a/Jo explores the role of trade unions and the 
go~rnment in wage determination. 

Learning outcomes 
Afttrstudylngthischapter,youshould: 
• understandthatthedemandforlabourisaderi'Yeddemand 
• be aware of the relationship between labour input and 

totalandmarginalphysicalproduct 
• understandtheconceptofmarginalrevenueproduct 
• be familiar with how a profit-maximising lim, choose-s the 

q.iantityoflaboorinputtous,einprodooion 

• btawa«:ofthefactorsthatinfluenrethetlasticityof 
dtmandforlabour 

• UndttStandthedtci5ionofanindMdualworir:trasrtgards 
labour supply 

• bt aY,1art of the thoict made by the individual workeJ 
bttwetnworkilfldleisure 

• undtrstandthertasonsforeamingsdifftreotialsbttwttn 
peopltworkingindifferentoccupationsandwithdiff,r,nt 
skills 

• undtrstandwaysinwhichlabourmarketsmaybt 
imperltct 

• btawartoftheo~rationofalaixx..markttlnwhich 
t~ is a monopsony buyer of labour 

• bt awa«: of Wi!tfS in which gO¥trrmtnts may caust 

imptrftctionsinlabou-mark,1:,;throughtheirinttrvffltions 
• undttStand how unemployment may arise in a market 
• undttStand the rolt of trade urions in the tcooomy 
• UndttStandthe effectsoftradtunionactMtyonthelabot. 

marktt. 

20.1 Demand for labour 

Finru, are involved in production. They organise the factors of 
production in order to produce output. labour is one of the key 

factor•ofproduction uJed by firms inthi, pnxc-s.,. but notice 
th.at labour is valued not for il'I own '3ke, but for the output that 
ilproduces. lnothcr"'..:irdii , lhefondarnenulreasonforfirms 

to demand labour is for lhe ~enue eh.at can be obtained from 
selling lhe output that is produ=:I by using Labour. lhe demand 
for l:.bour is thl.15 a dc r h..:d <km and, and ~nding this is 
cruci3J for an analy.51.S d the l:ibour market. 

To illu.wate this. '"°'1sidcr a firm that manufacturcs cricket 
bats. "The firm hires labour=, to operate th,, machinery th:ot is 
u~ in production. Howe..,,-, the firm~' not hire a labourer 
because he or she is a nice per.son. The firm aims to make 
proli!bysellingthecrickt'tbatsproduc<."d,andthe laboureris 

neededbecauseof thelabour,ervkesthatheorsheprovides. 
This no1ion d derived demand underpins the analysis of labour 
markets. 

O..Ned.t.......cl: demMl<llor•gocdnot forit,;owns.1kt. but for 
what it produces - for eJ<ar'Tlple. labour is demanded for the output 
that it produces 

Total physk,J product of labour(TPP,~ in the short run, the !OUI 
ilmOU"l!OloulpUlpnxLcedatdilfermtlevel,oflabou,if1l)Ulwith 
capil~ flejd ~~ed 

Marginalphytlca l productoflabour(MPP,l: tf>e.idditional 
quantityofootpUtp,oducedbyi111additionalunitoflaboorir,put. 

Otapter l6introdueed 1hc, notion ofthc,shon.run production 

function, &bowing the rda1ionship ~een lhe quantity of 
Labour input 1.15CdandWquantiiyofoutput produ=:I. 
Flgurc,20.1 shouldremindyouoflhis.Hrn,TPP,isthetot:,I 
ph)"Slcal produe1 or l;,bour. M this is a .marl-nm production 
funcrion,eapital eannotbev:iried rernc,mbc,r, thi,ishowthe 
shortrunisdefirledinthiscontext. 
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Llbourlnpul 

Fi~20.1 A1h,on.-,..,productJonfuoction 

The curve is drawn to show diminishing return, to labour. In 

()(her words. a• labour input increase,. the amount of additiOflal 
output thatb produced diminishes. Thi, ;, bc-caua<l capital 
becomes relatively ocanccr as eh.- amount ci labour incrc:ue,s 

wi!hout acorrc,pondingincrcaoein capilal . 

e thc':.:;i~:~:.:=1~r!f: ,1:1;':: .. ~. -=~:1 ~o;c:k wi~ 

o( additiona l ootput produced if the firm increases its labour 
input by I un~ (e.g. adding l ffiOfe pc:non·hour), holding capital 
con~am. Thill ill in fact gi.-en by the slope of 1PP,. An uamplc, 

isshownlnFigurc,2().2.Wh<,nlabourinputisrdaiivdylow, 
sucha.satJ...theaddition:i.lO\Jtputproducedbyancxtraunitof 
labour is relatively high, at q

0
, since the, extra unit d labour has 

plenty ci capita l with which ro work . Howevc,r. as more, labour is 

addcd.1he marginalphysicalproducrfalls . .,c, atl, labour the, 
marginalphysk:al productisOfllyq,. 

Lo Li Quanlllyollebour 

Fi~20.2 Thema'g,rulphysic.llproduc:toll.tbout 

What maucn to the firm is the r<:vniuc that it ,.;u r«eivc, from 

sc,lling thc additionaloutpu1 produced. In considering thc,prolit­

maximising amount of labour ro e,q,loy, therefore. the firm 
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nttds 10 consider the ma,ginaJ ph)·sic:al product multiplied by the 
margin.a.lrevniucrcceivcdfromsellingthe extr.1 ou1pot,whlchis 
knaw11 a.s the m;,rglnal. n-venue producl o fbbour(.UHP,). 

Marginal,..,enu.produc1oflabourfMRP,): theaoditional 
,...,...,ue,eceivedb,-ilfirmasilincse""-"ootp<rtby usingilll 
.tddition.alunitoflilbour inp.i~i.e . themarginillphysicilproductof 
labourmultiplitdbythemilrginalrevenuerec:.....edbythefirm 

If the firm is operating in a pnfealy compcti1lvc market. then 

marginal r~cnue and price ar<: the s une and MRP, ill Ml'P, 
multiplied by the price. H°"'·e,-n. if the finn faces a downward­

,.Joping demand cu~. it has IO redoc,, the price of its prodl.ld 
i11order1osel! 11lc addi1kn>.loutpu1.M:uginal revenue ls then 
lower than prke, a.s the firm mull lov,,er tile price on all of the 
outputtha1it 8Cll s,no1 justonthelastuni1sold. 

Considerafirmopcr11tingunderperfe'Ctcontpelition.and 
oening out to maximise profiH. Figure 20.3 shows The ma111inal 
revenue product a.,rvc. The question to con,ider is how the firm 

ch~•howmuchlabourinputtouse.Thisclcciuoni•OOscd 
panly oo knowledge of the MRP,, but K also depends oo the COIi 

of labour. 
The m:iln COIi d: 1.15ing labo.Jr is the wage, paid to the 

workers. There may be other cnslli - hiring<:Olil.1 and.,c, oo- but 
the.9C can be ICC a.side for the -=L A.s.suming that the l:ibour 

market iw pnfealy competitive, so that the firm cannot influence 
themarke1wagc andcanobtaina.smuchlaboura.sitw.i11tsat 
thegoingwagcr-,te,thewage canbcregarded asthe m ars:Jn:ol 

co,;tof labo u r(,lfc;_). 

MRP, 

L· Qu1nlllyOll1bour 

Figun20.] Thelibourdeo""'1of•proht-<TW<irrisinglirmini 
compi,bb>Rmirket 

lfthemargin:drevenuer«eivcdbythefinnfrom ~Uing the 
exmi cutputproduccdbyextralabour(Le. theMRP,)ishigher 
than the ,,,age. then hlrifls more labour "iU add 10 profiu. O n 

the other hand , if the MRP, is lower than the wa~. 1hen 1he 
firm is already hiring 100 much labour. Thu•, it pays 1he firm to 



hire la bour up to the poim where the ,\/RP, is jusi equal IO the 

"'"ge. On Figure 20.3. if the wage b W\ the firm is maximi.sing 
proliu at L". The MRP, curve thus reprcseni., the fum"• demand 

for labour curve. This approach is known as marg inal 
produc U,·lty thcory. 

M•rgin•l pnxluctMtylh toty. an~b~onlhe 
'"Ufflltion !hit the demand for libour depend! upon the mMgin,JI 
n,,.,m.eproductoflilxlur. 

Thisprofi1-maximisingoonditioncanbc"'·rinen as 

wage • marginal revenue ~ marginal physical producr o f labour 

marginal revenue • :,;i~ I• marginal cost] 

Remember Ulat capital input is fixed for the firm in Ule short 
run. so the wage divided by the MPI'. is the firm"s COS! per unit 

of ouqrut at Ule m:,rgin. This shows that the profiMnaximising 
conditionisttk:sameastll:itderlvcdforaprolit-maximising 
firm in Chap(er 16: in other words. profit is maxim.i~ where 

ma'W""l re>fflue equals marginal «:JM. This is just anoltw:r way 

of looking at the firm's decision. 

Table20.1 showshowthetotalphysicalproductoflabour 
varies with labour input for a firm operatflg in competitive 
productandlabourmarii::tts.Tht prkeoftheproductisSS 
andthewagerateisS30. 

Y.ble20.1 Aprof,t~fi,m 

LMlourinp"'perperiod OutpUt(QOO<lsperperiod) 

a Cakulate the marginal physical product of labour at each 
leveloflabourinput. 

b Cakulate the marginal r-nue product of labour at each 
leveloflabourinput. 

,c PlotthtMRP,onagraphandidentjfytheprofit­
maximising leveloflabourinput 

d SuppostthatthtfirmfactsfixedcostsofSlO.Calrulate 
totalrevenueandtotalcostsattachleveloflabourinput, 
andchtcktheprofit-maximisinglevel. 

20.1 Oemandforlabour Ill 
Factors affecting the 
position of the demand 
for labour curve 
1bere are a number o( fac-tcn that determine the position 

ofalirm"sbbouroc,man,dcurve. First,anythingth:llaffN;IJI 
the marginal physical product o( labour will ;il,o affect the 

MRPc. For example, if a new technological advance raises 

the producrivityoflabour, it "'ill alioaffect the position of 
the MRP,. 111 Figure 20.4 you can see how the dem:i.nd for 
bbour would chang.. if tlw:te "·e~ an in.crease ln the margirutl 
producriviryoflaboura.sa rcsuhofnewtcchnolosy. lnitially 
demand is at MRP.,,, bui 1he lncrea.sed technology push"'! the 
curve toMRPu. lf1hc wage remains at w•.1hequamityof 
Labour hired by Ule firm increases from ',, to L,. Similarly. in the 
longrun.ifalirmexpands1hesizcofitsC'Jpitalstock, Uliswill 

also affecr Ulc demand for labour. 

Figure20.4 TheeffKtof,mprowdrechnology 

As MRPc is given by MPPc multiplied by marginal revenue, any 
ch.ange in rruuginal revenue will also affecl labour demand. 
In a perfectly competitive product marker. this means that 
anychangeinthepriceof1heproduct will also affect labour 

demand. For example. suppose there is a fall in demand for a 
firm"s product. so that the equilibrium price falls. This wiJJ have 
a knock--on effect on the firm "s demand for labour. as iJJustrat" d 

in l'igure20.5. Initially. thefirmwas demandingf,,labouratthe 
wage r.m, w•, but the fall in demand for the product l<'ads to 
afallinmarginalrevenueproduct(evcnthooghthcphysical 

productivity of labour has llOI changed). from MRP,,. to MRPu. 
Only L, labour is now demanded at the wage r:ire IV". This 
serves as a remindo,r 1hat !he demand for labour is a (krivcd 

demand 1h:i.t i8 intim:1.1ely bound up with itw: dem:i.nd for the 
fum·sproducr. 
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~ 
Ouanlltyoflabou' 

Fig,.... 20.S Theeffc,<:tof •fall in tt,. demand for ii firm~prod.;ciontt,. 
dematldfCH'lilbour 

A numbcrof poosibl<' reasons could undcrli<' a change in the 
prkeofafinn'sproduct - itcouldrdlect changesintheprice 

of o ther goods. ch:mg<'s in consumer incomes or changes in 
ooosumcr preforencrs. AU d these indirectly affect the demand 
fixl:abour. 

• The demand for labour is a derived demand. as the firm 
wantslabournotforitsownsake,butfortheoutputthatit 
produces. 

e lnthes.hortrun, afirmfac:esdiminis.hlngretumsto 
increasesinlabourinpYt iftal)4talisheldconstant 

• The marginal physical product of labour Is the amount of 
outpu1producedifthefirmemploysanadditionalunitof 
labour.keepingcapital~utfixed. 

• Themarginalrevenueproductollabouristhe 
marglnalphys,icalproductmultipliedbymarginalrevenue 

• With perfect competition in the product market, marginal 
revenue and price are the same, but if the firm needs lo 
reduceitspriceinordertosell add rtionalunitsofoutput, 
thenmarginalrevenueissmallerthanprice. 

• A profit-maximi'ling firm chooses labour input such that the 
marginalcostoflabourisequaltothemarginalrevenue 
productoflabour.Thisisequivalenttosettingmarginal 
revenueequaltomarginalcost. 

• The firm has a downward-sloping demand CUIVt' for labour, 
giYenbythemarginalrevenueproductcurve 

• The position of the finn's labour demand curve depends on 
thoselactorsthatinfluenc:ethemarginalphysicalproduct. 
suchastedv,ologyandefficiency, bu!alsoonthe price of 
the firm's pmduct. 
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20.2 Elasticity of the 
demand for labour 

In addition to the fa<:tor• affecting the position o f th<" demand 

for labour cutVe, it is alro important to examine, its shape . In 
particular. what factors affect the firm's elasticity of demand for 
labour with respect IO d12nges in the wag<' rat<"? In Olh<'r wordi, 

how """8itiv.- is a firm's dcm:md for labour to a chang<' in the 

"'"8<'1'lltc (theco.,tdlabr:>u-)? 
In studying AS economics, you will have bttn inmxluced to 

theinfluencesonthepri«d:i..sticitycl<km:md.andidcntifled 
thelll0i5!impo!Unt:i.s bcingthea, 'llilabilityofsubs!itutes, the 
n,l:i.ti"" s ize ol expenditure on :i. good in the overall budg<'( 
:i.nd the time period OV<'r which the ela.s1:idty is me:i.sured (sec 

Oiapter 4). ln looking at the d astidty of <kmand for labour. 
similarinfluenccsc-anbe~atwork. 

One signific:i.nt in!luen« on the elasticity of d..mand for labour 
i.sth.,.,xt.,nt10which01h<"rfactorsofproducrion, suchascapital, 
canbesub:!litm«lforlabourintheproductionprocess. lf capital 

oroomc,otherfactorcanbereodilysuhilirutedfa-bbour,then:m 
increa.seinthewagerat<"(CC!erisparibw)willinduccthefirmlO 
reduce il1 demand for labour by reb.ti,-dy more dun if thcr<" were 

nosubMitut<"forlabour. Th.-<"xtenttowhich labour :i.ndcapit:i.l 
:i.re sub&sut:d:ile v:i.ric,s ber.\.·.....-. ~=· activilles, depending 
on the !CChnology d production, :i.s there may be some sectors in 
whichi1i.!reb1ivcly<"asyforl:i.bour:i.ndcapi!altobesuhi!ituted, 
andOlh<:rsinwhichitisqu ite difficult. 

S=ond. 1he share of labour costs in th .. firm's total costs is 
imponam in dl'lc rmining the dastidty of d..mand for labour. 
lnmanyservkcactiviti<"s, b bouris ahighlysigniftcant shareof 

totalcosts.sofirmstend tobcsensitiv.-tochang<"sinth<" cost 
of labour. Ho,,,·ev.-r. in sonY capi1al-imensiv<' manufacturing 
activity. labour may compruc a mueh sm:illn sh:ue cl to1:i.l 
production costs. 

Third,asW3.Sargucd:i.bov<",capit:i.lwilltc,ndtobe infl.-xibl.­
in the shon run. lhcrefOI'<', if a firm faces an increase in wage,,, 

~ mayhav.- linle tlexibility insubstiruting to»,'llKlscapital in the 
short run, so the demand for bbour may be relati""IY inelastic. 
Howe""'· in the loog<'r !<"rm, the firm will be able to :i.djust 

the facrorsdproductiontowardsadiffr·remover"allOOlancc. 
Therefore. the <"lastkity d <kmand for labour is likely to be 
highninthe longrunthanintheshortrun. 

n,.,sc,1lveeinflu.-nces closelyparalldtheanalysisciwhat 
aff.-cu the price elasticity of demand. However, as the <kmand 
for l:i.bour is:i.dcrivcddcm:i.nd.thereis an additionalin!luencc 

!hat mwi: be taken inlO acroun1, the po« d:i.stidty of demand 
for the product. Th.- mor<' po« eb.stic is demand for the 
product. themorescnsitiv.- will the firm betoa <:hang<' in the 
w:i.gc, raic, as high el:i.sticiry d <km:md for the product limits the 
extem to "'hich :i.n increase in wage eosl!i can be pu&e<l on to 
eonrumc,rs in the form of higher prices. 



[nordertod,c,rh-c,anindustrydmundcutveforbbour,itis 
necessary IO add up the quamities of labour that firms in that 
industiy would want to demand at any wage rate, given the 

price ol the product. ~ individual firms' demand cutvc, are 
downward !loping, the industry demand cutve will abo •lope 
downward.,. [n O!hcr words, mon, labour will be dem:rndcd at a 

lower wage rate, a, shown in Figurc 20.6. 

\ . 
OuanUtyol labour 

Fi~20.6 Anondustryderrwn::lfcrl~bou,a,rve 

Using diagrams, explain how each of the following will affect 
afirm'sdemandlorlabour 

• Afallinthe sellingpriceofthelirm'sproduct. 
b Adoption of working practices that impr~ labour 

productivity. 
c AA ioc:rease in the wage (jn a 5ituation where the firm ITIU5I 

acceptthcwag,ea5mari::etdetermined). 
d An iocrease in the demand for the firm's product. 

• Theelasticityoldemandlorlabourdependsuponthe 
degreetowhkhcapitalmaybernbstitutedlorlabourinthe 
production process. 

• The share oflabourinafirm's total oostswillalsoaffectthc 
elasticityofdemandforlabour. 

• labourdemandwilttendtobernoreelasticinthelongrun 
thanlnthcshortnm, asthe firmnttdstimetoadjustits 
productionp«x:e5Sfollowingachangeinmartetconditions. 

• k>thedemandforlabouris aderiveddemaod,theelasticity 
of labour demand will also depend on the price elasticity of 
demandforthefirm'sproduct 

20.3laboursupply Ill 
20.3 Labour supply 

So far, labour supply ha.1 bcenconsidercdonlya.1 it ill perceived 

by a firm. and the as.sumption has bcn, that thc firm is in a 
perfcctly competitive market for labour, and caonO( inllucoce the 
'pricc" of labour. Hence the firm aces thc labour supply curve 
as bdng pcrfealy elastic. as drawn in Figure 20.3. where labour 
supplywudcscribeda.iMC,: 

Howev,:,r, for the industry as a whok, labour , upply is 
unlikclyrobcRat. lnruiti,..,.Jy,)Qll mightcxpectrosccan 

upw:rnkl,oping bbour supply curve. The rC35<lfl for this is rh.11 
mott people wOJ tend IO olfcr themsdves for work when the 

wagc is rdativcly high. But this is only pan of the OOckg.round to 
the indu51ry labour supply cur,..., 

An increallC in the wage ratc paid to workcr• in an indu51ry 

will have two effecu. On the Ofle hand, it will rend to anraa 
more worker, into that industry, thereby incrc:111ing labour 
supply. However, the changc may also affea thc supply decisions 

ofworker,already lnthatindustry,andfor cxi,tlngworkcrsan 
inCff'allC in the wage rate may have ambiguous effccu. 

Individual labour supply 
Coruider an individual ,.-o,k..,. who is deciding how many hour.I 

of labour to supply. Evcry ~ comc,i with an opportunity 
cost • ..., if a worker choo,;cs to take more Id.sure time. he or 
she is choosing to forgo i-=arning opportunities. In ocher 
words, the wage rate C"Jn be.....,., as the opportunity cost of 
leisure. It is the income that the workcr ha.1 to oacrifice ln order 
to cnjoyldsuretime. 

Now think aboutthe likdycffcruofaninCff'ase inthew-Jge 
ratc.Suchan increallC raises the opportunitycostoflelsure. Thill 
in rum has two effects. Fira1, 35 lcisure time i• now more C051ly. 

thercwillbe asub6titutioncffcctagairutlci'lurc. ln O(herwords, 
workcrswalbelTIOlivaledtoworklongerhout5. 

Howc...,.r. as the highcr wagc brings the worker a higher Jevd 

ofrc:al income. a IICCor"ld effea comes into play. encouraging thc 
consumpnon of more goods and servi=s - including leisure. if ii 
i• as.sumed that lcuure is a normal good 

Noiicc that these rwo dfccts work against cach «her. The 
substirutioneffectencouragcsworkcratoolfermorclabour 
atahighcrwagebccauseoftheeffcctofthcchangein the 

opportunity C0.51 of lci.rnrc. Howc""1", the real income effect 
C11courage• the worker to dcmand more lei,ure as a result of the 
iocrcaseininromc.The11e1effectcould goeithcrway. 

It might be argued that al rdatively low wagcs the substitution 
effect will tcnd to be !he !iUOnger. Howe•,er, as the u'age cont in~ 
torise.theincomeeffeamaygraduallybc-comc$l!'OOger,...,that 

at some wage level the worker "'ill choose to 1upply Jess labour 
and will demand more leirure. The inclMduaJ labour supply curve 
will then be backward bending. as shown in Figure 2().7. where 

anincrcaseinlhewager.m, above W'inducc,,theindiYiduallO 
supply fewer hours of work in order to cnjoy more leisure time. 
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HOuni oflebour 

Figw• l0.7 A badwWffll<Mlg orn!Md~ l;,bou, supply a.ve 

ltisimport:imtorealisethat decisionsalx:,utlaboursupply 
may also be influenced by job satisfaction. A worker who find, 

hls or her work robe oatisfying may be prepared 10 accqx a 
lower wage 1h.in a worker who ,.,ally ha1cs every minute ~I 
atwOOC. lndced,firm.1mayprovideothcT uoo -pccunL,ry 

bcnc fil•-inodlcrwords,finnsmayprovidcbcndltsthatarc 
nO( folly rcllectcd in wages. Theo.e :me ,omctimcs knov.-n. a,i 

/rit1ge hen.fits. This might include a wb!.idiscd canteerl or other 

socialbcUitics.l!rould:ilioincludein-WOOCtraining,pension 
Khcmcs or job .9e<:Urity. If this is the cue, then in choosing orn, 

job over anoo:hcr, workers may consider noo: only the wage rate, 

but the overall package dfercd by employers. In oo:her word,, 
by providing non-pccunbryben.,.fus. finns may effectively shift 
thcpositiondtheirlabour5Upplycurvcs.asworkers willbe 

prepared IO supply more' labour at any given wage rate. It may 
abo be seen as a way in which finns can encourage loyalty, and 
thus hold on 10 workers when the job markCI is light. 

Industry labour supply 
Atindustrylcvcl ,the l300\lr5>.Jpplycurvecanbecxp«tcdTO 
be upward sloping. Although individual workers may d"'l)lay 

backward-bending arpply curve,, when workers in a market arc 
aggrqptcd, higher "'28f'S will induce people to join the market, 
eithcrfrornoutsidethcworld"occealtogethcrorfn:mO(hcr 

indu.strieswhe,.,wages haveno(risen. 

• Foranindividualworker,achoiceneedstobemade 
bet\\ttn income earr.cd from working and leisure . 

• Thl!wageratecanbescenastheopportunitycostofleisure. 

• krrlCreaseinthewageratewilencOU""ageworil:ersto 
substitutewori(forleisurcthroughthe5liistitutioneffect 

• There is also an Income effect, which may mean that 
WOJkers will demand more leisure at highef income levels 

• If the income effect domina tes the sub'itilution effect, then 
the individual labour supply CUM' may become backward 
bending. 

• Ha,vever,whenaggregated !o lheinduslrylevel. higher 
wages\\1llencouragemorcpeople inlolhe industry,so 
!heindustrysupplycurveisnotexpectedtobebackward 
bending, 

20.4 Labour market 
equilibrium 

Bringing demand andsupplycurvestogetherforanlndu&Try 
showohowthecquilibriumwageisdetennincd. flgurc20.8 
shOW'S a downward-sloping labour demand CUl"YI!' W,) l:wecl 
onrnaiginalproductivitythcory,andanupward--slopinglabour 
supply CUl"YI!' (5i_), E.quilibriwn is found at the intcrsection cl 
demllnd and supply. If the wage is lower than W' employers 

willnocbcablctofi llaUthcirvacancies,andwillhavetooffera 
higher wage to a\tr:ict more workers. If the wage is higher than 

1n..v,,cn trw.ng ,son,, of lhe hinge bo!nefi1S 1h1t rnJff onfluenct a worb,r\ w• there will be an CXCCM supply of Jabour, and the w~ge 
deosicon to change jOb5 will drift down until W' is ,.,ached and equilibrium obtained. 
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FigUA20.8 1..abourmarkete-qu,l.l:,r,um 

Comparalivcsta!icanalysisc-Jnbcuscdtoc:,::amincthccffccu 
ofehang.,sinmarkc!condilions. l'orinstancc,achangeinthc 
factorsthatde!erminc !he po15i1ion ofthclabourdemandcurvc 

will induce a movement of labour demand and an adjusonem 
inth.,cqu;J;briumwagc.Supposcthereisaninerease inthe­
d.-mand for the firm's product. lhis will lead to a rightw:ird shift 

in th" d"mand for labour. say from D,,, 10 D., in l'igurc 20.9. This 
in rum will k,ad to a new market equilibrium, with the- w:igc 

rising from w, 10 W1 

w, 

w, 

~ L' ou1nuty ollabour 

Figu~20.9 Labourmarketequ,l,br,um 

This may nOI be the final equilibrium po., ition. howcvo,r. If the­
higher wages in this market now cnrourage workers to switch 

from OUlcr indumies in which wage-shave- nOI risen, this will 
lead to a loog.,r-tcrm Mlift to the right of the labour supply curve. 
lnafr=markct. theshiftwill continueuntilwagediffcrentials 

are no longer sufficient to encourage workers to mnsfer. 

20.5 Labour marke~ Ill 
• Lilbourmarket equilibrium lsfoundattheintersectionof 

labour demand and Labour suppl)t. 

• Thisdeterminestheequilibriurnwagerateforanindustry. 

• Comparative static analysis can be~ to anal~ the 
effectsofchangesinmarketoonditions. 

• Changes in relatiYe wages between sectors may induce 
mc:JYement of workers between industries. 

20.5 Labour markets 

So far. the focus has been on the demand and supply of labour, 
seensomt"timesthroughthecyesofa flrm.son>e!imes through 

the eyt,s of a work.,, and -'On>elimes by looking at an industry 
labour market. h is important to re-, lise 1ha1 1hese are scparate­
levds of analysis. In particular. there is no single labour market 

in an economy, any more than there is a single market for 
gnods. In reality, th"re is a complex Jletwork of labour markets 

for~ with different skills and for people in different 

oocupations, and there ate overlapping markcuforlabour 
C01Tesponding 10 differem product markcu. 

Transfer earnings and 
economic rent 
Transfer earnings 
Many f3Clor,i of producrion hltve KlfflC Rcxibility :about them, in 

thesen..,thltttl>q'canbeemploy,edinavatictyofaltcmativc 

use!l.A '••orker maybeableto"'Ol'k lndiffcrcnroocupations 
and induotne11; computers can be pul 10 U5C ln a wide 1'2n8f" 
of aeiivilies. lbe decision to U5C a factor d prodUClion for one 

particularjobratherthana1101hercarriesanoppo11unityeost, 
whichcanbe.....,ninteITT1Softhenex1bcst"ahernativcaetivityin 

whiehthatfuetor couldhavebcencmploycd. 
For example. consider a woman who chooses to work as 

awaitre55becawethcpayi!be11cr1h:,n sherouldobtain 

as a shop assistam. By making this choice. she forgoes the 
opportunity to work at the department store. The opportunity 
eostis.....,ninteITT1Softhisforgoneal1ernative. lfthedeparune-m 
storeweretorais<-itsr-Jtesofpayinordertoanraei morestaff, 

there would come a point where the waitress might reconsider 
her decision and decide to be a shop assistant after all , as the 

opportunityeol'ilofbeinga waitress has risen . 
Thethresholdatwhichthi.1dceisioni.1takcnlcatbtorhe 

ddinilioo of lr.U1.5fcr earning,. Tran ~fcr ._~Jrnln~ are defined in 
temi.s of the minimum paymm1 that i5 required in order to keep 

afaetorofproduetiooinit,presentwe 
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Economic rent 
In a b.bour market, transfer earnings can be thou gilt of as the 
minimum payment lhllt will kcq> the marginal wmker in his or 

her promt occupation or SCCIOO". This payment will vary from 
worker w "'Oricer; moreover, where there ls a mark<,t in which all 
work-,n r~" 1he same pay for the same job, tht,rc, ... ~u bc some 
workns who re«-N" a w-~ge in ex~ of thdr transfer <,amings. 
Thi, exceM of payment 10 a facto,- OVff and above what is 
required 10 keep it in ;u; prc.'5t'fll USt' is known aa econo m k ttnl. 

Th" toul payrru,ms 10 a fuctor can thus be divxkd bcn,,,.,.,n th""" 
two-pan:clth.,paymentistrJnsfer<,arnings, andther.,rnaind"r 

Probably the beSI ,,,ay of <,xplaining how a wori='s earnings 
c.rnbcdivlckdbet,,,·t't'n tr:msfercarningsando,;ono<nicttn! 

isthrougl,anappropri;,tediagram.figure20.!0illusirat<,.sth" 
twoconc,,pu.. lnthclUIOUrma,k.,t a.sdrawn,fum.s'dt,niandfor 
bbour i.1 a downw:uckloping fuoctloo of the wag" rat<,. Workers' 

supply of bbour also depends on the wag<, rau:-, with workttS 
bcing prepared io , upply more labour to it,., Jabour mark"1 at 

his!= wages. Equilibrium is the point at which dmund ~ 
supply. with ,.,age rate w• and quantity of b.bour L'. 

Figw•l0.10Tr~sftfHrningSi0dKonomicren1 

lbink about the rurure of the b.bour ,upply ,:urv<,. It rev=ls 
how much b.bour the workers are prepared to -,upply at any 
glv= wage r:ue. At the equilibrium wag<, ra,., W', there is a 

182 

worlcer wlto is , upplying labour at the margin, ff the wag,, rat" 
were to fu!I even sligl,dy below w•. the wOO.cr would withdraw 
from this b.bour market, perhaps to take altcm3!ive "111ployment 

inanoo:hns«tororoccupation. lnOlhcrwords.tlw!wag"rat" 
canbc,.,g:;,rdedasthc tr.1nsfereamingsofthcmarginalwo,k.,r. 
A similar a'8"ffl""t can be made about any point aloog it,., 

bbourrupply curve . 
Thi.tmean.sthatthc-ar.,aundcrthc aupplycurv<,uptoW 

c,quilibriumpointcanbeintcrpre(cdasthe1ransfcr"2tflingsof 

work""' inthis l.ibour market. In Figure 20,IOthisisgh= by th" 

Totalcarningsarcgi,'fflbythcw.igcrat<,mul1iplicdbyth" 
quamity of l.ibour oupplicd (~. area OW-AL"). Economic ttnt 
isthusthatpanclW1:alearningstha1isnoltraf'l5ftt<,aming.,.In 
Figurc 20.10 this is the triangle 8W"A, The rationak I.$ that this 

area represent., the toul exce&.1 that work<,n re«-ive by bcing 
paid a wage (W') that i& above the minimum required to k=p 

them employed in this market. 
If you think aOCJUI it, you will ~ that chi& is similar to tl,., notion 

ofproducer,urplus,whichisthediffcrcncebctwct'fltheprice 

r=eiv"d by firm, for a good or ICfvice and chc price at which th" 
firms would have bcc.-n prepared 10 supply that good o,- St'rvice. 

The balance between transfer 
earnings and economic rent 
Whatdetermin<,S tl,.,balancebctwc,cnthctwoasp«isoflOl:al 
<,aminp? In this connection, the el.isticily of supply of labour is 

ofcriticalimportance. 
Thi.tcanbc-""'flby&rudyingdiagrams.showingva,ying 

degrcesofda.,ticiryof-,upply. First, consldcrtwo<,lllrl:ffl<, 

siruatioru. Figure 20.11 shoo.'S a l.ibour mark"1 in \\-h.ich supply 
isf)"rfcctlydasiic. Thiliimplicslhllt~i.1limitleM$\lpplyof 
bbour at it.., wage rate W, ln chi& , itualion chc-re is no economic 

ttnt tobc gained from l.ibour supply, andall"2tningsarc 
transfn <,arnings. A11y reduction of the wage below Wwill mean 
that all wo,k.,n, l<,av<, the market. 

ouanmy 0 1 labow 

Figurel0.11 Perfectlyelu11cliboursupply 



01111ntltyotlabow 

Fi~ 20.12 Pe<fectly 1nel=ic labour ,upil~ 

NowconsidcfFigure20.12. Herelaboutsupplylspcrfectly 

incl3stic. There is a fixed amo,.mt of labour being supplied to 
the marke! and. whatever the wage rate. that amount d Labour 
remains the same. AnOlher way of looking at this is that there ls 

no minimum p:iymcn1 needed io kcc,p labour In ~s pre,cn! use. 
Now the entire c:,rnings of the factor arc made up by coonomic 
rent(Lc.!hearcaOWA.L). 

This illustrate5 how important the d:a.1tidiy d labour .supply 
is in delcrmining theool.ancebe!vi.-eenmuufereamingsand 
economic rent. lbe more ineia.'ltic !iUpply ~ !he higher the 

prq,ortion of !Olal rarnings that is made up d ecooomic rent. 

Surgeons and butchers: the 
importance of supply 
Considerancx:impleofdifferemial c:a mlngs-say.surgcon• 
and butchers. Fir,;1:think aboutthe surgcon.s. SurgeoNarcin 

relatively incWlic supply, at leasi in the shot! run. lbecducation 
required to become a surgeon ls long and demanding, and is 

Yo,,,needcert.1,n!k.U,andabiliti ... to~come1surgeon 

20.Slabourmarke~ -

cert:i.inlyesscm~Jforcnttyinmtheoccup:ition. furthermoo:-,nOI 

everyone is CU! out to bccunc as~, a.1 this is a l\cld di:u 
requird ccrui ln inrwc abilitie,, and talents. This implies that the 

supplyofsurgconsisUmited :rnddoe-sna1vcary agrea tdcalwi1h 
thewagerate . lf1hisis the e2sc,thentheeamingsofsurgcon, 
arelargclymadeupofcconomicrent. 

The situation may be rdnforccd by the fact that. once an 
individualhas trninedasasurgeon,theremaybefewahcrnativc 
occupatiorutowhich. ifdisgrundcd.heorsheoouldtransfer. 

There, ls a nan.tra! limit 10 how many surgeons th ... re are. and to 
their willingne1111 10 exit from me markcr. 

How about butcher.? The trnining progrnm~ for 

butchers is less ardUOU$ than ror surgeons, and a wider 
rnngc of people arc suit:1ble for employment in this 
occupation. Labour s,.,pply for butcher., is thU5 like ly lo be 

more elasiic 1han for , urgeons, and "° econo mic rc n! will 
be relatively lcs.s lmponant than in the previous a,se . lf 
butchers w ere to rcceh'C high enough wage5, more people 

would be attracted to the trade and wage rates would 

evenmallyfall. 
Jnaddition,thercarca1hcroccuP"tionsimo whichbu1cher5 

can transfer if they want to find another job: they might look to 
omer sections d me a,tcring sector. for example. This reinforce• 
1Mrelativdy highcla51icityof supply. 

The importance of demand 
Economk rcn1 has been :,c:oen to be moo:- imponant for surgCOl"1$ 
than for butchers, but Is th is the whok story? The discussion to 

far ha.centred cn1irelyon the supply side of the maricet. llut 
demandisal110 lmportant 

lndc«l, it is the po5ition d the demand curve when 
interacting with supply that determines the equilibrium wage rate 
in a laOOur market. lt may well be thm the supply d workers 

skilledinunderwatcrbaskctweavingisstrictlylimited; butif 
1Mrc is no demand for underwater basket weavers then there ls 
no ,cope for thal sk ill IO earn high~-· renu. In the above 

ei:ample, it ls the relatively .urong demand for sutgeoN relative 
IO !heir limited supply UW lc:ad.5 IO a rebtivdy high equilibrium 

wage in the markcr. 

Evaluation 
This analysis can be applied to answer some questions that 
often appear about the labour market. In particular, why should 
the top footballers and pop stars be paid such high n laries. 

whcrcasvalucdprofe5$ionssuchasnurscs andfirefighters arc 

paidmuch lessi' 
A footballer such as Wayne Rooney is valued because of the 

talent that h,,di.splayson the pitch,and because of his ability IO 
bring in !he cro" W who want IO see him play. This makes him a 
good r-=vcnuc earner for his dub, and ref!~ his high marginal 

productivity. ln addition, his s killll arc nre - tome would say 
unique,. Wayne Rooney ls lhus in cxtrerndy limited supply. Thls 

combination d high marginal productivity and limited supply 

lead.,1oa high cquillbriumwagerntc 
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\\'"Yf'l'Room>yplayir,gforMar,che<terUnited 

Fornursesandfirefighters,societym3ynluethemhighly 
in one sense - that they c3ny out 3 vital, 3nd sometimes 

dangerous,occup3tion. HoweVl""r, they3renot valued in the 
sense of displaying high margiruil productivity. Funhermore, 
the supply is by no me3ns as limited as in the case of top­

c[3ss professional footballers. These factors taken together 
helptoexplainwhythere3resuch[3rgedifferencesinsalaries 
between occupations. This is one example of how margiruil 

productivitytheoryhelpstoexplainfeaturesoftherealworld 
that non-economists often find puzzling. 

• In a modern economy, there is a complex network of 
labourmarketsforworker1withdifferentskill:s,workingin 
different occupations and industries 

• Thetotalp;iymentstoa factorofproductioncanbe 
separatedintotransferearning1andeconomkrent 

• Transfer earnings represent the minimum payment needed 
tokeepafactorofproductioninitspresentuse 

• Economicrentisapaymentreceivedbyafactorof 
procluctionoverandabovewhatwouldbeneededtokeep 
itinit1presentuse 

• The balance between transfer earnings and economic rent 
dependscriticallyontheelasticityofsupplyofaparticular 
kind of labour. 

• Thepositionofthedemandcurveisalsoimportant 
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20.6 Education and the 
labour market 

The above discussion has highlighted the importance of 
education and training in inOuendng wage differentials 
between occupational groups. Education and training might 

be reg3rded as a form d barrier to entry into a labour 
market, affecting the elasticity of supply of Jabour. Because 
of differences ininnaternlentsandabilities - nottomention 

personalinclin3tions - wagedifferentialscanpersisteveninthe 
Ions run in certain occupations. However. economists expect 
the-re to be some long-run equilibrium level of differenti3l that 

re0ectsthepreferenceandnaturaltalent3spectsofvarious 
occupations. 

O,anges in the p3nern of consumer demand for goods over 

time will lead to changes in those equilibrium differentials. For 
example, during the computer revolution, when firms were 
increasing their use of computers at work and households 

were increasing their use d home computers. there was 3 
need for more computer programmers to create the software 
that people wanted, and a n=d for more computer engineers 

to fix the computers when they crashed. This meant th3t the 
wage differential fortheseworkersincre3sed. This in turn led 
toa proliferation of courses on offertotrainorretrainpeople 

in these skills. Then,asthesupplyofsuchworkersbeganto 
increase,sothew3gedifferentialru1rrowed. 

This is what economists would expect to observe if the 

labour market is working effectively. with wages acting as 
signals to workers about what skills are in demand. lt is pan 
of the way in which a market system guides the allocation of 

Individual educational 
choices 
Jn specific cases, such as that of the computer programmers, 
you can see how individuals may respond to market signals. 
Word gets around th3t computer programmers 3re in high 

demand, and individu3l workers and job-seekers respond 
to that. However,notalleducationisgearedsospecifically 
towards such specific gaps in the market. How do individu3ls 

Such3decisioncanberegardedasanexampleofcost­
benefitaruilysis. lntryingtodecidewhetherornottoundenake 

further education,anindividualneedstobalance thecostsof 
such education against its benefits. One imponam consideration 
is that the costs tend to come in the shon run, but the benefits 

onlyinthelongrun. Muchofthediscus.sionofsrudentunive-rsity 
tuition fees centres on this issue. Should students incur high 
debis now in the expectation of future higher earnings] WOrk 

through Exercise20.4 to13ke this funher. 



Su~youal\'considefiriguodertaldngauniYerlity 
tdocation.Compiltallstofthebtntfitsandthe=tsthat 
youtxptcttoeflCOU'lterlfyouchoosttodoso. Discuss 
howyouwouldgoaboutbalancingthebenefitsandcosts, 
remtmbttingthatthttimingofthtsenttdstobttakenlnto 

In Exttclse20.4you will haveidenlifiedarangeofbeoefil6 
and coots. On the 005!5 side are the direct COSlsio tenruof 

tuition fee• and living expen,es. and there are abo opportunity 
costs - the f:i.ct that you will have 10 delay lhe time when you 

staneaminganin«>me. lluttherearebenclirsiosetagainst 
these costs, which nloly Include the enjoyment you get from 

undenakingfunher5tudyandthefactthatuniveIBitycanbe 
a gr,:at e:<pc:rience - that is, it can be a consumption good as 
well as an inve5!men! good. And. alm05t certainly. you have 

consideredthefact!hatyoucane:<pecthighcrfuturl" eamingsas 
auniversitygraduatethanasanon-gr-Jdu.ne. 

lnspiteofevidcncethatlifetlmeearningscanbeboostedby 

education, people may still demand too little educatiOfl for the 
m! intereSl d society. This may be beausc there arl" extemality 
effectsas.,ociatedwitheduca!lon.AllhougheducatiOflha•been 

shown IO improve productM!y, 11 has also been found that 
group, of educated wOOl:e~ are able 10 cooper.ne and wOOI: 
together&0thatcolleclively1hcyareeven more productive than 

they are a, individuals, from this poinrofview,an individual 

"'"00!:ttmaynotperceive!hefullaocilolbenefttofhit!;her 
«h=oon 

figure Z0. 13 is a reminder of !his ugurMnt. If maqpnal .10ci:ll 
bttiefit(iUS8)ishigherrhanmarginal priV2lC."benefit(AfPB), 
there isatendencyforindlvidual5todemand too Linleeducation. 

choasing to acquire Q, education rather than the amount er. 
which is the best for society. This argument may be used IO 

suggeg that go\l<Cfnmenl should encour:ige people IO undtttake 
morettlucarion. 

OU1nlllyoleducatlon 

Figure 20.13 Education~, posrt...e ccnumpt,on ectern.o~ty 

20.7 Market failure in labour markets Ill 
• Wagedifferentialsmayactassigoalstoguidepotential 

workers in their demand for training and retraining. 

• PeoJ>ledemandeducationpart!yfortheeffectitwWlhave 
onthtirlut~earningspotential 

• Extemalityeffectsma)'meanthatpeoplechooseto 
demaodltsseducationthanisdesirableforsocietyas 
awlde 

20.7 Market failure in 
labour markets 

There are many way, in which labour markers may fail to 

achievethemostde,irableresultsforsocletyatlarge.Such 
mark<"! failu!"<' can occuroo either the demand or the ~upply side 
of the market. On the demand side, it may be 1lut employ~IB -

as !he buyer., of labour - have market power Iha! c.in be 
e:<ploi1ed at the upense of the workera. Altema!ively, it may be 

that some employer., act against the imerea11 of 90me, gto!Jf"" of 
wOOl:ers relative to othen, lhrough some form of dillrnmination 
in their hiring practicer, or Wllge«"lling behloviour. On the 5upply 

side, there may be resuio:tioru on the supply of-~' 
of labour, or it may be !hat trade union., find themselves able 
to bid wages up to a level !Nt Is above !he free-mark<"! 
e<JUilibrium. 

On another level. the very cxis(cnce of unemplo)"ment might 
bein1ttpretedasindica1ingdisequilibriuminthelabourmarkM~ 

although there may abo be reaKll15 to e:q>ect there always to 

be some unemployment in a modern economy. finally, !here 
are sorne fonru of go\l<Cfnment inte1Ven!ia"l lha1 may have 

unimended ~ffN:15 on labour mark<."15. 

Monopsony 
So far, the discu5.'!ion of the labour market has a5.'!umed that 
firm., are opcraling in a perfectly competitive market , ituation. 
However, suppose that one finn i5 1he sole user of a particular 

type d labour, or is the dominant finn ln a city or region. Such a 
firm may be .able to e:<erci5e mark<"! power. A market like thi, i, 
kr n .as .a mo noi-,ny, =~· .. ·-·····-'""'"'"""'· ) seMaoafactorofprodOCbon. 
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When a firm i.1 competing for labour with other firms in the 
market. ii has 10 accqx the equilibrium wage that arises from 
the inlCnlCdion oi demand and ..... pp1y - u in Figure 20.8. 
However, a firm that is a monopsonist fa~s the m:ulcet .5Upply 
curve of labour directly, rathn than simply accepting the 
equilibrium market wage. It view, this supply curve as its 

ai'<lmb'IICOStc{lt,bourbecauseitshowstheaveragewagernte 
thatit,vouldneedtooffertoob!ainanygivrnquantity of 
labour lnput. 

Figure 20. 14 shOW!larnonopronist'sderrumdcurvefor 
labour, which is 1he margin.:i.l ..-.enue product curve ()IRP,), 

and its supply curve of labour, ...,..,n by the firm as if5 average 

00A curve of labour (AC,.). If the firm were rompc1ing with 
other firms for labour, eciuilibrium would be where supply 
cqwils clem:md, whkh would be wi1h the firm using l" labour 
atawageratcW". 

W., ·· 

Figure 20 .14 Amoocpsnnybuye<nll.ai,o;r 

From the peupcctivc of the IIlCXlOp!Ol'IUI firm facing the supply 

curve directly, ;fat any point ii wants to hire more labour, it has 
to offer a hightt """8e to encourage more workers to join the 
market - after all, that is wh3t the AC,. curve tells it. Hov,·evn, 

the firm would 1hen have to pay that higher wage to all it5 

workcrs,solhcmarginalcostofhiringtheextra worknisno< 
just the wage paid to that worker, but the increased wage paid 

to all the other worl<ers as wdl. So the marginal cost of labour 
curve()IC,.)can bcaddedtothediagrnm 

If the monopsonist firm wams to maximise profil, it will hire 

labour up to the point where the marginal cost o( labour is e<jWII 
to the marginal reve nue product of labour. lhcrcforc ~ will use 
labour up to the level L., which is whttc MC,• MRP,. In order 

toenticcv,·orkcistosupplythisamountoflabour, rhcfinn 
need pay only the .....ge w •. (Remember that Ac;, i.1 the supply 

curvcofl:about.)Youcan...,..,,therefore,thataprofit-maximising 

monopeonist will use I~ labour, and pay a lower ""8"'· than 
afirmopcratingun<krcompe1itivecondi!ions. From.90ciely's 
perspcctivc,thi.sentaibaCOS{. 
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figtMl' 20.15 shows a firm in a monopsonistic labour market. 

' auantltyoll1bourperp,trlod 
Figu,..20.15Amonopsonisliclabou-market 

• 'Nhat \\OOld ttle wage rate be if this market were perfectly 
a::rnpetiti'o'e,andhowmuchlabourwouldbeemployed? 

b 'Mlat wage \\,:iuld the firm, as a monopsony, offer 10 its 
v.o"kersandho\\'muchlabourwoulditemploy? 

c Which area reprMfflts the employer's wage bill? 
d 'Nhatsurplusdoesthisgenerateforthefimt? 

Effects of government 
intervention 
labour markets can be a 80Ur"' of politically o,:nsitlvc 
iS51JC11.Unemploymcntis oftenscenasakeyindlcat1Xofthc 
perfornuncc of the economy and a p~ cause o( pov<'rty 

in .!Ocicly. lhcrc has bc,,n an incre:i.sing conccm in recent 
year.swirh is5uesoihcalthands:afetyandwithensuringth:ot 
work=afl!" nor exploited by their employ.=. This has induced 

go""1'nmenl5 to lmrod~ a number d measures to provid<' the 
institutionalscttingforthcoperntionoflabourm3rkets. llowever, 
such me:uures do no< alw:i p have their intended effocts. 

Minimum wage 
Onepolicythathasofu,n~nadopl:edbygo,;emmentllisthc 

introduction of a minimum """Se. according to which cmpl~ 
are not pemiined to p.ay a wage ~low a level SCI by the 
legi.slation. 

Th<' objectives o( the minimum wage policy arc threefold. 
First, it is intended to protect workers against exploitation 
by bad employers. Second. it aims to improve inccnlives 

to work by ensuring that 'work pays' , thereby tackling 
the problem of voluntary unemployment. Third, it aims 



to alleviate poveny by raising the living standards or the 
poorest groups in M>Ciefy. 

Suchpolklcshavcbcericontentious.wilhcriticscbimingthat 

theymcctnoncdthe...,objccrivcs.lth:ubc,c,,argucdthatthe 
minority d bad nnplo~, can still find ways d exploiting their 
workers, for example, by paying them on a piecework rate so 

thatthe rei.!no5etwageper hour.Anothcrcritki.!mis thatthe 
policy is too indiscriminate to tackle pcweny, and 1ha1 a more 
sharply focused policy is neededforthispurpo5e. But perhaps 

mo61rontemiou,ofalli,theargum=tthat,farfromproviding 
a supply-side solution to unemployment, a minimum wage 
causes an increase, inunernploymentbccau5ecliucffec111on the 

demand for labour. 
Fir5t,considera firmoperatingundercondit ionsdperfcct 

oompetition,Klthatithastoaccep(thewagethatissetinthe 

ovcrJIJmarkctofwhidii1isapart. ln Ftgure20. 16theftrm's 
dernand curve is repre.sftlted byiurnarginal revenue product 
curvc(,\IRl';J.andinafrcernarkctitmu,;tacccptthccquiHbrium 
wage w•. It thus uses labour up to I' 

Oemand(MRI\} 

OUanUtyol labour 

fi~20.16 Th<l!~ectof•-="~on•firmon•~trv. 
i.bourm•rket 

If the govcrnmem now steps in and irnpo5Cs a minimum wage. 
so that the firm cannOI set a wage below w _. it will reduce its 

labour usage to d..,, ,ince it will not be profitable to employ 
labour beyond this point. 

This effect will bcsimilarforallthe()(hcrfirm.1in1he 

rnarke1,andtherc,ult11ofthi,canbeSCC'llln Figure20.17. 
Now the demand curve is the combined demalld of all the 
firm., in the marlotet, and thesupply('llrv<' of labour is shown :u 

upward sloping,a., itisthernarkctsupply('lll'\'C. lnfrce-rnarker 
cquil ibrium W combined demand of firms in the marlotct is L •, 
andW"cmc.-g~astheequilibriumwagerate. 

20.7Marketfailureinlabourmarkes Ill 

0,,., L' S..., 
Ouant~yol llbour 

fig .... 20.17 Th<i!effectof•onl>IITll.l'TIW"9"_,•pel'fecdycornpet11JW 
labour market 

When the government 5e!.'I the minimum wage at w _ . all firm., 

reactbyredudngtheirdernandforbbouratthehighcrwage. 

Their combined demand is now D ... , but the supply of labour is 
s .... The difference bctwccr, these (S..., - D..);, unemployment. 
Funhenn.o«" , it i, involuntary unemployment - these "·aken 

would like 10 work a11he going wage rate , but oinnol find a job. 
Notice that there are two dfccu at ,,,ork. Some wontcrs "'ho 

were formerly employed have losi their jobs- there are L" - D_ 
of the.sc. In addition , hov,·evcr, the incenth'e to work is now 

improved (th is was part of the policy ~vc. rernember1), Kl 

there :ue now an additional s_ - L' worker,, wanting to take 
nnploymcnt at the going wage r.,te. Thu, , u1,e1nployment h:u 
incre:lSedfOftworea!IOlls. 

However, it is n()( alway~ the case that the introduction of 
a minimum w-Jge leads 10 an increase in unemployment. For 

example, in the market depicted in Figure 20.18 the minimum 

wagehasb«:nsctbelowtheequilibriumlevel, so willha~eno 
effect on firms in 1he marke1, which will continue to pay II''" 
and employ L" ""00(.crs. At the ~ d the introduction of the 

N:nional Minimum w.tge in the UK, McDonald's argued that it 
Wllllinfactalreadypayingawageabovctheminimumt'ltte&ct. 

auant1tyofl1D0ur 

figUN20.18 Anor>-bndngrTIOnim.m•••ageii a compet,Mlabo..lfmiltet 
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This is ooi: the only situation in which a minimum wage would 
noi: lead to unemployment. Suppo5C that the labour markN in 
qucs1ion has a monopeony buyer of labour. lhe firm's situation 

is shown in Figure 20.19. In the absence ofa minimum w:i.g,-, 
the firm~ its ma,ginal COM of labour equal to its marginal 

re,-er,ueproduct.hiring£.l:ibourataw:i.se w.- Aminimum 
.,,.,.ge introduced at the level w _ means that tht firm now hires 

labour up to !he, poim where the wage is equal to the m:,rginal 
re,-er,ueproductalld,a,drawn inFigure20.l9.thistakesthe 

markei bade lO the compclilive OUICODlC. 

4 i- Quantity of labolr 

Fig...-1110.19 A rronomullWagewithi monop$0Nf buyorof labrur 

Nooe,, that the authorilies would have 10 be very knowledgeable 
to !l1CI the minimum w:ige at exactly the right level to produa, 

thi,i outcome. How.·ever. any wage between W0 and W _ will 
ena,urage the firm 10 increase its employment to some enent, 
asthc,policyredua,s its marketpcr,.·er. Ofcourse.seningthe 

minimum w:ige above the competitive, equilibrium le,-d will 
again lead 10 $OTllC Ullemploymcllt. Thus, it is critical to -"'l 

the, wage al the right level if the policy Is to succ=d in its 

objectives. 

e Govemmentshaveintervenedinlabourmarketstoprotect 
low•paid workers, but policies need to be implemented with 
carebecauseofpossibleunintendeds.ide-effects 

• In a competitive labour market. a min imum wage that rai~s 
the wage rate above Its equil ibrium value may lead to an 
increase in unemployment. 

• Thisispartlybecausefirmsreducetheirdemandforlabour, 
butitalsoreflectsanincreasedlaboursupply,asthehigher 
wage is 31'1 incentive for more wOfic.ers to join the market 

• A minimum wage that is set below the equilibrium wage 
wilnotbebinding. 

• A minimum wage estllblished in a monopsony market may 
have the effect of rais'19 employment. 
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20.8 Trade unions 

Tn1de unlo nsarea.ssocia1ionsclworkers1ha1negoiia1ewith 

ernplo)"ffS on pay and working conditions. Guild, of craftsmen 
existed in Europe in the Middle Ages. but tht formation cl 
workers' 1r.1de union5 did llOI become legal in !he, UK until 1824. 

In the period following !he, Second World War. about WM, cl 
thelabcurforceintheUKweremernbersofatradeunion. This 
percentage, in<.-re.-d during the 1970,i, peaking al about SO'M,, 

butsina, J980tlic,rchasbecnasteadydecllM" !Obelow3()'K. 

Trade unions have three ma;or objectives, wage bargaining, the 
improvem{."flt d working conditions, and security of employment 

fortheirmemlx-rs. ln exploringtheclfect ol theunionsOfla 
labour market. it is important to establish whether the unions 
are in a po,;ition to exploit market power and interfere with t~ 

proper fune1ioning of the labour market. and aJ50 whetl>er they 
,re, ==rr balana, to the power o( employers and thus 

necrs.sary to pr«ect workers from being exploited 

There are two ways in "'hich a trade union m:i.y .seek to 
affect bbour market equilibrium. On the one hand. it may limit 

the supply dwake11 lmo an occupation or industry. On the 

otherhand,itmayncgoti.:nesuccessfuUyfahighc,rw:igcsl"or 
its member,,. ltrumsoutthatthesetwopassible$1:tategieshave 

similar effect.son marker equilibrium. 

Restricting labour supply 
Figure 20.20 shows the &itwttion &cing a firm. with a demand 
curve for bbour based on m.:trgiru,.! productivity theory. The 
avengegoi11gw:igeintheecon001yisgivenby W',50if1~ 

w, '·····························"-

Average wage 

4 Quantity of labour 

FigurelO..lO Atr.c!e,nonrestnctsthesupplyofliboo.l" 



firm am obtain waken at that wage. ii is prepared to employ 
up1o r_l.ibour. 

However, ifthefirmfacesatrade uniontha1islimiting!he 

amoumollaboutavaibbletojustlrthentheunionwillbcabl.e 

10 plWl the "'"'8e up 10 W1, This might happen whett thett is a 
do:o,ed .shop: in other words. where a firm C2ll employ onty those, 

work= who arc merrbers of the union. A dosc,d shop allows 

!he union 10 control how many workeB are rcgisl:crm ~"'• 
and!heref0ttcligibletoworkintheOCC1.1pation. 

lnthissituarion theunioniseff«iivcly tradingoffhigher 

wa.gc,s for U ~ a~inst a lower level of employm=t. 
11,e union members ,1,ho arc in work are beucr off - but ~ 

who would have been prepared 10 work al the lower wage cl 
W* eithc,r are unffi'lployed or have 10 look ebewhere for jobs. If 
they are wx,mployed, this imposesaOO<Slon society. If they are 

workinginasecond<hoice occupationorindll.Slry,1hismayalso 
imposea110CialC011t,in1hescnse thattheymayno(bcworking 

totheirfullpo1entfal. 
The extent of the trade-off depends cni,;ially on the elastidry 

ddernandfor labour,asyouc-Jnst.-einFigure20.21.When 
the demand for laOOur is relatively more cla.stk, as shown by 

D.,,. the wage paid by the firm increases to w.,. whereas with 
the relatively more inelastic demand f,x labour Du the wage 

increa.se., by much more, to w,. 

w, 

w, 

Ou1nutyolllbour 

Figure 20.21 The im"°'taoce of l:M elas~city of demand lot labou, 

This makes good intuitive 5Ctue, The elasticity of demand would 
be low in situations where a firm could not readily substitute 
capital for laOOur, where labour formed a small share of torn] 

OO<Sls, and where the price elasticity d demand for the firm's 
produe1wasrclativelyinebstlc. 1fthefirmoinnotrcadily 
substitute capital for labour, the union has a relatively strong 

ba'lJ"ining position. lf labour OO<Sls are a small p,ut cl total costs, 

the !inn may be ready to cooce<le a wage increase, "" it will 
have limitm overall impact. If the demand for the produn is 

~ incla81ie, the firm rnay be able to P"-" the wage incr= 

onintheformdahighe,'prlcefortheproductwithou1l06ing 
brge volumesd s:iles. ThU5. these factors~ the union's 

abiliiymncgoti<ueagooddeal withthc,crnployer. 

20.8Trade unions Ill 
Negotiating wages 
Atradcunion'sforerr10MfunctionC2llbctegarded :l.'lncga:iating 
higher wages for its members. figure 20.22 depicts this $ituation. 

lnthe~olunionne8CJ!iation. 1heequilib1'iumforthefirm 
is whett demand and supply intersect, .ro the firm hires L. bbour 

atawagc,olW
0

• 

Ouantltyollabour 

Figure20.22 Atradeunionlixesthe wage 

lfthetradcunionncgotiatesaw~geclW*,suchthatthefirm 
cannot hire any labour bclowtha!lcvcl, thisal1crs 1he labour 

supply curve, as sho,,,•n by the kinked red line. lbc firm now 

crnploysonlyl" labouratthisv,-age.So.again,thc,cff«1is 1ha1 
the union ncgoclations rcsul! in a trade-off betwcen the amount 

ofbbour hirm and the .....ge r:lte. When the wage is a1 W", 

unemplo}'ID<'nt is ohown on figure 20.22 "" N " - L • 
The clasticiry ol demand for labour again affecl$ the o<Jlcnme, 

as shown in Figure 20.23. This time, with the relatively more 

inela.stic demand c.ur.-c Du, the effect on the, quantiiy d labour 
crnployed(fallingfromL, 10L- ) ismuchlcss thanwhen 
demand is ro,lativdy rTIOrl.' elastic (falling from L, to L") 

w, . 

ouanuty o11abour 

Figure20.2l TheeffectofebslJC,tyofdemindforl•lxuwhenthe 
unoonfu8thewage 
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Frcm !he poim of view of allocative efficiency. the problem effect is otrengthened and irutilution:iliscd by the p<~ ofa 
istha11r.1deunionimerventioninthemarli:etmayprevcnt 1r.1deunion.orbyprofe.uionalbodies. 

wage•fromaC"tingasreliablesigna!stoworkersandfirms,and 
thereforemayleadtoaMJb-optinuJallocationofresources. 

Job security 
One possible effect o( 1r.1de union involvement in a firm is Wt 
v,,orker,i; will ha,-e more job X'C'Urity: in Olher words. they may 
become less likely to loose their jobs with the union there to 

proteatheirimere,is. 
From the firm's point o( view, there may be a po,<itive sick 

10 1hi'I. If workers feel secure In !heir Jobs, they may be men, 

producrive, or more prepared 10 accepl change"$ in working 
p13C!icesthatenablean improvementinproducrivity. 

Forthisrea!IOl1,i1eanbcargued1ha1insomesiruatioru1he 

presenee of a tr"J de union may be beneficial in terms of a firm's 
eflkiency. Indeed, the union may sometimes take over functions 
that would otherwise be part cl the responsibility of the firm's 

human resource department. 

Labour market flexibility 
Oneofthe mwttelling criticismsoftrade unionsisthatthey 
have affected the degree ol Rcxibility of the labour market. lhe 

IIIOIS( obvious manife,iation ol th i'I is that their actions limit the 
emrycJ,..•orkert intoa rrorket. 

This m;ay happen in any firm. where e:mling workers have 

better acce.u io infonn:otion aboul how the firm is opttating, or 
about forthcoming job vacancies. and 90 can make sure that their 
own positions can be safeguarded againSI newmmtts. lbis is 

son>Nimes known as the lnslder-oub l<ler p he no menon. Its 

Examination questions 
1 In some countries the power of trade unions has de<nased 

lnothercountries,tradeunionshaveorgani'ledmajor'ltril::es, 
resulting in employees refusing to work 
a lsthee~istenceolatradeunion likely to be the main 

factor thataffectsthesupply oflabour7 [10) 

b Discuss how the theory of wage determination through 
marketlorcesmlghtneedtobealteredwhentradeunions 
exist in an industry. [15) 

(;,,mbl'idgeASandAL..,,ijfccnorrocs9708, 
P;,per4,04, June2008 
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This and olherbaniersioenuy erected bya trade union can 
limit the effeCl.iveneM and flexibility of labour markets by making 
ii men, difficult for firms 10 ada p1 10 changing market conditions. 

• Tradeunionsexist tonegotiatefortheirmembersonpay, 
workingconditionsandjobsecurity. 

• lf tradeunions restrictlaboursupp ly, oroegotiatewages 
thatareabovethemarketequilibrium.thenet effectisa 
trade-off between wages and employment 

• Tho~ who remain in work receive higher pay, but at 
the expen~ of other workers ,mo either have become 
unempl~ or work in second-choice occupations or 
indu5tries. 

• ~r. by improving job security. unions may make 
workers ITlOfe prepared to accept changes in workin!I 
practicesthat leadtoproductivitygains. 

• Barriers to the entry and exil of workers may reduce firms' 
flexibilitytoadapttochangiogmarketconditions 

2 large firms necessarily become monopolistic . Monopolies 
adoptpracticesthatareundesirable.Therelore,largefirrrn 
should be regulated by govemment:s. Discu'lS whether 
thereisany truthin thisargument. [25] 

Cambriclg,e AS ;,,nd A Level Economic:s 9708, 
Paper4,Q3,J<.ne2008 

3 Therehasbeenmuchdiscusslonrecentlyabouttheeffect 
of climate change and the e fficient use of economic 
resources.Discusswhetherthe ellicientallocationof 
resourcescanbeachievedontyifgovernmentsare 
involved in the process. [25] 

Cambriclg,eAS;,,ndALeve!Ec,:nomo,:,;9708, 
P;,,per41,02.Ncwtff'be<2009 



4 Theuseofrarscausesmarketlailure. To achieve an 
efficient use of resources it would be better ii governments 
intervenedtoaffectboththeproductionandtheuseofcars 
Explainthemeaningofthetenm'marketfailure'and'the 
ellidentuseofresources'andanalysewhethereconomic 
theorycanbeusedto!;Upportthisargument [25) 

CambridgeASandALevej£cono,m:,g7()8, 

Paper43,Q2,June2011 

S Oiscu:sswhatmightcauseinequalitiesinwagerate1inan 
economy. [25) 

CambridgeASandALevejErnnofrics9708, 
Paper4,03,Juroe2009 

Examination questions Ill 
6 a In a perfectly competitive labour market, is the demand 

foraworker'sservice1 themainfactorinfluencingthe 
wage rate of thatWOO:er7 (12] 

b Analyse how the wage rate paid might change if 
labour and product markets move from being perfectly 
competit ive to being imperfectly competitive (13] 

Cambridge AS and A l.e,,.,.i Economics 9708, 
Paper43,Q4,NoYember2011 
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A Level 
Part 4: The macroeconomy 

21 National income and 
economic growth 

There are many way, of judglnp the overall performance 
of an e<onomy, but Pffhaps most fundamental is the 
question of the quantity of reJourref .wai/able to the 
country's residents, how the quantity of resources 
compareJ to those available In other countries, and 
whether those resources are growlnr; over time. This is 
because the 1Mt llab///tyofresources affectsthestandard 
of living that can be enjoyed by the re5/dents. This chapter 
looks at how the quantity o f resources can be mNsured 
and at some of the problems that arise In undertaking 
international compar/rorrs of the stdndard o f /Mng. There 
is dim mion o f the government budget the national debt 
and the ~ed for susta/nablMty. The chapt«- explores 
economic: growth, which Is key to the improvement of 
we/I-being, andsetsout 50me ofthelimitatiorrs ofa 
stra tegy that aims to nuximlse the growth of GDP or GNI. 

Learning outcomes 
After studyingthischapter, youshould: 
• befamiliarwiththenotionsof9rossdo~sticproductand 

other measurM of national income 
. beaw-areofthestrengthsand \\"aknl!'S~ofusingGDP 

asameasureofthestar.dardolliving,~allyinthe 
contextolinternatlooalcomparisons 

• be fam~iar with alternative wa-,s of comparing living 
standards across countries 

• befamiliarwiththenotionof theg<M! rnmentbudget 
• be awareof theproblerns associated withdeficitfinancing 
• understand the meaning of emnomic grcr,vth and productivity 
• be familiar wi th factors that can affect the rate of economic 

grmvth,particularlytheroleof investment 
• be a1vare of diffefffleeS in i,uMh rates be~ countries and 

ol thetllplanatioosthath.:P,,ebeenadv;n;ed toexpla1nthem 

• bo abl"o~alw<o "''""""''~""'°""'of ~ 'J 
9ro1vthandthecoststhatsuch9rowthmayimpose 

• understandthemea.nlngandsignificanceofsustainable 
grmvth. 
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21.1 Measuring national 
income 

Thestand3rd of living that can be 3chicvcdbythe residents 
ofa countrywillbestronglyinflucncedby thequantityof 
resourcesava il3blc-ahhough.ofoourse, thewayinwhichtho.se 

resource&aredivid..d 3mongstthecountry'1residenuwill also 

beimporu.m. 
In tcffilS of fl1<::uuremcn!, it would th\.15 be helpful to be ablo, 

IO count up dic toed quantity of re110Urce1 in an CCQnOrnY, and 
to o,xpk,re how they are divided betwc,en the country's re11kknts. 

This is easi"1' said than done. A iypical economy producn a 
widoerangeof diff.,,..,.,tgoodsandtcrViccsduringagivcntim.. 

P"riod. Thi.tmightinduderice.onions.can.elcctronkgood.s, 

curry, banking oervkes and .10 on. lhe quantities of tho,,c "'" :UI 
likdy IO be counted in diff"1ent uniu of measuremo,ru. $0 adding 

thoemtogo,U><'risproblem:uic. 
What can be done, is IO measure the value of thC$C wrious 

commoditie5 in money terms - and this is the- approadi that 

go•,nnmcms """· Onc problem that arises with this is that thoe 
unit of measurnnc:m (money) changes in wluc b«,ausc, pl'KC'I 

changc over time. This "-as di.!cuucd in Ch:ip(er9. whc-tt the­
d istinction wu drawn between real and nominal val~ 

Tho, total amount of goods and ser.iccs produced in an 

economy during a time period 15 knov.n :u the g!"O$$ domestic 
product (GDP). Thi.1 15 one of the m~ Important cconcmic 

indicatorsuscdill judgingthepcrformanceofaneconomy. If 
GDPismeasurcdusingcurrcn!prices.1heresul1ing value is in 
no m in al terms. whcreas « ·,d GOP, mea5\lred at constant prices, 

providesaflindicuor 1hathasbecnadjustcdfor rhecffectsof 

changingpricc1. 

Real GDP: GOP musued ii constMit prices (the prices prewilirg in• 
i.-YN""J, ,uch that inflation hu been t~en into ;,ccount. 



Three ways of measuring GDP 
~ it oome., to ll"ldcrt:llting die mca.surmw:nt d GDP, thrro, 
altmutivc ap,pror;,che,I can be t>km. One pc,Mibility is to add up 

the !oc:.l ~ture undcftaken in the coono:nty dumga period ­
this would include the v:uioos ilm'IS purcha.scd by housddds, 

thcc~byfirmsalcapitalcquipmcnt.spcndingby 
go,."ffTUT1Cflluidne1exportlf)C'llding.Noticelhatallhougl,. 

~mayp,.m:ha!ledomcsticgood,.dome,tic;~also 
spend money on imporlcd goocls - .,,,ttich is why it i:, ,...t export 

~!hatiandudedwhencalcubtingiotalc~urc,.A 
5«0lldpo,ssibiS)'iaiomeasurcthe iculamountdinconr~ 

by~mlthcOOUlll,Yin1hefamd~inbln,prolit1, 
=it, ei:c. Finally, it i:, possible to add up the tOO>l amount d output 

produccdbyfimuinthet'Ca'IOl'l'ly. Thisnccdstobecalcula1edin 

1=rnofthcvalucaddedbyeachfirm1o avoiddoubkcr>unting.ill 

principle, dle!iC &utt measu= should proclui::cthe ~ result 
In pme1icc, when thcse mcasuremenu arc undertaken the 

three, answers are never quite the same, :u it i.< impossiblcto 

mea.rnre with complete accuracy. The published data for GDP 
atttherclorec-JlculatcdasthcaverJgedthes-eth~measure.s 
e ach of which g;vcs infonnation about different aspects d a 

socicty'stotalrellOUrces 
TI...cxpendiruree.stimJtcdcscribeshowthru,,'""'1rce,i 

arebeingused,K>thatitcanbeSttnwhatproix,n:ionof 

socicty'sre.ource.,Ubeingusedforconsumptjonandwhatfor 

The inroml., c.,D'n:uc repMS m die way in which hourhokk 
=mdninoome. lnalherwords.~lcllssomcd,ingabou11he 
babncr between n:w:uili to labour (e.g. w:,ges and Slbries), c:ipil:ll 
(prdie,),bnd(rfflls).emerprile (self,anployment)and50on. 

The outpm estirrune focuses on the structure of the economy. 
One..,.iyin,,.•hichcounuiesdiffcrisinthebalanacbet.......-n 
primary production such asagriculrure,IK'C'O<ldaryactivitysuch 

as manufacturing, and tenW)' aclivii:y such as = ·=· Sc~ 

activii:y lias inctca.tcdin imporor.nceln many economics in 

rcc,,m years: for example. firuncbl scrvicn ha= in p.articular 

emerged as a mong pllr1 of lhe UK's comparative ad,.inta.ge. 
Figure21.11racesrealGDPinPakistansince 1962.measurcd 

in USS billions. Jn some ways 1his is an unhdpful way of 

presenting the d:ua, as the tfend oomponent of the sni<-s is so 
otrong. Jn other words. real GDP h.u ~n increuing steadily 
throughout the period. There are one or two periods in which 

there wa.. a movement away from the trend, but thes,, are 
relativelyrareandnOlcasytoanalyse.Thisreflectsthenature 
of economic variables such as GDP, where the fluctuations 

around trend are small relative 10 the tfend, but can seem 
substantial when the economy is experiencing them. 

The ratio of nominal to real GDP is a price index, known as 

the GO P ddl:i!o r . This is defined as: 

GDl'atcurrentpriocs 
pricrinde:x • x!OO 

GOl'atoons(anlprices 

Thisprovidet anodlermeasureofthea\.'C"T'llge lcvdofpricnin 

the economy. 

21. 1 Measuring nalional income 11111 

Soon:eWoridBank 

Figure21.1 R,alGDPmPal:.istan, 1962-2012 

It isalsosometimesu.,.,ful iobe :ible1ocoovcrt nomilllll 
measurements into real ICf1llS. This can be done by dividing the 

nominal measurement by the price index. a proce15 known as 

d,,flalingthenominalmcasure. 
Comparing the trends in rcalGDPovertimeberwe-en 

countrie.5 is OOI 5lr.lightfOl""<\'llnl, if only because of differcncn in 

thesizeofcounlriies. Figure 21 .2 uses index numbers(ba.rdon 
J962aJOO) to .bow !he trends in real GDP in -'CICCled ('OU!ltries. 

This helps to put !he perfonMnce o( PakiM:i.n's economy iruo 
context. You can sec tha! Paki5tan was outperformed by O.ina 

and Mab.ysi;, when comparing real GDP ai the end of !he period 
with that in 1960. New Zeal:ind expllllded lt.s GDP more slowly 
throughout. but •lllned from a different basellne. O,lna started 
mor,- slowly, but expanded rapidly, especially after the mid. 

I~. Mal:iysia •lowed af1er aboo1 1997, 
These comparisonJ are only broadly indicative of the relative­

perl'ormanc., of !hesc roumries, air 1hey negle<:1 some key 

issues.lnpanicular,theyclon01takcin1oaccoun11hedifferent 
srnningpoint.s.orthcrclativemagni1udes ofthcroun1ricsin 
terms of populatioo. Funhcnnore. !he data for GDP do not take 

imo account the way in which Income ls diwibuted between 
groupsin..aciety;nordotheyc-.1p1uretherangeoffactorsthat 
contributetothegualii:yoflife.orthestandardofliving. lhese 

issues will be di.5russed in more dc.1aU in Olapter 22. 

GDP can be im....pre1ed as the amoont of output prod<Km 
inan==yduringaperiodoftime. ltisthcntemptingto 
think of this as being the re80\trc.,s tha1 resident, of the economy 

Ila= at their disposal. Hoo,,·e=r. ii is abo imporor.nt 10 recognise 
that there are income flows !ha! take place between c,:,ururies 

'" 



m Na!lonal income and economic growth 

- China - Malaysia N9wZ&alal'ld - Pak1Stan 

SourcebasedoodatafromWorldBan~ 

Fig.,... 2 1.2 1!'>dexolrealGOP,se!ectedc,:u,i:r1es.1962-2012 

For example, then, may be- fottign workers in a country who 

n,mitl)'lrtofthcirearningsbacktothcirfamilics-orthettmay 
be nation:tls of the country who work abn»d and ~od income 

back IO the dome.Kie = .. ,y. Gro,;s n ation al incom e (GNI) 

is GDP plus net income from ab«xid. For .90ITIC economic:, the 
difference is signifie11m. For example, in 201 I net income from 
abrood amoum..-d !O more than 4% of GNI in Pakistan, reOec1ing 

thenumberofPakistaninationalswhowcreworkingabroad. 
As 1irnegocs by.phy,ical capitalisusedup-ln01:herwords, 

machinery and O!hcr equipment is subjed !o wear and tear. 

This proceM i5 kr,own as depr=ia!ion , "' hlch also affcct.'I the 
calculation of tOl:al outpuL Depreciation cannot be dircclly 
ob!c1Ycd.aoruuio, ... lstatistiatlofficcsmakc anCS1imatcofiL 
Nr t do,,u,,.Uc produc t (NDP) and ne t n atlo n:,I income (NN]) 

uc calculated by drduc!ing depreciation from GDP and GNI 
ttspcctively. 

Groun1tion.tincorne{GNl): GOPplu,net intcrroefromab,o.ld 

Netcbn•hcproduct(NDP):GOPminusd,ep,teiation. 

N.i""'tlon1lincome(NNl): GN l~deprecii1ion. 

Figure 21.3 eoo>=s the data for GDP into annual growth ratrs 
for the period sincr 1990. which in some ways is revcalins. 

One thing that .51and,; out in this graph i$ the performance of 

"' 

Oiina 'scronomyinthispcriod. maintaininga rapidratcof 
growth since 1992. No Ol:hrr country in the world hn matched 
its performance over this period. J',f:alaysia has abo had period, 

ofrapidgrowth,cspcdal!yinth,,early 1990s, butwasMJOngly 
aff..crrdbythcfinancialcrisisthathitsoutheastAsiainl997/98, 
Noticethatall of thecoumriesrxperienccdadipinthegrowth 

rate in 20(:tl at the !ime d the global crisis. Again, Malaysia 
sermstohavcbccnmorestronglyaffec1rdat thi, !bnc,wi1h 
GDP falling in 2()()9. 

- China - Malaysia - NewZealand - P8klstan 

Sou,a,CaiculatedfromWorldBridata 

Figure21.l Annualgrowthraterl realGDP.se!ectedcoonO'ie5,1W2-2012 

Table 21 .1 shows GNI for each year between 2004 and 2010, 
measured in constant USS (mi lions) for two countries. For 
each country. calculate the annual grcmth rate from 2005 
to 2010. Which country Wa5 mcm af!Kted by the world 
recMSion of 2008 and 20097 Which country grew bot more in 
tota1C1ierthisperiod1 

Table 2 1.1 ReajGN1inndcnesiaa.ndMaur~,.,.(US$m,ll,oos) 



• Gross domtstic product (GOP) measures tht total amount of 
goodsandstrvicesproducedinan tconomydl.111nga time 
period. 

• GOPcanberneasuredthrough expendi ture.incomeor 
output. 

• Gross national income (GNI) is GOP plus net Income from 

•b""' 
• GOP is on, Wirf of trying to corn pa"' liYrlg standards aaoss 

counlries,buthassome limitationsforthispurpost. 

• Tht ratt of growth of GOP or GNI provides inloonation 
about how the eanomy is gro.Ying ltvough lime. 

21.2 The government 
budget 

Wrhin a macroccooomic p=;f>N'(iw,, the govcmmen1 is an 
imponam influe=. h raises rew,nue through v:uiou,s forms of 

1:1n1ion, andundertakesexpenditure-compri.,inganimportan1 
component in al!8'"'8"te ikmand. In ll<lfflC economies. the 
government abo panicipates directly in production through 51:1.tc,-. 
owoc,clmterprisc,s. 

From a measuremem perspecti"", the bala= betwe<"n 
e:q:,enditure and rev<"nuc (the go ....... nment hudgel) is <'~dally 

signific-~n! bec-~use it can influence the ovemJJ level of activity 
in the macroeconomy. When go,,..,,.nmc:nt expenditure cxce~ 
revenue there is a budget deficit , whereas a si1ua1ion in which 

l'e\'rnUe exceeds expenditure is kno"Tl as a b udgcc surplu~. 

21.2 The government budget 1111 
When the governrMm faces a budge!: ,kfici{ situation, it 

I\C'C"ffl1ocoverthi.'l. lltc,defic:itcanther,for,bcsecna.1the 

pubtk ~ec1or net c""h requirem en t (PSt"\"CR), as ii i.'I known 
inth.-UK. Whcrecan1hegOVC"mmc:n1raisethi.'lnc«lcdea.th? 
Onc-optioomightappearwbegettingthecc-ntralbanktoissue 
extra money (litemlly, c:ish) IO COVC"f the d,-fidc. However. it 

will bc&el"ninChapter24 thatthiscausespr<.>blcmsforthc 
macmeconomy. The alt<'fnative is to borrow the fund, needed to 

cover the deficit. 

P..-si.stC"lltborrowingby1hc,gc,,=nmc,mhasimportanl 
implicnions for the economy. In the short run, if cm put up.,,·ud 
pn,s!llll"('Ofl ncrC"SI r:11es-whid, may=ieprobl.-rmforfirms 

thatwill&c,eahighcr0011dOOffll91"U13.lnthelongta'm.pet35iem 
oonuwing lc,a(i, IO the acc:umwtion d public di'OI. lltc, IOlal 
accumulation d pa51 bono,,mg is known a.s the Nation,d Debi. 

The need for sustainability 
One view is that, under normal conditioru, current c-xpendin,r, 
shoukl beoovcred byWcuffC"fllge-neration., and borrowing 
shouldonlybc unden~ken forprojc-ctstha1:,reintended 10 

benefit future generations. TheUKfollowcdthisprinciple in the 
laS1 ye-:irs of the Labour government. FigUttc 21.4 shows public 

~=~ budget: lt...balaro::,Mtween!jOVemmentC".pen:liture ~ 100 

:::~~:i:::..~ation in " +.irh ,p,l't"nn......,I e:q,enditlff exc...ds ; 

Budgets urp lus:a situationin\\t,id,,p,eorrnentre~ueexceeds 
,p,e<nmentexpendi,t...-, 

The gcwemrrK"rl! may choose to run a budget defid because, ii 

hasldentifiedi1em,,ofexpenditurethat itdcffllsimponarufor 

the economy - for ex~, ii may wish 10 spend on pro,,iding 
cducationforilsciliuns,oronimprovinginfrastlUC!Ulc-5udia.t 
n::,ci,ds. llowevcr. I~ go,.-..rrun,m may abo choo,e 10 run a budget 

ikfici1inordcr10S1irnul:1.1,al!8'"<"8"ted,:rn:,nd. tn KIITK"roun~ 
the- bodgct deficit may al.so rdlect the difficulty of r:1.Siog tu 

revc-nue.perhap.,beausc,dlogisticalorix,liticalproblems. For 

cxamplc-.P.Jkis:anha.s<"xperiencc-ddifficuhiesind1i!rt'gard. 

-= 
Flgur•l1.4 P,,t,lic:SKta-netdectin1heUK(a,~'M,ofGDP).199S.-2013 
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sector n"t deb! in th" UK since 1995. The position seemed quite 
stabl.,formostofthisperiodumilthecreditcrunchandfinancial 

crisis in the I.tee 20)).s. This is clearly visible in the figure. Th" 
financi.tlsupportofferedtoNorth.,mRoclcandocherbanksin 

thebailoutof2C03 had a noticeabJ.,effectonpublic sector net 
debi. asisalltoodearinthefigure. 

Evenwithoutthefinanci.tlsectorim.,rvemions,netdebt 

rose ov"r the 40% mark in the last quaner of 2008 and 
continued to rise th.,reaft.,r. This reflected other measures 

rnkenbythegovernmenttotrytomitigatetheeff..ctsofth" 
recession. One example was the reduction in the rate of 
value-added tax (VAD from 17.5 to 15%. This is rnmamoum to 

a fiscal expansion, but when it was introduced, it was made 
clear that it was intended as a t"mporary boost for a specifi"d 
period. This sl3!ement enabled the government to maintain 
that it was not breaching its Jong-term fiscal commitm.,nt. 

The rat" of VAT returned to 17.5% in January 2010, and was 
increasedto20%inJanuary2011 . 

Oiscusswhyalargeac:cumulationolpublicdebtmightbea 
problem for a country. 

• Thegovemmentisanimportantplayerinthe 
macroeconomy,raisingrevenuethroughtaxationand 
undertaking expenditure. 

• The balance betweenexpt>nditure and revenue(the 
govemmentbudget}isimportantasacomponentof 
aggregate demand 

• Thestateofthegovemmentbudget(delicitor1urplu1} 
determinesthegovernment\needtoraisefundsthrough 
borrowing 

• Per1i1tentborrowingleadstotheaccumulationofpublic 
debt. 

21.3 The nature of 
economic growth 

e Defining economic growth 
From a theoretical point of view, economic growth can be 
thoughtofasanexpansionoftheproductiv.,capadryofan 
economy. lfyoulike,itisanexpansionofth"pot"nti.tloutput 

ofthe..conomy. 
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Therearetwowaysinwhichthishasbeenpresemed 
inearlierchapters.Thefirstisint.,m,softheproduction 

possibiliry curve (PPC), which was introduc..d in Chapter I. 

Figure21.5isareminder - itisbasedon Figure 1.4,wh"re 
economic growth was characterised as an outward movem"nt 
of the production possibility frontier from PPC0 to PPC,. In 

other words . ..conomicgrowthenablesa society to produce 
moregoodsandservicesinanygivenperiodasa result of an 
exp ~Son ·11 "ts resources 

PPCo PF 

Cons umergoods perper1od 

Figure21.5Ec:onnmKg,owlh 

A second way of thinking about economic growth is to use the 

AD/ ASmndel. In Figure 21.6, an increase in the skills of the 
workforce wUJ enable firms to produce more output a! any given 
price.sothatth.,aggregatesupplycurvewillshiftoutwardsfrom 

AS0 to AS,. This entails an increase in full-employment output 
(or capacity output) from Y' to Y". This again can be 
characterised as economic growth. But how can it be 

_J
,s, 

' ' 

' ' 
Figure21.6Ashtftinaggregatesupply 

Real output 



If economists try to measure economic growth using the rare 

ofchangeofGNI asa11i11dicator,theyare11oc necessarily 

measuring what they want to. GNJ growth me-asures the t1chml 

rateofcha11geofoutputrnthertha11th.,growthinthe potm,lia/ 

outputcapadtyofthe .,conomy. 

In Figure 21 .7, a movement from A to Brepresents a move 

to the frontier. This isanincn,ase in actual output resulting from 
usingupsurpluscapadtyi11theeconomy.butitis,wtCC011omic 

grov,1h in our theoretical sense. as moving from A to B ~s 1101: 

entail an increase in productive capacity. On the tther hand, a 

~=t of the frontier itself, atabling the move from B to C, 

doesrepresent==ic growth. However, when economists 

observeacha11gei11GN!theyca1111oc easilydistinguishbetwee11 

thetwosons of dfect,especiallyiftheeconomyissu~ttoa 

business cycle - in other words, if the economy is no{ always 

operntingatfullcapadty. ltisthereforebetrertothinkofeconomic 

grov,1h in teirns of the underlying trend rare of groMh of real GNI. 

PPC0 

Consumergoodsperper1od 

Figure 21.7 fconomicgrowthl 

The business cycle 
Manyeconomiesareseento=perienc,-fluctuationsinlevels 

of economic activity through time. a process known as the 

business cycle. During the cycle , the level of CC011omic activity 

variesaroundanunderlyingtrendrateofgrowth 

Business cycle: ~ phenomenon whereby GDP fluctuates arn,.od;t,; 
unde,lyingtrend. tend ingtofollowaiegula,pattem 

Recession : asitua~oninwhkhgrowthisr,egati,,.,fortwoormore 
consecu1i,,.,qua,ters 

Outp ut gap: tfiediff=ebetweenactual realGDPandpotential 
real GOP. 

The low point of the cycle is known as the trough: if the growth 
rn1eisnegativefortwoormor,_-COflsecutivequaners,th._.economy 

21.3Thenatureofeconomicgrowth 11111 
issaidtobein rcccse<lo n . A!Jtheeconomyrecoversfrom 

recession. it .,ntersintoalxxxnperiod, whichlastsuntilthe 

peakofthecycle, afterwhichgrowthdecelerntes 

The o utpul g:,p is th" difference between actual re:il GDP and 

pctentialrealGDP. Youmightthinkthattheoutputgapcouldbe 

measured as the difference between these two values. However, 

itisllO!sostrnightforward, asitcould be thatthef'CO!lomynever 

acruallyreachesitsfullcapadtyoutput,whichmeansth:itpctential 

real GDP canllOI be observed directly. However, if the output 

gap is negative. this means that the economy is q,erating below 

its pctential full capacity. The output gap wm be positive during 

the hoom period. Such Ouctuations in economic activity may be 

damaging, but attempis to stabilise the economy can have adv"rse 
effects (this wm be discussed in mor,_- demU in Chapter 27). 

Sources of economic growth 
Atabasiclevcl,productionarisesfromtheuseoffactorsof 

production - capital, labour, entrepren.,urship and so 011 . 

Gipacityoutputisreachedwhenallfacrorsofproductionare 

fully and efficiently utilised. l'romthi, perspective , an incr.,as" 

i11capacityoutputca11comeeitherfromanincreasei11the 

quantityofthefacrorsofproductio11,orfroma11improvem._.nt 

in their efficiency or productivity. Produc tivity is a measure of 

the dfr.ciency of a factOI:" of production. l'or example, labour 

producthity measures output per worker, OI:" output per hour 

worked. The latter is the mOl:"e helpful measure, as clearly total 

output is affected by the number of hours worked, which varies 

somewhat across countries. Capita l producthity measures 

output per unit of capital. Total factor productl\'hy refers to 

th., averngeproductivityofallfactors,me-asuredasth.,total 

outputdividedbythetOl:alamountofinputsu.sed 

Productivity:ameasu!l'oftheefficier,cy ofalact0< 0/ production 

Labourproductivity:ameasureofootputpe,wori<l'J.0<outpulper 
OOU,worked 

Capita l productivity:ameasu,e ofoutputpe,unitofcapital 

Totalfactorproductivity. the,.,._.,.ageprodi.JCtivityofalfactors. 
meilSlM"edasthetotaioutputdiwiedbythetotalamol.Otofinputsused 

Anincreaseinproductivityraise,aggregatesupplyandth" 

potentialcapacityoutputofa11economy,a11dthusco11tributesto 

economic growth. 

Capital 
Gipitalisacriticalfactorintheproductionproress.Anincrease 

i11capitali11putisthuso11esourceofeconomicgrowth. Jn 

orderforcapitaltoaccumulatea11di11creasethecapacityofth" 

economytoproduce, investmentn<'Cdstotakeplace. 
Nocicethatineconomics'investment'isusedinthisspecific 

way. In common parlance, th._. term is sometimes used to refer 

toinvestinginsharesorpuningmoneyinto adepositaccountat 
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the bank. Do not confuse thcse diffcrcnl conccpu. In~~· ,, 
•invcstment' rcb.tcs to a firm buying ncw capit:U. such :a., 

machincf)' or factory buildings. If you po! money into a bank 

account, that is an act of saving, not invcstmcnt 
tn thc national income accounts, thc dOICst measurement that 

ccooomist.1 have to invcsunem i, 'gro.s,'I fixed capital fonnation'. 

This covcrs net additions to the capital st:oclc, but it also includes 
deprcdatlon. Some of the machinery and O(hcr capitol purchased 
byfirmslstorc,placeold,worn-outcapital:tha1 is,1ooff5e1: 

depredation. It doc" not therefore represcY1t an uldition to 
capital stock.A5depreciationcannot be obscrvcdellsily,the 
co,wcntionintheaccoun1Sisto~suregroasinvea1mem 

(i.e.lndudingdeprcciation)andthcnmakeanadjusuncntfor 
deprcciationtoarri"e:u nct hn·csunc m 

lhe contribution o( capital to growth is reinforced by 
technological progress.astheproductlvityofncwcapital is 
grc:ucr than that o( old c:apit:i.l th:i.t is being phiucd out. For 

example, the spced and pawcr of computers has increased 
e-=sly over recem years, whirl, has had a great impact on 
productivity. Effectively, this means that technology is increa,ing 

thecontribu(ion1hatilwelllmentcanmaketowardscnlarging 
capadtyoutputinaneconomy. 

Innovation can abo contribute, through thc invention of new 

form.,ofc:apital andnewwaysdu.singexiSlingcapital,bo!hof 
which can aid economic growth. 

Labour 
Capit:tlhiu.KlfllCtimesbttnseenasthelJlllindriverofgrOl*o'th. 
bu1labotJrtooha.sah-ycon1ributiontomake, There ls little 

~ pointininsw!!ingalO(ofhi-teche<juiprnemunlCNthercUthe 

) 
skillcdlabourtooperateit. N•t ln,.,.Slrnent : gr= in,,..,.tment minus depreciation. 

~-------------~ the~:,~sf~a;i~~l::~:1;.:::;tu:~~~~~~~c:::~~!1 

Socieryhastoclccidcbetwee11 using!NOUf'CCsforcurren1 
consurnptlonandusingre,ource,;forinYCS1rncni:. lnvesunemen1ails 

$aCMcing prescn1 conswqxion in OfflC1" 10 h:rvc more reaour""" 
availableinthcfurure.Diffcn,ritoountrio!lgi\'Cin\'CfillTINl!"Crf 
diffi:rentpricri:ics.Somclhingofdtl.5anbesccninfigure2UI. 
which.shov.-sgn::ucapitalformationinasdcaionofcouncrics 
around the woid in 2012. The divtt!:ity is 1Ul51antial. ~SU'8 
&om just 15% in P:wstan 10 49% in Otlna, Given this hi@l rate 

of invcwncn1. it i., pcrhap.s not surprising IO d iscover that Otina 
i., among the f.l.ffl:'.st-gl"Ol'ling =~ics in the world in 1hc early 

tv.·enty-first ce-nrury- buc it must also be 11::mcmbercd that th<"l"c is a 

migration. (Encouraging population growth is a rather long-ierm 
policy!) None1hdess, the •ize of Im' workforce doc, con1ribu1c 
!O the si,;c of capaciry outpuL A number of sub.Saharan African 

counuie:< have SC(:R this effec1 in re~-nse in recent years, wiih 
the impact of HIV/ AIDS. Th<, spread of this epidemic had a 
<rwsta1ingimpaC1inanumb.erofCOW1triesinthcrcgion:in 
.10111CCOW1triesthcperecntagc-ofadultsaffectcdroeetoo~r 
3111'- nearly 4CM in Bo!.fWllna. 1bis had a serious impact on 

c:ipacity01Jtpu1becausethcdisease affect.1pcopleofworking 
agc dispropa,lonately, diminishing the size of the workforce 
andthcproductivity ofworker5. 

cost to this, as it means sacrificing pre~! consumplion in Otina. The quality of labour input is more amenable to policy 
action. Education andtrainingcanimprovcthcpl"oductlvity 

UK of workers, and can be regarded as a form of investment in 
Japan h u m :u, ca plrnl . 

Tanzania 

Mozambique -· ,...,. 

Nott·Counlne,;~eindescen::hngorderofGNlpercap,taonl01l 
SourceWorld~nk 

Fi9'"'21.I Grosscap,tal forrnat.innin2012('11oofGOI') 
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Educationan<lhcalthcarem:iyhavcas.sodatede:<1ernali1ics. 
ln pankular,individualsm:iynO{perceivcthefullK1CiaJ 

bencfits assodat<:d with education, training and cenain kinds of 
bealthcare,and1husm:iychoosctoinvestlessintheseform.sof 
human capital than is de.sir.Ible from theperspectivc ofllOCiety 

as a whole. Another ,uch extemaliry is the impact of human 
c:ipitalfa-mationoneconomicgrowth,whirncanbesecnasa 
jmtificatkwtfor\icwingcducationandhcalthcareasmcritgoods. 

Fa- many developing countries, the provmort of hc:i.lthca~ 
and improYCd nutrition can beseenasadditkwtal forms of 
investment in human c.,pit:,J, 5irlc'C such inv~trncnt can lead to 

furure improvements in productivity 



wt.eh of the lolowing represent genuine economic growth, 
and wtikh may just mean a moYi! to the PPG 

• Anlncreaseintherateofchangeofpotentialootput. 
b Afalllnthe unemploymentrate 
c lmprovedworkpracticesthatincreaselabourproductivity. 
d Anincrease intheproportionofthepopulationjoining the 

labour force. 
• Aniocreaseintheutilisationof<apital. 
f Ari9htwan:lshiftintheaggregatewpplycU1"Ve 

• Ecooomic growth is the expansion of an ecooomy's 

21.4 GNI and groW1h 1111 
Figure 21 .l)a provide& data on GNI per capi1a for the 

same countries !hat appeared in Figure 21.8. The extreme, 
differences that exi'lt around the globe are immediately 
apparent from the data. GNI per capita in Burundi was just 
$151 in 20ll. whcreasin1heUKthefigure was$38530. In 
tryingto imerpret these data.there area number o f issues 
that need !o be borne in mind. as the comparison is not as 
straightforward as it look... 

productive capacity. Mau~ffus 
• This can~ envisaged as a movement outwards of the China 

production possibility frontier, or as a rightward shift of the 
aggregate supply curve 

• Economic growth can beseenastheundertyingtrendrate 
ofgrowthinreit!GNI. 

• Economic growth can stem from an increase in the input:5 
of factors of production, or from an improvement in their 
productivity.thatis,theefficiencywtthwhichfactorsof 
productionareutili~ 

• lnvestment contributestogrowthbyinCJeasing thecapital 
stock of an economy, althoogh some investment is to 
compensate for depreciation 

• Thecontributionofcapitalisreinforcedbytheeffects of 
technolog ical progress 

• labouris anothercriticalfactorofproductionthat can 
contributetoeconomicgrowth:forinstance,eduation and 
trainingcanimprovelabourprocluctivity. Thisisaformof 
human capital formation 

21 .4 GNI and growth 

GN] (gross natiooal income) is a way cl measuring the roial 
output of an economy over a period of time. Although this 
mcan>rccanprovidean indkarordthequantity ofre.90urce, 
availablerodtizcnsofacountryinagiven~riod.asan 
.uses.m'len(ofthc,undardoflivingitha.,itsai1ia. 

GNI does have~ things in its favour. first, i1 is rdaiivdy 
stnighdfY".':U'd and th"" i'I widely wldc~ood Second. ir i5 a 
weU-cstablishedindicamrandoneth:1.1i'l availableforalmos1 
cveryoountryintheworld,soth.:1.1i1canbeu,edtocompare 
incomelevcls aC'roli8countries. Forthi$purpo,e.itnatur.illy 
helps to adjust for population .sill" by calculating GNI per peroon 
(GNI pur capirn. as it ii; known). Thi'I then provides a measure of 
aVCTageincomcperhead. 

-
0 !00002000030000400005000060000 

GNlperc1pltalnUS$ 

0 100002000030000400005000060000 

GHl percaplll lnPPPS 

fig,.a21.9a GNlpe.capt•inUSS.20l1; b GNlpoerc.,p1Q,n 
PP!'S.2011 
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Inequality in income distribution The informal sector and the 
~~:.'::;<;::;::0";;';,::':,; ;:~::::~;;;;~;;e;;:0 accuracy of data 
wide differences in the way in which income is distributed 

within countries. In other words. it cannot be assumed that 

everypersonHvinginBurundireceives $151,orthatevery 

person in the UK gets $3,8 530. If income is more unequally 

distributed in some countries , this will affect the perception 
of what the term 'average' means. For example, South Africa 

and Belarus had similar GNI per capita levels in 2010. but the 

incomedistributioninBelaruswasfarmoreequitablethanin 

South Africa 

Weakinstitutionsandpoorgovemanceindeveloping 
countriesmeanthatm<,asuressuchastaxationandtransfers 

to inlluence the distribution of income are largely untried or 

ineffective. The economist Simon Kuznets argued that there is 

expected to be a relationship between thedegreeofinequaliry 

in the income distribution and the level of development that 

acountryhasachieved.Hedaim.,dthatintheearlystagesof 

economic dt,-velopment. income is fairly equally distribute-d, with 

everyon" living at a relatively low income J-,v.,]. However, as 

development begins to take off there will be some individuals at 

the forefront of enterprise and development, and their incomes 

will rise more rapidly. So in this middle phase th" income 

distribution will tend to worsen. At a later stage d development, 
soci<,ty will ev=rually be able to afford to redistribute income 

toprot<,ctthepoor,andallwillbegintoshareinthebenefitsd 

development. 

This can be portrayed as the relationship between the Gini 

index and th" level of development. The thrust of the Kuzne-ts 

hypoihesis is that this should reveal an invened U-shaped 

relationship,asshowninFigure2l.lO.Althoughthedatado 

not strongly support this hypothesis, there is some evidence to 

suggest that the relationship does hold in some regions of the 

world. 

Deve lo pme nt 

Figure21.10TheKu:metsrnrve 
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A funher problem with undertaking international comparisons is 

thatitisneverabsolutelycertainthattheaccuracywithwhichdata 

arecollecredisCOflsistentacrosscoururies.DefinitionsofGNland 

oth" r variables are now set out in a dear, internationally agrec,d 

form,butevenwhe-ncountriesareworkingrothesame<kfinitions. 
some data o:,Uection agencies may be more reliable than other,; 

Onepanicularareainwhichthisispertinentrelatestothe 

informal sector. In every economy there are some tr:msactions 

that go unrecorded. In most economies, there are <,conomic 

activitiesthattakeplacethatcannotbedoselymonirored 

because of their informal nature. This is especially prevalent in 

many developing countries, where dten substantial amounts d 

economic activity take place without an exchanged money. For 

<,xample,inmanycountriessubsistenceagricultureremainsan 

importantfac.-tofeconomiclife.lfhouseholdsareproducing 

food simply for their own consumption, there is no reason for a 

money transaction to take place with regard to its production, and 

thussuchactivitywUlnotberecordedasapanofGNI.EquaUy, 

much economic activity within the urban areas of Jess developed 
countries comes under it,., category of the 'infoirnal sector". 

Where such activity varies in imponance between countries, 

comparing incomes on the basis of measured GNI may be 

misleading, as GNI will be a closer indicator d th" amount d 

real economic activity in some countries than in others 

Exchange rate problems 
The data presented in Figure 21.9a were expressed in terms of 

US dollars. This allows economists to compare average incomes 

using a common unit of measurement. At th" same time, 

however, it may crc,ate some problems. 

&onomists want to compare average income levels so that 

th.,ycanevaluateth<,standarddliving,andcomparestandards 

across countri.-s. Jn other words, it is important to be able to 

assess peopl.-"s command ove-r resource-s in different societies, 

and to be able to compare the purchasing power of incom.- in 

differentcountri.-s 

GNI is calculate-d initially in t<,rms d local currenck·s. and 

subsequently convened into US dollars using official exchange 

rates. Will this provide information about th.- relative local 

purchasing power of incomes? Not necessarily 

On<,reasonforthisisthatofficialexchangeratesare 

sometimes affect<,d by government intervention. Indeed. in 

manyofth.,lessdevelopedcountri<,sexchangeratesar.-pegged 

toanintemationalcurrency - usuallythe US dollar.In these 

drcumstances,.-xchangeratesaremorelikelyrorellectthe 

governm.-nt's policy and actions than the relativ" pun::hasing 

powe-rofincomesinthecountri.-sunderscrutiny. 

Where .-xchang.- rates are fr= to find their own niuiHbrium 

level,theyarelikelytobeinfluencedstronglybythepric.-
of internationally trade-d goods - ,vhich is likely to be a very 



different combination of goods than that typically consumed 
byresidentsinthesecouncries.Again, itcanbearguedthat 
the offici3l exchange rates may not be a gcxx1 reflection of the 

relative purchasing power of incomes across countries 
The United Nations lnternmional Comparison Project has 

been working on this problem for many years . It now produces 
an altemativ,,- set of international estitll3tes of GNI based on 

purchasing power parity (PPP) exchange rates. which are 

designedtoreflectmoreaccuratelytherelativepurchasing 

power of incomes in different societies more accurately. 
Figure 21.9bshowsestimatesforthesamesetofcountries. 

Comparing this with Figure 21.9a, you wUJ notice that the 

gap between the low-income and high-income countries seems 
abitles.smarkedwhenPPPdollarsareused:i.stheunitof 

measurement. In other words. the US doUar estimates eX3ggerate 
thegapinlivingsrnndardsbetweenrich and poor countries. This 

is a general feature of these measurements - that measurements 
in US dollars tend to undersmte real incomes for low-income 

countries and overstate them for high-income countries 
compared with PPP-dollar dam. Put another way, people in the 

lower-income countries have a stronger command over gocxls 
and services than is suggested by US-<loUar comparisons of 
GNI per capita. You can also see that the relative rankings of 

countriesinPPP$aredifferentinsomecases - forexample , 
compare Nepal with Mozambique, or Singapore with the UK. 

Social indicators 
A final question that arises is whether GNJ can be regarded as 
areasonableindicatorofacountry'sstandardofliving. You 
hav,,-seenthatGNI providesanindicatorofthetotalresources 

available within an economy in a giVf"fl period, calculated from 
data about total output, 10ml incomes or total expenditure. 

This focus on summing the transactions that rnke place in an 
economy over a period can be seen as a rather narrow view 
ofwhatconstirutesthe'standardofliving". Afterall,itmaybe 

arguedthatthequalityofpeople'slivesdependsonmorethings 
thansimplythent3teri3lresourcesthatareavailable. 

For one thing, people need to have knowledge if they are 

to make gocxl use of the resources that are available . Two 
societies with similar income lev,,-ls may nonetheless provide 
verydifferentqualityoflife fortheirinhabimnts,depending 

on the education levels of the population. Punhermore. if 
people are to benefit from consuming or using the available 

resources,theyneeda reasonablelifespancoupledwithgocxl 
health.So.gocxlstandardsofhealtharealsocruci3ltoagocxl 
quality of life. 

It is important to remember that different societies tend to set 
differentprioritiesonthepursuitofgrowthandthepromotion 
of education and health. This needs to be taken into account 

whenjudgingrelativelivingstandardsthroughacomparisonof 
GNI per capita, as some countries have higher levels of health 
and education than other countries with similar levels of GNI per 

capim 

21.4 GNI and growth 11111 
A reasonable environment in which to live tll3Y be seen :is 

anotherimponamfactorinone"squalityoflife,andtheremaybea 
trade-offbetweeneconomicgrowthandenvircrunentalstandards. 

There are some environmenml issues that can diston the 
GNJ measure of resources. Suppose there is an envil'Oflmental 
disaster - perhapsanoiltankerbreaksupclosetoabeautiful 

beach. This reduces the overall qualityoflifebydegrading the 
landscape and preventing enjoyment of the beach. However, 
it does not have a negative effect on GNI: on the contrary. the 

money spent on clearing up the datll3ge actually adds to GNI, 
sothattheneteffectofanenvironmentaldisastermaybeto 
incroasethemeasuredlevelofGNI! 

Below are some indic.ator1 for two countries, A and B. Di1cus1 
the extent to which GNI {here measured in PPPS) provides 
agoodindicationofrelativelivingstandardsinthetwo 

Country A. Country B 

GN l pe,capita(PPl'S) 6206 

Lifeexpectancy(inyearsatl,;rth) 

Meanyearsolschnoling 

Peoplel.,ir,gwithHfV/AlOS 
(% ofadu1t,aged1s-4g) 

Infant morta lity rate 
(per10001.,ebirths) 

%ofpnpolatioobelnwoational 
pa,ertyline 

Ois.c:u,,whatotherindicatorsmightbeusefulinthis 
evaluation. 

• GNI is a widely used meaMJre of the total amount of 
economicactivityinaneconomyoveraperiodoftime 

• ThetrendrateofchangeofGNlmaythusbeanindicatorof 
economic growth 

• GNI is a widely understood and widely available meaMJre, 
butitdoe,havemmedrawbacb 

• AverageGNlperpersonneglectstheimportantissueof 
income distribution 

• There maybe variation in the effectivene,,ofdata 
collectionagendesindifferentcountrie,,andvariationin 
the size of the informal sector. 

• ConvertingfromalocalrurrencyintoUSdollar,maydistort 
the use of GNI a, a measure of the purchasing power of 
local income, 

• GNI may neglect some important a,pect, of the quality of life 
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21.5 The importance of 
economic growth 

Expandlngd1eavanabilityofresource•in an«onomyenables 

the .,t::uxbrd of living of the country to increase. For developing 
coumrie5thismayfacilitate1heeasingofpoveity.andmayallow 
inVCSlmcnt in human npital that will improve 51:\r'dlrds of living 

fu~ in the future. In the industrial eoonomies. popul.:uioru h:i.ve 
oome to expect st<:2dy impro>=ienu, in incomes and l'C90Uf'Cr5 

In aome less deYdoped countries 1he penpective may be 
difforent,andthei-eha..beecialong--runningdebatcaboutwhether 
a80cictyinitsearlyst:1.g~ofdevelopment&houlddcv01CiU1 
resou=•o:achievingthegr='thobjectiveortocl1eringforbasic 

need!. By making economic growth the, prime tat}JC( of policy, it 
may be ne«'Mary in the short run to aUow inequality of incomes 
tocontinuc.inordcrioprovkletheincenlivesforentrep~eurs 

to pursue growth. Wi!hsucha'growth-fir.st'approach. it is argued 
that evcntua lly.:ugrowthtakesplace.thebeocfit.!lwiUtrickle 
dov.11:inothcrw,:,rds,growthi,~ryinordcr101ackle 

povfftfandprovi,(kforbasicOCffiS.Ho,,.•ever.Olhmihllvc 
aqiuedth:i.tthcfirstprmtyshouldbe!Odealwithl:,Qsicnetds, 
"° 111:lt people gain in human aipital and become better 2hle 10 

contribu:e to the growth pr,:x.=s. 
for the industrial ~s, gro ... 'th h.u becanc embedded as 

1he main long-nm~iveofthceconorny. ahhoogh the short­

run objcc,ivc o f inHatiOfl control oornetimes dominate, media 

discu.sslon. 

The costs of economic growth 
Economicgrowthalsobring.sco,;ts.perhap.,mo&tobviously 

in1cnruofpollutionanddegr.odationdtheenvirorunen1. ln 
iie,igninglong-ierm policy for =~ic gro"'1h. pcmmcnei 
need tobe aware of the need to mainuin a good t»boc-e bm>.-ecn 

enabling resoun:c,, to=· - and safeguarding the envimnmen!. 
Pollution rccloccs the q,mity of Life, 30 pursuing economic gro,r,1h 
"'ithoul icgard 10 this may be danuging. This means that it is 

~nan1toconsiderthelong-tenneffectsofeconomlcgro"1h 
- it may even be important to cunsider the effects nO( only for 
t<Xlay's gcnera(ionofci61t11s. but also for future generations. This 

iscapturedinthei<kaof sa.ta!n:ihlcdt.-.·ck,pmcut 
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These, CCl.!tS have been highlighted in recent years by the 
growingconccrns thathave ~nexprcs.sedaOOutglobnl 
dimate change and the pressures on non·renewable rcsource5 

such as oil and natural gas. For example, thcc:apidgrowth 
rates being achieved by large emerging economics such as 
Otlna and India hllvc rai.,cd questions abou1 the sustainability 

of economic growth in the long run. Oiina in panicular hlls 
experienced a period ofunpreceden1edgrov,1h since 1978. 
which is shown in Fi3ure 21.1 1. 1bis shows the average gro"'1h 

bet"••=n 1978 and 1965 (when reforms began to affec, the 
==Y),andforeach6ve-yearperiodalterwards.Noother 
economy in recent hisiory hlls ~n able to achieve an average 

growth rate of 8.75% per annum over a }2-ycar period. 

AveragegrowlhfrQm1078to2005was8.75% p.a. 

;12 

!10 

i e'--'-~~-ll--~~-•• 
i. 
~ ' 
0 

! . . ' 
' ! o,J-1.__,.__,.__,.__,.__,~ 

1'178-85 IOQS-.GO 11190-95199&-2000 2000--05 200S-10 

~. C.>k:1..bu,dfromlntematJonal Mcneu,yFt.ndd.u• 

Figure21.11 Cl1N\eCOflQffllCgr<7Nlh 



The.., conccm.t h.:i.vc led to re.search into the dcvclopmcm 
ofrcnt"A-ablecncrgy,iourccs, bu1 progress in prmlO!ing 
suMainabiliiy is impeded bccau.., of in1crnation31 eltlcmaliry 

effects. Where !here arc extema!iiy effects that crou 
inremationalboroer•.itbecom,,,difficulttoensureregulation 
or control . 

Discuss\\ith~rfellowstudents the vafiousbeoefitsand 
costs asso:xi.lted with economic grcwth, and evaluate their 
~lativtimportance. 

21.5 The imponance of economic growth 1111 

• There isagaplnlivingstandardsbetwttn countriesthat 
industrialistdeartyandcountriesthatarenowclassifiedas 
being less developed. 

• Econorrkgro.vth~mainsimportantforallcountries,at 
whatever stage of development 

• Theremaybecostsattachedtoeconomicgrowth, 
particularfyiortspectof theenvironment. 
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A Level 
Part 4: The macroeconomy 

22 Economic and human 
development 

One of the gravest economic challenges facing the vvorld 
today is the global Inequity In the distribution of ll!!ources. 
Worldwide, it Is estlmilted that at the beginning of the 
twPnty-first centu,y more than a bi/lion people wue living 
In what the United Nations regards as absolute poverty. 
Furthermore, there were 114 ml/lion primary-age children 
who werl! nor enrolled for school, more than a billion 
people without .iccess to safe water, and 1.4 billion 
without access to Sitnltatlon. Progren since then has been 
slow. This chapter conside rs how to come to terms with 
such facts, and applies economic am, lysis in an attempt to 
understand what has gone wrong. Countries in different 
parts of the world have followed different paths to 
development - with varying dtg rtti of succes:s. Differences 
partly r@f/ect the different ch.lr.cterlstia of uch countly. 
L~ d-/oped countries (LDCs) do sttm to share some 
characteristks, but eKh country also fi!ICes its own 
configuration of problemt and opportunities.. This chaptN 
explorM some of the common characteristics that LDCs 
display, bur also examlnes-ofthekeydifferences 
b.!tweenthem 

~ 22.1 Defining development 

The first sicp l'l lo define what j5 meam by d<.-vdoprnc nt. You 
rnightthinkthatil isabout economic growth - ifa •od etycan 
expand its productive capacity, •urely that ls development? But 

development means much more than thiJ. Econcmk growth 
may well be a ncccssary ingredient, •i~ devdopmem cannOl 
takeplace witbootanexpansionofthcrerources ava ilable ina 
sociely',hawevcr, it i• nOlasufficiem ingredicnt, beaiuse those 
additional re80l.lr«"S mustbeusedwisely,andthc,growthth:tt 
n,-sults musibethe'rigb!' 110r1oi8!'0"1h. 

WrappedupwithdcvelopmentareiMuea~lhe 
allevillionoipo'>'Clly-nocountry canbec:on5id=-d'developed' if 
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Learning outcomes J 
Afte r studying thlscha pter,you sho uld: 
• understand what is mean t by economic and human 

development 

• ~d:~~!r ,;a:h~~e ::!~::I~~: =~~a~~:::~~~ in 
d1fferentsoc1eties 

• rea>gnisethestrengths andlimitatlomof such indicatorsin 
providingaprofileofa counuy'sstageof development 

• beaware oftheimportanceof pol itical andcultura lfactors 
in infl~ncing a coonuy's path o f de11elopment 

• befamiliarwith thecornmoncharacteristicsof less 
developeclcountrits 

• be aware of the diversityofexperienceoflessdeveloped 
countriei 

• beawareofsignificantdifferencesbetweenregionsofthe 
worldin termsofthei'levelandpaceofdevelopment 

• understandtheimportanceofthestructureofeconomic 
activity in an economy 

l• be familiarwilhthereLatiVe~aocealdifferentlorrmof 
• economic actMty In the process of dewlopment 

a sub.tantial portiond it:fpopulationisliYTlginabsolurepovcny. 
Devd opment also ~ uire!I sttuctural change. and po:wbly changes 
inirutirutioruand, in !Oflleca11CS,cuhural andpoliticalattirudes. 

Jn recognitiOII of the muhifacetcd nature of devclopmem, 
the United Nations Millennium Summit ln 2000 agreed a 5et of 
/tllllc nnlum lk ·vclopme nt Go:ds (MIJG~) that encapsulated 
their views of the main priorities for developmcm. The5e were: 
• eradicate pove nyand hunl!ler 
• achieveuniver5al primarycduc-Jt i011 
• promole gender equality and empov.:cr women 
• reduccchildmonality 
• improve maternal health 
• combat HIV/ AIDS, mala ria and other diseases 

• ensure environmental suscainability 
• develop a globo.lpartnershipfot" devclopmem. 



Developrnent: ap<oc=bywhichrealpe,capitainc:omesa,e 
inc:,easedandtheinhab;t.lnt,ofacountryareabk>tobenefitfrom 
imp,o,edlivingcond ibons:thati,,km'l'fpovertyandenhanced 
standa!dsofeduc:ation,fwalth,nutritionando!he,=enlialsoflife 

Mill~nium Deve-lopm~t Goals (MDGs): targets set for each les,; 
developedcountry,,efk-ctingarangeofdevelopmentobjecti,,.,.,tobe 
monitoredeac:hyea.toevaluatep,og,es, 

Theseeightg=lsrepresentkeyfacetsofdevelopmenttbatneed 
to be addressed. They constituted an enormous challenge for the 

periodupto2015,especi3llya.sprogressinth•earlyyearswas 
slowanduneven. Jnthinkingabouttheseg=ls.youcanbegin 
to undersiand the various dimensions of development. and 

realise that it is about much more than economic growth -
althoughgrowthmaybesee11a.s3prerequisiteforthe 
achievement of the g=ls. At the same time, failure to achieve 

thesegoalswUlretardeconomicgrov,1h. 

One of the Millennium Development Goals was to achieve un iversal 
prima,yecP.J.catioo 

To summarise, d•velopment is about more than just economic 
growth.Achievinghigh•rrealincomepercapimisanecessary 
part of development, but it is not all there is to it. A country 

willnotberecognisedasachievingdevelopmentunlessitis 
also able to allevim• poverty, improve education levds and 
healthstandards,andprovideanenhancffiphysicalandculrural 

environment. Furthermore, such improvements muSI reach 
allinhabitantsofthecountry.andnotbeCOflfinedtocertain 
groups within society. In other words. e-conomic growth may be 

necessary for development to take place, but it is not suffici•nt. 
Expandingtheresources3vaUablewithinasocietyisth•first 
step, butthoseresourcesalsoneedtobeusedwell 

22.2 Which are the less developed countries? 11111 

• Economic growth is one aspect of economic development, 
inthatitprovidesanincreaseintherewurce,availableto 
membersofsocietyinles,developedcountries 

• However, inaddition,developmentrequiresthatthe 
remurces made available through economic growth are 
usedappropriatelytomeetdevelopmentobjective,. 

• The Millennium Development Goals were set by the 
Millennium Summit of the United Nations in 
September2000 

• Theseeightgoalscompriseasetoftargeti;forei!Chless 
developedcountry,tobeachievedby2015 

Visit the Millennium Development Goals website at 
http:lfNww.undp.orgfcontentlundplenlhomelmdgoverviewl 
Discuss 1'Vhich of the goals you see to be of most importance 
fordevelopmentandexploretheextenttowhichprogressis 
being made towards the goals in two or three countries of 
your choice 

22.2 Which are the less 
developed countries? 

Thereisnosingledefinitive lisiofwhiehcountriesareregarded 
as being less der.'e/oped countries (LIXs) , and it is important 

tobeawarethatthistermisusedtorefertoawiderangeof 
countries with differing characteristics. The discussion will be 

illustrntedusingindicatorsforaselectionofcountri•sfrom 
different regions of th• world. Two economies that would now 
be regarded a., being 'developed'countri•s (South Korea 3nd 

Argentirut)willbeincludedforcomparativepurposes. 
Jnbroadterms,th• countriesregardeda.s LDCsare 

conce11tratedinfourmajorregions:sub-SaharanAfrica,Ultin 

Am•rica, South Asia and South East Asia. This =eludes some 
countries in the 'less developed' range, but relatively few. For 
some purposes it may be necessary to treat Chirut separately, 

ratherthanindudingitaspartofSouthEastAsia, partly because 
ofitssheersize.andpartlybecauseithasfollowedarather 
differentdL-velopmentpath 

It is very important when discussing economic d•velopment 
toremernberthatthereiswidediversityamongth•countriesthat 
are classififfi a., lDCs, and although it is tempting to ge11•ralise, 

205 



m Economic and human development 

)"OU~ m be a linlc wary of doing ,o. Diffettn! coumrics 
have diffncm char:ictni.511a, and face different <:<>nligur:11ions of 
problems and opponunitics. Therefore. a policy that worlcs for 

one country might fail ICllally in a different pan of W work!. 

• L~sdeYt-lopedcountries(l.DCs)arelargelylocatedinfour 
major regions: sub-Sahatan Africa. latrl AmfflGI, South 
A5iaandSouthEastAsia. 

• The,sc regions ha~ shown contrasting patterns of growth 
and development. 

22.3 Indicators of 
development 

GNI per capita 
The, fir51 Rcp i.s 10 be able to measure 'devdopment'. One 

po&ible measure i.1 GNI per capila - W avenge level d income 

per pmoot1 in rhc popubtion. This was di.,cu&,cd in Oiapter 21. 

Figure 22.1 provides data on GNI per capita measured in PPP$ 
fora..de<.1iooclcountricsfromeachofrhefourffllljorregional 

""" '"""' J-~~~~~~~~~ 
10000 20000 30000 -· 

Figur9ll.1 GNlperup,t.o(PPPJ).2012 
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grouping.,. n,.,..., coumn<.'s "'UI be used as ex:.unplcs 1hroughou1 
thisdiscu .. ion:dteyarccolour-oodcdbyrcgion.Bccau...,ofth,, 

diversityofroun1ricsin cach oftlitregions.aw:hasdectioo 
musi be treated wil:h a little cautim. The USA. UK and j.:l.pan will 
notappearinrhebterfigures. 

The Human Development Index 
To deal wilh the criticism that GDP per capita fails to tak account 
ofotherdimensionsoftheqw,Jityoflifo,in l99QUNDPdevised 

an alrem:i.ti,-., indicalo.-, known as the llum an f~-.,lopment 
Index OIDO. Thi• w,u designed 10 prcwicle a broader mea.mre 

of the stage of developmcm th.lt a country had reached 

The- basis for the HDI is that there arc thre<: key :tllpect• of human 

developmcm: rewurces. knowledge of how to make good use 

of those resources. andarca.,onablelifc,panin whichtom.ake 
use d dtc,..., resources (...,e Figure 22.2). The thre<: components 

arcm.easuredby,respccti>t.,Jy.GNlpcrcaplt:1inPPPS,indica= 
of education (mean year5 of Khooling and expected years d 
schooling) and Life expect:mcy. The measurcmcrus arc then 

combined IO produce a composite index ranging between 0 

and I, with higher values reflecting higher human devdoprne-nt. 
GNI per eapi1a (in PPP$) reprucnrs resources in this se1. 

up, and L1 intended IO rdle<.'I th,, extent to which people h:i.ve 
comm:,nd 0>"1' r~rce5. The education indicatot1 pick up two 

ratlitr different aspec1s of this important component of huma.n 
development. Mcanycaniofeducation canbck'Cfluaway 
of reflecting cduc:itional anainrne-nt. as it measures the average 

number of year., cl xhooling chat were "'"ived by people aged 
25andaboveinthcirlifetinw:,. ltthusteltsussorncthingabout 
the extent to which thett h:i.s been p~ lnVCS(mcnt ln <'ducation 

-'""""""' GNl~caplll 
• PPP$( 

Figure ll.2 Compa-..nts of the lunin Development lndet 



"''"""5~ ,.,. 
Ethiopia 

Figure 22.3 The Ht.man Oevekipment lridex, 2012 

Expectedyearsdschooling,ontheocherhand,reveals 
som"thing about the current Slate of education in an economy: 

that is, it identifies the number of years of schooling that a child 
of school entrance age can =pect to receive, given current 
pam,rns of enrolment and access to education. Life expectancy 

isthenaruralindicatorofexpectedlifespan,andisalsodosely 
related to the general level of health of people in the country. 

Figure21.4lileexpectar,cy 

" " Year1,at blrth 

22.3 Indicators of development 11111 

Uganda 

""" 
Ethiopia!=""--~~~----

Figurel2.5Meanyea.rsofschoolir.g 

Valuesofth.,HD1for2012arechartedinFigure22.Jforthe 
selected countries. Youcanseethatthebroadrankingofthe 

coumries is preserved, but th" gap betwe,,n low and high human 
development is J.,s., marked. An excep1ion is South Africa, which 

is ranked lower on the basis of the HDI Ulan on GNI per capita: 

whatthissuggestsisthatSouthAfricahasachk·vedrebtively 
high income levels, but other a.spects of human development 
have not kepi pace. There are ocher countries in the world that 

Figures 22.4 and 22.S show the levels of two d the measlU'es 
th.u enter into the HDI: life =pectancy and mean years of 
schooling.ltiscleartluulife=pectancyisprimarilyresponsible 
forthelowrankingofSouthAfricaintheHDl,asitslevel 
oflifeexpecrancyisnotverydifferentfromth.11dtheother 

sub-SaharanAfricancountriesinthesample,eventhoughits 
average income level is much higher. In contrast, Nepal performs 
quite well in terms of lifespan, but relatively poorly in terms of 
education. By comparing these data. you can get some idea of 
the diversity between countries that wa.s mentioned earlier. 

Anotherwayofpuningacountryintoperspectiveisto 

construct a development diamond. An example is shown in 
Figure 22.6. This compares Ethiopia 's performance with the 
averageforcountriesinitsregi=, sub-Saharan Africa . On each 

axis,thevalueofthevariableachievedbyEthiopia is=pressed 
asaproportiOflofthevalueforsub-SaharanAfrica. Inthis 
instance,Ethiopiaisseentohavehigherlife=pectancybut 

shows weaker achievement on the ocher indicators. 
There is a view that growth should be the prime objective 

fordevelopment,sincebyexpandingtheresourcesavaUable 

the benefits ran begin to trickle down through the populatiOfl. 
An opposing view claims that by providing first for basic needs, 

more rapid econcmic grO'Mh ran be facilitated. The problem in 
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"":::::-' 
Flgur• 22.6 Oevelopmmt diamond la Elh,op;i comp;ired wtlh a D 
ccontr,es1nS1Jb-Silhar.ll1Alric:a 

50rnC c-~ses is that growth has nOI resuhc<l in the trickle-down 

effect and inequali(y remains. It may be significant tlt.:u cournries 
such as llr.lzil and South Africa. where the GNI per capita ranking 
ishighrelativctothcHDlr:1.nking.areoountricsinwhichdiere 

remain high levels of inequali(y in the di.«ribudon of iocome. 
ThellOlmaybcpn,ferredroGr..ipn-capita:>a ameasun,of 

dcvclopmem on the grounds that it rdlccls the key dimemion.t d 

devclopmenta.toppa,edtogr<Jl'"th..How<:\'C!". it "'illah,.-..ysbc 
diffiC\lltto~acomplcxconcq,couch a.1developmemtoa 
~ M;itistic. The di~ cmraclcrisoa d LOCsdenund the """d 
ar:mgeofakern:uivern=suresinordertoidentlytheoonfisur:i!ion 
ofcirrumsta~aOOprobkmo;facingaparticubr ooumry. 

Anahcrnativeindicatorwaspropo,cdbyWUUamNordhaus 

and James Tobin in 1972. known aa !he Mivmm1 qf &anomic 
We!fmv (Ml:W,. This began with GNP and then made v-Jriou• 
adju~ments!IOthatitOfllyincludedtheC0<1sump1ionand 

ln-mcnl iterTL! th:11 contribute pa<il:ivcly to economic well· 
bc;,,.g.Rxexample, theyarguedtha1theVlllucofinformaJ 
produc,ionshouldbeaddcd,butth:1.tthcfc&houldbcdeductioru 

for negative externalities such as envimnmental damage. An 

ancmpc was made to re-launch this a.1 the lmk.x of Sustainable 
Ecouomic lrl!lfim, (ISEW). It w:i.s hoped that this indic.itor would 

bc:iblc tocaprurekeyiMuesrdat;,,.g1othe5USlairu,bili1yd 
c«>oomicgrowth.butithas)""1togainwidcspreadsur,port. 

• GNI clOO GDP may ~lect some important aij)e(tS of tm, 
qualityofUe. 

• The Human ~velopment Index (HDI) ~ognises that 
human deYelopment depends upon resources, knowledge 
and health, and therefore combntS indicatOfS of these key 

'"""' • Different countries have different characterislics, and face 
differeiit configurations of problems and opportunities. 
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22.4 Characteristics of less 
developed countries 

Different countrles arc at different stages of development, 
as me35ured either by GNI per capita or by the Human 

DevelopnlCflt Index (HDI). It seems dear that some coun1ries 
have been much more 5UC'C'e.dul than others ln pursuing 
==ic and hu,rum development. 11,ere are 50fl\C countries in 

EastAsi:ithathaveachievedrapid=-· grov.ih. and ha,-e 
been able 10 do,c 11w, gap in living standards between them 
andthemoredevelopedcrM.mtries.~arr<:llhcrs.especially 

ln sub--Saharan Africa. which a.cem to have Magn:,ted. making 
little or no progress in grow!h terms since the 196o& So what 
characieristic1 do leM developed oountries havt' in common/ 

It is imponant to try 10 eXplain why different combina!ioru of 
these charncteristk1 may have joined with cultural, poli!kal and 
socialinOuencestoresultindifferentexperiencesdgrow1hand 
development . 

The indicaton 1hat make up the HDI (namely, rt'sources. 
knowledge and hcal!h) provide the firs1: dua to the key 

characteristics of LDCa. LOO. have relatively low mcomes, low 
level,, of education in the population, and low level,, of health. 
Education and health are important for m:iny rea.soru. They 

are included in the HDI oo-a.,.... they are se= u essential 
componenll of th e quality of life. conlributing dir«1ly to 

human development. However, they are also importam beause 
theyareasp«Uofhumancapital. lfanindivldualundertakcs 
educatlon.thiscanbcvit'wedasaninvesttnent,gathcring.skills 

that can be used later to generate a now of incomt'. Health 
is also a form of human capital that inOuences a workcr"s 
productivity. 

The fact that many people in U:X:,, tend to ha,.., low levels 
of human capital has major implications for productMty in 
Ul0f0eccountries.andha1 alsobccnse-enasacriticalfactorin 

the adoption of new technology, .. ttlch typica.Uy dcmandl high 
le,fflof5ki!Jsfrom work=. 

Demographic issues 
Some otht""r char-,cteristic• of UX:,, are important in sening the 
sceneforanalysingdevelopment. ltiswidelybclicvcdthat 

population grow1h isof.5pedal significance, and Figure22.7 
shows projeaed population growth from 2010 to 2015. The 
irregular paltem d this graph .,._,ggests that there 15 no strong 

correlation between income levels and population grow1h. 
The primcC0<1ccrn about rapid population growth Is felt by 

countrieslikeEthiopi:1.andUganda,whcreithasbccn,ugsested 
th:111 the population hu been growing too fast for t'ducation and 
healthcare servicc5 lo kttp up. Figure 228 ..hows one aspect d 
the problem: ru,mcly. the pttcenrage d the popubtion below 
15 ye3ro of age in !ltlectcd coumrie.s. In Uganda it amounts to 
almostha!fofthepopubtion,andinEthlopiailisovcr 4<M, 



% pa,rannum 

Fivu,.:U .7 AWl'q.......,lpop.il.mon~.2010-15 

1'hcsc childr .. n need to be supponed by the woricing 

popubtion. and in COUfl~S ... nrtt HIV/ AIDS is w~ad 
rhisispatticubrlydiflicultbec:i.~1hc,:l;scascisesr,ttially 
pttvalt'flt among rho,;,e of worldng :i.ge. This is me e xample, d 

dcpmdency. Poeoplc, who arc, too young or too old to be pan d 
the .,,ffiing population arc, in a state, d dependency on rh= 
in work. lftheproportionofd..pendantsincttasesbccau..-of 

"' "' "' % olpopul1tlon 

Figura:U .8 PCl!)Uat,onbelow15ye..,.gjd 

22.4 Characteristics of less developed countries 1111 
shrink:i.ge of the working population, this pbces added fl'CS6Utt 
on rho,;,eremainingin v,'Ofk. 

Poverty 
A funhc,r chamcteristic d UX:. is the prc,valence of poverty. One 
approach lo measuring poverty is to define a baskel of goods 

and scrvi~ !hat i., rt'garded as the minimum rc,quired to suppon 
human lifo, hooseholdJ that hav,, incomes too low to allow thc,m 

topurdu.Rthal basicbundl .. dgoodsattttgardedasbeingin 
absolu1c,pcwc,rty. 

R=h published In 2008 by the, World Bank cbimcd 
that rw,w data on in~ and pricc.1 in UX:. revealed that 

global pcwc,rty w:u more, wide,;pread than had been previowly 
thougJu. hwasc51imatcdthathow.choldsinwhkh pc,ople were 
livingonlc,"5than$1.25per per"°"perday (inPPP$)should 

be ttgardcd as being in absolutc,pcw...-iy. In 2005, about 1.4 
billion people in !he world wc,rc, said to be living below this 
thttshold. Figure 22.9 show~ a regional distribution of poverty. 

On a more positive nor ... the research showed that there had 
becnsubstantlalprogrc,s., in the preccdingyc,arsin re<ludngthe 
number of people, in poverty, althoogh sub-Saharan Africa had 
ma<kl«sprogresathanothc,rrc,giom 

The, number of people living bclow d,c, povcny line is nor a 
perf= measure. In pankular, it would also be usc,fi.,J 10 know 
how far below the povc,rty line pc,oplc, att living, which would 
indic:atetheinten.,ityofpcn...ny. Ho,,,..,ver,rhisisnorcasylo 

m=sure. In 2010. the UNOP Launched a new povcny index, 
rheMuhidimen.,iona!Povc,rty Jndex(MPI).lhecoreideaofrhis 

index wa.s that people may , uffc,r deprivation in the three l:xosic 
componc,nu of human dcvdopmem (resources, edUC"Jtion and 
health). For example, households may have limited acceM to 

resource•. such asdeanwatN,sanirntion,transponorasp;eis 

such u a radio or refrig<'ra!or. lney can also be deprived 
ifchildttnareunablt'tocompletc,,chooling,orifthcyare 
malnourished. 

11,c, new index i., based on data ttbting to ten different 
depriv:itions, assembled from a single survey d households. n. .. 
..-,-eri1yofpcwc,rty isaL,ordatedtothc nunh:rofdimcnsions 

inwhichahouscholdisdq,rivcd - 1his ttflc,ct.stheintcmiry 

of poveny of pt'Ople in a hou..-hold. 11,c, index is interpreted 
as depicting the share of the, population that is poor acl'OSII the 

dimensionsofdeprivation,butadjustedbytheintc,nsltyofthc, 
deprivations. Figure 22.10 shows the index for the LOC. indud<ed 

in our sample. For Ethiopia, the interpretation woold be that 

nearly 4lM of pc,oplc sutT..r deprivation acro&5 the, dimensions of 
povniyrefl=edlntheindc,x. 

Pov...-tycanalsobed..finedinrelativctttms . Jf ahouschold 

has iruufficient income for itli members to p:uticipale in the 
normall!OciaJ lifc,ofthecountry, itissaidtobeinrebtive 
poverty. This too is <kflned in tc,nns of a poverty line, - this time 

it is 50% of the medfan (middl<'-ranked) household Wposable 
income. Relative poverty c:m occur in any .society, 

Ab&olure poverty and , .. Larive po>"eff)' refl= differml things. 

Absolute, poveny is about whether people, have mough to 
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Flg..,.22.!I Pe,centageofpopulatonofde~cou,trieslivingon 
~th,ni12Sper~ 

survive, wh~as rcbtivc poverty is more about incqualiry than 
about povt:ny. Thi,, i!, no1 to say th:11 reb.tlvt: po,-eny NKJUld no1 

be cl cooccm IO policy-maker.<, but people in abeolutc po,-eny 

dc~rly require Ullfcnt action. 

An important pan of devt:lopm=t is the provi.sion cl 
infrastructure. lnp:in.di.isisnecessarytohelpa!levfa1c 

povefty byprovidinge.sscntial servi«cs. llut there are oo:hcr 
vitalaspecuofinfrastructurethmareessentialformarkets 

Figur• 22 .10 TheMulticlimemi"""IPovertylndeot 
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toopcrnrecffectivcly. Thisispanicul:ulytruccltransport 
and communications and market facilltic.s. ~bny areas of 
inf=trocturedisplaychar.Kierwicsofpublicgoods. so th.n 

go...,,-nmenllnterventiooisessenti:IJ toeruureadcquate 
provisioo. (Publicgoodsw.,redi.scussedinO.aprer6.) 

A pr<.>blem for mJny lDCs, how<."Ver, is tha.1 die government does 

nO!have theresources toprovide thenecessaryinfrJstructur". 

• One common characterim:: of LDCs is the AL"latively low 
levelsofhumancapitalinthepopulation 

• IIT1)r011ements in education, healthcare and nutrition are a l 
neededinordertoraiselheskillsandproduc!Mtyoflabour. 

• Demographic factors are also important for LDCs, many of 
which have shown a more rapid rate of popujation growth 
thancanreadilybe resourced. 

• One result of the demographic situation is that many LOCs 
haveahighproportionofthepopulationwhoareaQe(I 
below 1 S yea~ - in some cases, more than half. 

• ~rtyiswidespread,anditsalleviationisal:eypartofthe 
development process 

22.5 The structure of 
economic activity in 
LDCs 

Dependence on the primary 
sector 
ln ev:i.lu:1tingthecharactenS{ic.scil.DC.5,itishclpfultoCOll.5ickr 

the sttucture of economic aclh"ity. One way of viewing thi.1 i.110 

consklertheseparationbctv.·=nprimary,sccondaryandteniary 
productionaC"livitics. Theprimmyseclorinvolvt:sthec,itraaion 
ofrawmaterialsandlhegrowingdcrops.ltincludesagrlcul!u,..,. 

the extraction of minerals (and oil), forestry, fishing and so on. 
lhe socot1dmysec10r is where these raw materials orcrop.1 are 
processed or transformed imo goods. It include$ various forms 

of manufacturing activiry, ranging from d,.., J>l"<X"$ingoffood 
fo the manufuaurc of moo:or vt:hid"" or computer equipment. 
1be terrinrySKIOf"is concerned ,,,ith the provi.sion of scn-ices. 

It include. tr:IIISJX>fl and oommunk:arion, hairdres.sing, linanci:ol 
= ·= and soon. A sub5ct clteniary activity involves intellectual 
=· = This is Klmetimes known :.s the qrmternllty SKIOr and 

includes hi-tcch induS1ry. informa!ion tedinology, 50ITlC forms ci 
sci<,ntifi<:: resear,::handothC"r'information product.I". 



Figure22.llcontr.l.'l1Sthcstruc.iured«onomicac.iivityin 
ts>.'O \'Cl)' different=-· - Ethiopi>. and rhc UK. 1'h,e.., datll. 

donO(exactlycorrcspondtotheprimary,5COOClcbryandto,rti>.ry 

divisions, as ' lndu,uy' i..,,., iocludt,,; nol only manufacturing 
activitybutalsomining,con.s(ructiOfl,cl.,.;:tricity,W'J\nandgas 

UnlhldKlngdom 

-
........... ~ .... -.. ~ 10'J:. 

~ 5-;:" 
~•\\'or!dBri 

Figu.-.22.11 Thestructu ... ofecooomkact»•ty, 2009{'1(, of GDP) 

Noncthclo,55, the «>ntrast is striking. ln the UK, the agricultural 
S<:CtCI' has dwindled almost to nO(hing, and ..,r»kcs havo, 

become the docninam form of ac.iivity, although industry .sti!l 
account, for rnoro, than a quarter of GOP. In Ethiopb. indusuy 

takes up only 10% d GOP - and ttmember this indudo,s no1t 

onlymanufacturing(~)butsome"otherforrnsdactivity 
(noci,bly, utUitics such as wat"' aOO =ergy supply) as wdl. 

Agricul!Utt,onthcod,.,rhand, is tho, largo,51 s.ingle scctor. 

Agr;rultu1ei1thela,gffisectoroleconomica.ct1,,.;1yinEth,opi1 

Indeed. many UX:S have an ==ic .suuaure that is strongly 

biued towards agriculrutt. Figuro, 22.12 MICJW5 the f>"T«ruage 
of GOP coming from the agricultural .sector (measured in IN'fll!l 
ofVlllueaddcd). lnint.-rprclingtheKdata.ilisimport:inttobe 

avo'att!hatlalx>urproductivitytn1dstobelov,·erinagrirulturo, 
1h:ininother.s«1or,i.ll,.,cb1ad..,,-d"~undermte1hc 

22.S The structure of economk activicy in LDCs -

"""' 
EthlOpla 

,0 

% olGDP 

Figurell .1l 'Theimport.v,ceofagncultln 

by tlx, importance d unrccmded agriculrunl production in the 
subsis!..ncc.tector.lnotherwords,iffartner5producefoodfor 
their own coruumption, this will no1 bo, included in GOP. 

Figutt22.13underlinc,the.siruationbysho"'ingih.c 
f>"<cnu age of the popul:uion !i,ing in mban areas. h would 
aPP""r that, for many of the low-incomo, countries in the group. 

tho, majority of 1h.:ir people arc ttl}ing CHI rural economic 
activities. ln manyU>Cs, th<ff'isastarkcontrnstbetween lhe 

impo,tanceofagricultuttin thestrucrurediheeoooomy, :uthe '!l. ofpopul8Uon 

pen:entageofthe Labour lam, o,ngaged in agrkullutt is higher' 

thantheagrlculruralshattofoutpuL Thisis furtherttinforccd Figure 22.nurti,npopuli1Don 
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urtx.n and the rural ar=.1. lhis shows up panly in temu of 
income differ~ as you might c,xpca from the differeru 
kinda of emplorment oppornmiry ava.il.,blc, in the urban arc,a,, 
Hov.'CVCf, it s1,o,.... up in O!her way,, 100 - for c,xample, in terms 

ofacces5to<!dU01tionandhealthcarc,,which1cndtobclxiter 
providcdintheurbana,.,as,panlybcc.,uac, many1eachc,rJ and 
docton1prc,fortolivethc,re. ln somc,coumries, lheinc,quality 
bctwel'n diffc,rc,nt regions is tan tamount to thc,rc, being a dual 

econ o m y. The C'COflomic acrivity in the, country rnkc,s pbcc in 

cwo quite diffe,.,nl .stylc,s. and a t<:>ditional rur:d .9CC!or may <:O­

ui.51 with a burgeoning modem sccror in the ufban arCII& 

ThiJ inequality befwcc,n "'gion.s in a country may have the dfect 

of t"IICOUraging mWation towards the dic,s. TI1erc, might be 
many reasons for thia. It may be that workers head for the cities 
bccausetheyarcattractedbythechanccofobrnininghigher 

wagesorlxitcrlivingconditions. Alternatively. households 
might decide- 10 sc,nd some memberJ to cam in the, city while, 

Wrestremaininthc,rural area. lhismightbcJttna.sawayof 

diversifyingriskrarherthanhavinaallhou,eholdmc,~aeli.ve 
inthcsamc-(ruraJ)l.,bourmarker. 

Sochmovernentsofpc,oplearelikdytopoec,!t'Yerc, 

problerm. Coruidcr Bot.sw=.l, for uamplc. In 1975 ju,t 11% d 
U populatiort liv,,,d in the urhan arc,as. Dy 2010 this had risc,n 
to more than 6()%. Botswana may 11<>1 have a maMivcly larS'" 

population (about 2 milliOfl in 2010), but for a government 
needing to pror.'ide public goods, such t'""Jpid utban expansion 
puts,ignificantpressure <>11utl:xminfrJS1ructure-roada. 

housing, water supply, sanitation and 50 Of\. Just as imporrnm, 
sudl migration puts =ormous pre.ssurc, Oil urbm l:ibour 
mackels.sothcproruionofjobsforalltheseadditionalworkc,rs 

bcoomc5 a 1rn1jor challenS'". ll,c, ""1 reJU II i.1 that many rural 
workers exch:inge poor living conditions in the rural arcu for 
unemploymentinanurbanc,nvironmfflt. 

The informal sector 
funhcrmore. a., c,mploymc-m in the, newer scctor!I cannot expand 

at such a rJte, the result is an expansion of the informal <e<:tor. 

Migr'J llt.! to the, city who rannot find work arc fore«! to find 
other forms d employment, :is mos1 lDCs do not have wdl~ 
dc,velopcd social sc,curity protc,ction. The cities o( m:iny lOC.. 

arethereforecharacrerisedbysub.suntialamountsofinforrnal 
activity. The, scale of the informal Stttoronbcsccn In 

figure 22.1-4, for c,xamplc,, in Ghana ~y 80% of ernploymer,t 
intheurbanarca.sism:i<kupdinformalactivity. 

Such informal activity coverJ a mullirudc of economic 
activities, such as hawker,, ..,]ling food al !he kerbside-, roadside 
barben and rickshaw dri~-ers. Hov.·evc, r, in some citic,,,, the, 

informal sccror ha., developc,d beyond 5UCh activi1ics. and you 

212 
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% oltotalurbanemployment 
(natlonaldellnlllon1,varlou1 yeut) 

Soura>c lntern.atonallabootOffice 

Figure ll.14 TheurN<\mlt,,malsector 

mightfindsn:dl m:inufacruringconcc,r,urecydingoldcarryrc,s 
asshoes.ocpackingcascsufumiturc,. 

i1Kgro,,.1hofthcurbanpopulat.ionm:iyha...,aternality 

dfects0fllivingstandardsintheurbanarc,ai;. lfthc,rei.1rapid 
growth cl the urban population, it is unlikely that 1hc authorities 
wiUbc,abletoensurcadcquatc,infraslnK."lutc,tocopew;.h ,hc, 

growing numbers of "'.sldents: for example. in renns of housing, 
warer supply or sanitation. This may lead to the growth of shanty 
towns - informal settlcmfflts in which new arrivals congregate, 

ofren in very poor condition•. figure 2215 illu151:t'""JteJ this. The 
as.sumptionhereis thatthcmarginalpriwtecostJfacedbyan 
individualmigrant (MPC)arc,k,,,,.,,.th:mthcmarginal .90cial cos!5 

(MSQbecau.,eofthcdfecuofcongcotion. lndivklualmigranrs 
will COfltinue to come to the, city up to the point where their 

o' '< 
Figurel2.15 TheeJ<temal,tyeffectof!TlOgra1ion 



marginalprivatebenefi.t.s3reequaltotheirmarginalprivatecruts 

(at Q
0
), whereas Q' would be better for society as a whole. 

In some ways the =istence of the informal sector may be 

seenasbeneficialforanLDC, asitoffersacopingscrategyfor 

the poor. and may even provide some training and skills that 

might bter help worlc"rs ro find employment in the modem or 

forrnalsector. Thesebenefitsneedtobeweighe<lagainstthe 
pcxential cosis arising from the =t.,malities mentioned earlier. 

Funhermore, if the informal sector acts as a o.,shi= for migrant 

workers,itispos.siblethatitwUlbeseenasreducingthe 

22.6 lhe diversify of less developed countries 11111 
to close the gap in living standards. Indeed, the term 'easl 

Asian miracle" was coin"d to describe how quickly th<,se new! )· 

indus triallst.'U economics had been able to develop. At the 

hean of th" success were four countri<,s: Hong Kong, Singapore. 

South Korea and Taiwan; others, such as Malaysia and Thailand, 

were not far behind. 

opponuniry cost of unemployment, which in rum could increase Tiger «onomies: • <JfOOP of """'Y industrialised ec:ooom"'5 in the 
the flow of migrants. ~::!oo ,egioo, including Hong Kong, Sir,gapore, South Korea and 

• Economicactivityrnnbeda11ifiedintoprimary,secondary 
and tertiary production ac:tivitie~ 

• Primaryactivitycentresonagricultureandmineral 
extraction;secondaryactMtyfocuo;esmainlyon 
manufacturingactivity;tertiaryactivityisconcernedwiththe 
provision of services 

• Many LDCs have an economic structure that is bia5ed 
towardstheprimary1ector. 

• Agricultureisoftencharacterisedbylowproductivity. 

• Theimportanceofagricultureisal5areflectedinthehigh 
proportionofthepopulationofmanyLDCsthatliveinrural 

• lnequalitybi>tweenruralandurbanareashasledtorapid 
internal migration in some LDCs, and to the growth of the 
urban informal sector. 

• Migrationputspressureonurbaninfrastructure. 

22.6 The diversity of less 
developed countries 

Although this chapter ha., identified a number of characteristics 

that many LDC.. seem ro have in common, it is difficult - and 

dangerous - to generalise too much when trying ro analyse LDCs 

or to devise a policy to foster development. This is because 

everycouncryhasitsownconfigurationofcharacteristics, 

strengths and weaknesses. To some extent, regional groupings 

of countries display some common features, but even here there 

remains an inherent diversity. 

The East Asian experience 
The rapid growth achieved by the East Asian tige r <.-conomks, 

as they came to be known, w as undoubiedly impressive , and 

held out hopethat ocherlessdevelopedcountries could begin 

twwly industrialised economies: PConomies that have experienced 
r"J"dPCooomk!P"owthlromthe1960stothep,esent 

Non.,ofthesecountriesenjoysarichsupplyofnarural 

resoura,s. Indeed. Hong Kong and Singapore are small dty­

states whose only narural resources are their excellent harbours 

and gocxl positions - but they have small populations. 

Thetigerssoonrealisedthat tod-,vdoprnanufacturing 

industryitwouldbecrucialrotapinto<,cooontiesofscale. This 

meantproducingon a scalethatwouldfaroutstripth.,sizeof 

th" ir domestic markets - which meant that they would have to 

relyoninternationaltrade.Onlrinthiswaywouldtheybeable 

togainthebenefitsofspecialisation 

By being very open to international trade and focusing on 

expons , th.,tigerswereabletoselltoalargermarket,and 

therebyimprovetheirefficiencythrougheconomiesofseale. 

This enabled them to enjoy a period of cxpor 1.k 'U g rowth. 

In other words, the tiger <,conomies <,xpanded by selling their 

<,xportstotherestoftheworld. and building a reputation for 

high-quality merchandise. This was helpedbyth.,irjudicious 

choice of mark"1s on which to focus : they chose ro move into 

areasofeconomicactivitythatwerebeingvacatedbythe 

mor" developed nations, which were producing n<,w sorts of 

product. 

Export-led growth: a 5'tuatioo in "t,ich economic growth is 
a<hieved throu#, the exploitaboo of PConomies of scale. made 
pm5'bleby focusir,gooexpo,ts.andso,eamir,gawide,market than 
would be av,.;lable within the domestic economy. 

Theexpon-led growthhl'J>Olh.,sisexplains pan of the succes,; of 

th., tigereconomies, buttherewereothercontributingfactors. 

The tiger economies nurtured their human capital and attrncted 

foreigninvestment. Th.,irgovemmentsintervenedtoinOuence 

the direction of the economy, but also encouraged markets 

to operate effectively. fostering ma==omic and political 

stabilityanddevelopinggocxlinfrastructure. Moreover. these 

countries embarked on th"ir growth period at a time when world 

trade overall was buoyant. 
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Sub-Saharan Africa 
The c,xperknce of coumriies in sub-SahMan Afric2 is in total 
con1r.1st101hc,successS1oryofthc,1igc,r~Ewcn 

accq>1iflsWlimita1ionsofthc,GDPpt'fcapiumc,a.sutt,thc,fact 
that insomc,counuic,s it waslowCT in 20CJ()than it had bc,c,n in 
197S(orc,venc,arliCT)p.ii n11adc,prc,ssingpkturc,.Can,ub­

S:mar.rnAfricalc,amfrom1hc,c,xpt'fi,en.cc,o{thctigc,r=-·• 
Panofthe-,xplanationforthc,faUurcofgrowthinthis 

ttgion t;.,, in the, fact !NI sub-Saharan Africa lade., many of 
the, pooitivc, f..arurea itii.1 t'rulbl«I the, 1qi:.,.-~ 10 grow. 
Expon..Jc,d growth i.s more difficuh for counlt>C$ th21 havc, 
•peciali ,ic,d in the production of gOOW for which <kmand i, n{){ 

buoyam. FunlK"rmore. ii i.s nO{ slr.llghtforw:ud IO ckvelop mew 
•peciali5alions if human a!ld physical capital lc,vds att low, 
thc, ,kUb fa new acti v~it-1 arc lacking and f>O"""Y i, rifc,. 

Ontheotherhand.con1inuingtorclyon,pcdaliaa1ionin 
agricuhutt when many of thc, po(cntial c,:<p011 markets are 
characteriJc,dby51rongpro(cctionism i.salso fraugh1wi1h 

difficuhy. Encour-Jging ck,vc,Jopme nt when therc, i, political 
instabUity. and when markc,u do nO{ opcr:uc, dfcctivdy, is a 

ma;o,- challengc,. 
Thc, c,xpc,ric,ncc, d thc, 2000s was rJthc,r morc, encouraging, as 

!K)fflc, =><>mics in sub-Saharan Afric'~ began 10IDOW ,igns d 
progrC11S in tc,rms of «onomk growth and dcvdopmem. This is 

c,videntinFigutt22. 16. whlch showsannu:i.lgrmvthra=fora 
selcctionofcoun1ricsinsub-Sah:u-:inAfricasincc,l990. Forthese 

=onomics at leaSI. the, 2000s offCTcd promise of improvement. 
Uganda consistently outperformed SJ'0"'1h In 11,c, world,.,. a 
whole, and T:ulZ:Ulia did IO aftCT thc, late 199()s. Funhrrmore, 

UlCK"~maintainedpo.,itiwcgrowthrateawhenthc, 
.,,u,ida.1awholc,showe-dnc,gative8J'0"'1hin2009.Camrroon. 
wrruthroughaperiodinthcc,arlyl990sofcon1inuous 

Figun2l .16 Growthonselectedcoi.ontnesonsiJ:>-S..ha-•nAfnc.a 
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re=Mion. but thc,n rc,covffed in the, 2000s. Sub-Saharan Africa as 

awholc,=prric,ncc,dgrowthrateshiglK"r1hanln1he worldasa 

whole throughou1 !he 20()()s. 

Although thism:iy.1ttm encouraging, ii rcmainslObe..,.,., 
whetherthitperfom= canbemain1aineda.1thc,gl<:hil 
=~Y Slrugglc,s 10 recovc,r - and whcthCT this performancr 
canbereplicauc,dbyotlK"r oooocmicsinthc region. Notice 
!Nt thc, growth ntc,s shown here att for GDP, not for GDP per 
capiu.,soa,-nagc inoomcs"'"CTenO{risinga.tquklrly:l.'lmight 

beinfrrrcd fromthc figutt. 

Latin America 
Countries in1"tin Amc,ric:;, follo,1:c,dyet an{){herpath. 
lrn=- was a pt'fiod in which thc, «ooomit's of Argc,ndna, 
Brazil and Mex ico. among others. ,,,ere ablc, to grow npidly, 

enabling them to qualify as 'newly industTlaliscd «onomie5'. 
However. suchgrowihcouldnotbesUSlain,:dinthefacc,of 
1hehighra1esof infla1ionthat affiktedmanyof the eountric,,in 

1hisregion.espe<,iallyduringthc, J960s. lndec,d.many of 1hem 
experiencc,d bout., of hyperinflatlon. inhibiting «onomic 

g""'1h. 
In pan thi• n,fk-c,ed fiscal indiscipline , with govrrnmenu 

unckrtakinghighlevc, lsofc:xpenditurc,whkhtheyfinancc,dby 

printing money. In many cases. countries in this region have 
tendNI 10 be rdative ly clo.,ecl to international tr:>de. International 
ddxttachedunsu.Hainablelewcls.and con1inucs10lu.unt 

countrie.s.suchasA,w,ntirui"''hk h,in2IXIS,wro(eoff i1sdcblby 
offeringit,;crcditonabout 3:,M,of thc, va]ueof itsootstanding 
ddx. Around thr=-quartCTS of the, creditors K'C'C"p(cd the, ckal, 

knowifls that otherwise, they would p~y gc,i nothing at all 
Howc,vrr, whetlK"r an)Qrle will be prepared IO lend 10 Argentin2 
In the fururc, rcmainslObe-""'<l, 1"tin Amcricin~s:i.Jso 

tc,ndrobe~byhighle,-elsolinoomeiocquality,and 

poveny =nains a m..jor problem. 

The BRIC countries 
In thc c,arly ZOO()s, a group cl countries wrre idcnt tfic,d as 
experic,ndng rapid economic growth and closing the gap on 

thedeveloped economiC'I. Toc,se werellrnil. Russia, lndia and 
Oi.ina; they became known as the BRIC cconomic,s. Although 
originallythegroupwas simplyasetofcountriC'lidentififfias 

having oome characteristic., in common, the coontric,s began 

forming a pol itical group and having summit ml'ClioSS, and 
in2011theyinvited SouthAfrica tojoin them. Allhispoimin 

time. thc, BRIC.. accounted for about l!M d world GDP and 
15% of world trade , and contained about 4(Jlob of the world", 
population. If economic growth cconlinues at CUl'fent rdtC'I, the 

group will gain increa5ing «onomk and political influence, 

reb1iwcrotheG7 
Fqj:urc, 22.17 shows eccnomk growth in ihc, origin:i.l four BRIC 

countries,incc, 1999.withthcgrowthraleforthc,world asa 
whole roprovidc,oon!CXl.1beconsistencyandr.ipidityofgrm,,1h 

duringthe2XXXJllreveal.twhythesecountric,s wCTe singledou1 



India - China - World 

Sourt:e:Worldllilnk 

Figurell .17 Growthlf1theBRICccu,tnes 

forattenlion,althoug.hBrarilwaspcrhapsratherl"""succesdu! 

in 1mn11 d iU growth rat"" What m:ik"'5 this performance more 
S1:Utlingi.,thc,sizcdthek:e«ll'IOfl'lies,bothinpopula1ionand 
in the size, c:/CDP. The achi<:vcmmtsofrhe ~of China 

and lndiaarc,especiaUy impre.'llliVC", in "achc:ueswtingfroma 
rdati..,Jylowhasie-andforthcsietwoe«ll'IOfl'lies,thcgrowth 

~robuslinthefaceoftheglob>lrcce.'lllion.H~""•thc 
faC10lliunderlyingthcgfO'A.1hp,!fformo.ncewen:"differ=rin~d, 
ca.5<', a,; thc5e economics ar" all al very diff.,rcnr stagn in t=ns 

of a~" incomes and display difforcnr charactrristics, both 

politic:!.Uy and economically. 

22.6 lhe diversicy of less developed countries 11111 

Table22.1 prD'iides11selKtionoflndicatorsforthreecounlries. 
One a these is in sub·Sllhllrllrl Africa. one is in southeait ~a 
.-indtheotherisinllltinArnerica. Sttifyouc11nidentifywhich 
is which. 

Table22.1 SPlectedsundardofllw,gondiuttnfor1tvHcoonl!W!S 

CountryA C-try8 Country( 

Lifu,cpewrqatbirth 69.6 S2.1 
,_ 
!'q>ul.,licnJ>"Owth. 3.2 
1975---2005(%p . .a.) 

%of population ...-.:!er 
1S)'!'ars 

%olpopulabonw;1h 
accesstosalewatef, 

""ol adull5~ed1S-49 
IMng"ithHIV/AIOS 

Growth of GOP per 
upita.\975---ZOOS 
(,.p.a.) 

Expo<tsolprim.ygoods 22 
(""of allmen:hardise 

'"°"" Notediuarefot200Si.ri1ess0lherwisestat•d 

~·MirrY11~rR.,_r2007/08 

• Thi1 s.uccess arose from a combination of circumstar1ces, 
ir1dudir1gahighdegreeofopenr1esstointematior1altrade, 
which wa11~n a1 crucial if economies of scale wefl:' to be 

• H=ver,thetigersarealsocharacterisedbyhi9hlevelsof 
human capital and politic~ ar1d macroeconomic stability. 

• lr1cor1trast,countrieslnsub-SaharanAfricahavestagnated: 
ir1 some caS6, rtal per capita irKomes were lc,,yl:'f in 2000 
th11ntheyhadbeeni111975 

• Countrie-s in llltin America began wel. experiencir,g growth 
foraperiod,butlhenranlntoeconomlcdifficulties. 
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A Level 
Part 4: The macroeconomy 

2 3 Modelling the economy 

In seeking to understand how the macroeconomy 
operates. we need to simplify the real world by the use 
of macroeconomic models that enable us to focus on the 
key re/atiornhlps. This chapter begins with a reminder of 
the aggrer;ate demand/aggregate supply (AD/AS) model 
first introduced In Chapter 7. Keynesian and Monetaris t 
economist$ make different assumptions about the nature 
of aggre9ate supply, which ha~ Important implications 
for the nature of equ/1/brlum In the macroeconomy. The 
Keynesian approach to macroeconomic equilibrium is 
Illustrated by using the •ggre9ate expenditurf!'- income 
model, sometl~s known as the 'Keynesian cross'. The 
chapter also dlsnmes notions of full~ mp/oyment 
income, the multiplier and~ accelerator. 

Learning outcomes 
After st udying t his chaptt r, you sho uld : 
• be famiiar with Keynesian and Monetarist approaches to 

aggre9<1tesupply 
• appreciatethesignificanceoftheseapproadiesforthe 

nature of macroeconomic equilibrium 
• befamliarwiththeaggregatee~ditl.JfHncorne 

approachtoincomecleterl'nnation 
• understandthenotionoffull~mploymentincomc 
• understandthenatureoft~e multiplier andaccelerator I 

processes. and the interaction between them. ____) 

23.1 Monetarist and 
Keynesian approaches 
to the macroeconomy 

Econorn.isuh:i.veadop!cdv:iriou1approachcs tomodclling 

schools of though! arc the Monct:trisu and Kcynesian.1, wllo 
came to very different vicW5 about the nature ci macroeconomic 
equUibrium.AkcypointofdiffcrcnccisintheirVllrying 
approach towards aggrcg3tC supply in the AO'AS model di.at was 

introduced during AS F.ronomics. 

Macroeconomic equilibrium in 
the short run 
Figurc 23.1 illustr,ucs short-run macroeconomic equilibrium. 
Suppos,c that the cconomy begins in equilibrium wi1h 
aggregate dtmand curvc AD, and the s h o r t-run aggregate 
s upply c urve af SAS .. Reaitl from Cha peer 7 that the 
main component$ of aggregate demand arc consumption, 
investment, government spending and nc1 cxporu. Thc 
short-run aggrega te supply curve sho,11s how much output 
firms w01Jld be prcparcd to .supply in the .short run at any 
gh= ovcra.ll price level. Maaoc«>nomic equilibrium is 

achicvcd wi1h rcal output given by Y0 and with the over.ill 
pricclcvclatP,. 

P, 
P, 

P, 

macroeconomic equilibrium, making diffcrem a.w.,mptions about RH I output 
howthccconomyopcflltcsalthca~tclcvd. Two important Figure23.1 Shon.,unll'IKfOeCOflOffcequlrbflllfll 
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23. 1 Mone1ariS1 and Keyneoan approaches 10 lhe macroeconomy 1111 

lffor1101T1ereaK>n thereisanincreasc inaggrega1edernand 
from AD0 to AD,. then the immn:liato, r'C"ponse ls a movcrnent 

alongthcSA.Scurvc,, withr=J01J1pu1increa.sing 10 l',andthc 

p~ level rising 10 P,. What is happening here is 1hli1 firms 
are responding to the~· - in d=iand, expanding their 
produdion u pncn me. 

The lllllcroeconomy ma,y no1: settle for long at chi., new 
posilion.As priccsri.se.thcrewillbefonheradjusuncm., .. For 
example, workers may bid for higher wages to compensate 
forthehlgherpriccs, andfinmmay charge higherprkc-s for 
the component.1 that they supply to other firms. Or it may be 

that firms have to pay workers at overtime mtes in o rder to 

induce them to work longer hours - especially if the economy 
is cl~ 10 hs full -., rnploymem po<itlon. TIICsc effects will feN:l 

back o n to the co..u faced by firms . A• this happem, firms will 
be preparcd10,upply le,soutpma1 any glvenover:dl price 

long·runagg,.g•t•u1pplyc11rve: arurvethatshc,,.,.,the ilmount 
of roal output that will be s.u~ied in the economy in the long n.w, at 
antgivent111e<allpricelevel 

level, and the shon-run aggregatc supply curve will ,hift to R4olll-pul 
thclcft. Figu,.23.2 tvbcroecaanoceq..ohbnum..,.,...lf'd 

In Figure 2}. I , this is represcnted by the shift frcm SAS
0 

10 

SAS,. The ov,,,raU price riscs again, but real output ncn,,• f:ills 
back Indeed, in Figure 23.1, thclcvd ofrcaloutputretumsto 
its origina l level at Y, , bu1widiahigher ovcr.i.Uprice levela t 

P,.This S1Jggests !h.a! an increasc in 3ggregate demand may lead 
to higherreal outputintheshortrun,but1hat1hi,maynotbea 
permanent increase. 

Macroeconomic equilibrium in 
the long run 
It was argued above tha1 1he adjusimcnts to an increasc 

in aggregatedem.:mdmayoffsct the initial increaJc in real 
o utput . Indeed, ii could be argued that there isa full-capacity 
level of rea l output beyond which no incrcaJc in rea l oU!pUI 

can be sustained. This full-capacity lcvel of output rcnccts 
full e mployment, and is known as the full -e nq>Joym c nl 
Income . ln the short run, output may rise beyond thi, , bu t 

o nly if fir r115 arc able to employ workcu on overtime , which 
is nCA likely to be , uatainable inth., [ong t"rmaa it adds 
to the firm•' labour co,ts. This SUggc'Sts thlu the lo n g-r un 

aggrcgatc s upply c un·c is different in characlcr from the 
shon-run version. 

Figure 23.2iUustratcsthcsitu:1tion.Asbcfott,ADisthc 
aggrrgaie demand curve, with the chief components of aggrega te 

demand agai n being consumption, invesirnent, government 
spending and nct cxpons. AS is the aggregate supply curve, 
w hich becomes vcrtic-~J at die full capacity le,-.:J of ou tput. In 

other word~. )'" represents the maximum amount of ou tput that 
thecconomy canproducc inapcriodif allits l"C$0\lrcC.Sare 
being full y utlUsed. ThiJ is die full-employment levcl of outpuL 

To.. int=tion of AD and AS provi<k,, thc rquUibrium position 
for thc economy, with P" in Figure 23.2 being thc equilibrium 
price level. Remember that the AD cu""" is very different in 

narur.. frcm thc individual demand curve for a commodity. Here 
thcrela1ionship isbm,.'Cen thctotal demand for goods and 

servicesandthcovcr.illpricclevel. 
It is important to be aware of a debate that developed over 

the shap<:" of the aggregate supply curve. This is important 

becauscithasimplic-Ationsfortheconductandeffcccivencs.,of 
policy options, whkh will be discussed in 0,3pter 27. 

During the 1970!, an influential school of ma<:rocconomiJts, 

whkh became known a.s thc Monetarist school, argued that the 

economy would always COfl""1"ge or, an equmbnum level of 
outputdutthcyrefCrTCdtoa.11thct1al11m/r,ueofomput.1lw:y 

also argued !hat die adj=rnenr to this natural r:,tc would be 
rapid,perhapsalmo:5tinstantaneous.Associato:lwithdiislong­
run equilibrium ~ a na lnr.i l rate of 11nc m1>loyn>enL In this 

casc,thclong-runrcbtionshipbm,...,.,.,"881"'gaicsupplyandthc 
price level would be vcnkal, as shown in F®Jrc 23J, Here )'" is 
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m Modelling the economy 

1hefull-employmentlevddaggreg.,tcoutpu1-the naturalr:ue 
of output. In thisviewdthe wodd, a change in theO'l'tta!J prin, 
lcvcldoc.notaff«taggrcg.,teoutputbccauacthe=~y 
alwaysrcadjusisr:1pidlyb.;icktofullcmploymcnt. lndc.,d,no 
change in aggr<'g.,1e demand can affect aggregate output, as ii is 

only1hepriccl<'vdth:11willadjuS1torcstorccquilibrium. 

is opcr.uing below 1hi., level d output. aggreg.,tc supply is 
somewhat acnsilivc 10 the prin, level. beoomlng steeper as full 

ernploymemisapproachcd. 

Real output 

Real output Figure2l.4 Aggregatesupplyinthelo,,gr....-.('~a,n""ew) 
Figur1123.3Agg,egatesupplyiolhelong,un('MQ<l('t1r1St'view) 

An oppo!iin3 school d though! (dtcn known as 1he Keynesian 
5Chool) held tha1 the macrocconomy was nol sufficiently 
llcxible co enable cominuous full employment. They arguffl 

thal the economy co.old senle al an equilibrium position below 
full cmployrnem, al lca.st in the medium term. In panicular. 
inflexibilities in labour markets would prcvent acljustmctU. For 

cxampk. if firms had pcMimistk expe,c1ations about aggrcgatc 
demand, and thu.s reduced their supply d output , this would 
lead to lower incomca because d workers being laid df. This 

would then me:,n that aggregatc demand was indeed deficient, 
so fim,s· pessimi.sm was self-fulfilling. Pe.s.simistic expectations 
would also affect i,wesuncnt. and thus have an impacr co the 

long-runproductivecapadtyof1hceconomy 
Keyne.sian arguments led 10 a belief 1ha1 1herc would be 

a r:ingc of ou1pu1s Ovt'f which a!!,llrcgalc supply would be 

upward sloping. Figure 23.4 illustrates such an aggregate supply 
curve, and will be familiar from Chapter 7. ln thio diagram, Y' 

slill repreoem., full employment: however, when the =~y 
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l11C' policy implications of the Monetarist AS curve are strong. If 
,he ==r alw:ays converges rapidly on the full-employment 
lcvelofoutpu1,nocllangcdaggreg:itcdcrnandClllhavcany 
e.ffeaexcepton 1he price l<'vcl. This isrcadilysccn in FigurcU.5 

whcre,rcgardleMdthcposilionofthcaggreg;llCdcrnandcurvc, 
!he Level of real ou!pUI 1'1!'1Tlains at )"'. If aggrcple demand is low al 

ADO' then !he price l<'vcl is a1'o rcl.ltivcly low. at Pr An=· - • 
'"f,WC(PIC demand co AD, niscs the price l<'vcl 10 P, bu lea,-cs real 
outpu1at l "'.lnsuchawa1d.onlyach:tngeth.i.taffectsthcp<lfiitior! 

d the aggresa1e &upply aJtVC has any effect on real ou1put. 

RH loutput 

Figure 23.5 A demand--side shift wrth;, vertic;,IAS curve 



Usrlg anAO'A5 diagram, anal)¥ the effect on 
macroeoonomic equilibrium of an increase in the price of oil 
thatcausestheA5c1.KVetos.hft.Conductthisexperiment 
under Monetarist and Keynesian assumptions about the 
shapeofthelong-runA5rurve 

• 1n using the AD/AS model, it is useful to distinguish 
between Monetairht and Keynesian views about the shape 
of aggregate supply. 

• Monetarist KOnomsts have argued that the economy 
alwaysconvergesrapidlyonequilibriumatthenaturalrate 
of output, implying thatchangesinaggregatedemandhave 
animpactoolyonpric.es,leavingrealoutputunallected. 
Theaggregate:1Upplycurveinthisworldisvertlcal. 

• TheK~ianviewisthattheeconomymaysettleinan 
equilibrium that is below full employment and that there 
isarangeomwhichtheaggregatesupply~slope,s 
upwards. 

23.2 A Keynesian approach 
to macroeconomic 
equilibrium 

Given the Keyoc,5ian view of aggrqµ"" supply. the po15irion 

of the aggtCS3tc ckm.and = bc<:omc$ significant. If ADi.1 

locatcdintheupward--slopingpandtheASC!.IO'e.thcflW 

nucrocconomy is arngh1 bdow the natur.tl rate of output. and 
there wit! be unemployed rC"SOUrcn in the economy. In the re!il 
of this chapter. attention focuses on how inromc i., detemtint"'d 

relative to aggregate expenditure. 

The circular flow of income, 
expenditure and output 
As:sumeforthcrr.or=m thattherearejusttl\·otypesof 

economic agent in an =-y: hou..eholds and firms. In 
other words. ignore the go,.==t and a.ssume Wre is no 
in1ernationaltr.1de. (Thcscwillb,.,brough1backintothcpicrure 

soon.) \l'e aJ,o aMUme that al! fae1ors of production are owned 

23 .2 A Keynes;an awroach to macroeconomic equWb,;um 1111 
In thi!!simpleworld.a.s.sume thatlirmsproducegoodsand 

hire labour and other factor inputs from hou5tholds. Al,o 

as.sume that Wy buy invc.sun,,nt goods from other finns. for 
which purpose they need to borrow in a financial rnarkCI 
Householdi! 51.lpply their labour (and ocher fa<:tor inputs) and 
buy consumer goods. ln return for supplying fa<:tor input.1. 
households receive incom<'. pan of which they i;pmd on 

conswnergoodsandpanofwhichtheysavcinthefinanclal 
mark<"!. 

If you examine the monetary flow, in this ,xonomy, you can 
~ how the economy opc,r:ate-s. In Figure 23.6 the blue arrow 
sh,-sthe Row of income, thargoe"5frorn firms to households as 

payment for their facror servkct (bbour, bnd and capital). The, 

ttd am:,w, show wh:u h.ippn15 to W output produced by firm.: 
pan of ii SPCS to houRhokb in the form oi coruumer goods 
(c:);there-stflowsbQdctootherfirmsasinve"$lmen1goods(J). 

The sr= arrows show the expenditure flows back to Finns. 
par! of which Is for COll.Sl.lfIX'I" goods (G) from houRhokl,. and 

par! for investment goods (f) from firms. The circle i.< d06Cd by 
households" savings. by which par! o f their income is invc5ted 
inthefinancialrnarket:thi.<i.<thenborrowedbyfirmstofinance 

their purchases of investment good,. lbe"'" flows are shown 
by the oronge arrows. This model is som<"time-s known as the 
circular Dow model. 

As this is a dosed l}'Sletn. these, Dow$ mU!il balance. Thi< 
m=ns that there are tlvee- ways in which the tocal amount oi 
economic activity in this economy ran ~ measun:-d (indicated 

bythccrc,u.Unesinthefigure): byWincomesthatfirm.spay 
out, by W total amount of output that i.< produced, or by !Ola] 

expenditure. Whichever memod i.< chosen, it should give the 

sameresult,a5wasdiscus.sedin0iap""r21. 
A real-world economy is more complicated than lhis. 90 it is 

also necessary to take into account the economic activities of 

govemmentandthefactthatccooomieaengageinin1ernational 
trade, so that someoithcoutput produced is ,old abroad 
and~oftheexpenditureg°"'onfore-igngoodsand 

and supplied to firm,; by households Figure 21., The ortUar flow of income. ""?ffld,nn and ou~ut 
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m Modelling the economy 

The aggregate expenditure-­
income model 
The full vnsion ol aggr~te expenditure can be written as: 

~AEdcnocesaggregatecxpcnditure.Ciscomumption.l 
is in""5Unent, Gis government 5pcnding, X is cxports and Mis 

""""'"· his important 10 nolke that when we ob,c....., the ==y 
and ~•urc these items ci expenditure, invcruory (•ock) 

ch:rnge,s arc included as palt ci invc,unent. In 1hls model, 
~uilibrium is intt'fprclcd as a stue in which the plans of 
==ic agcnu in the economy (that is, hoo...holds, firms and 

O{hen,)arc fulfilled. lffirmsfind1ha1thcyhaveproduccdmorc 
output than i.! subsequentlypurcha5Cd, the ir inventory holdings 
incr..-ase.Thus,althoughafter1hecventexpcnditure always 

~ualsourput,thisisbccauK'anydiK"quilibriumisrdlectedin 

unplanned inventory changes. 

Consumption 
Consumption is the largest si ngle component of aggregate 
<kmand. What factOl'!I could be expe,ctcd to influence, the &iz.e 
of tOlal ~pending by houschokW John Maynard Keyne5, in his 

influc,mial book Tbe Ge11eml 1b«>ry of Empit:,Jmem. luterest and 

. UO""J',publishedin 1936.suggeSfedtha1themosrimportan1 
de!erminam is dlsposahlclnc<> n>e. 

In 01hc,r words. as real incomes rue. household, will rend to 

spend more. Hoo,,·evn, Keynes also pointed out th:ll they would 

nOlspcndallol:rninctea.seinincome,burwould""""'sorneol 
ii. Ke}T>e!I defined the m•crai,:c p ropc n~lly to cons mnc as the 
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mti-0 of ==µlion 10 income, and the m:,rglnal propensity 
tocons1rn.., as!heproponionofani11cn;(lsi,indi,pos:,blc 
income that houschokb would ck,va(e to coosumption. 

Avtr.gepro.-nsttyto«>n....,.: thepropornonol~that 
hcusehclikdevotetoCOOlu:npt,on. 

M..-gin•lp,opensitytoco...u1M: 1heproport,onofaddition~ 
in<anedewtedtoCOOSUT1ption 

Extension: other influences on 
consumption 
later writers argued that consum~ion docs noc necessarily 
depend U(>Oll eurr<."flt income alone. For ex:imple. Milton 
Friedman put forwJrd the p,.,rmrm,.,/t incomo hypothesis, which 

suggested that consumers take dcci.!ioru about consum~ion 
based on a nOlion of their permanent. or normal. income 
level.s ~ that i.-!, the income that they expect to receive over a 

five- or ten-year time llorizon. This suggesu that hou...eholds 
do no1 ncce5Sarily vary their eoruumption patterns in r,,spon&e 
10 diangc, in inromc that they perceive to be only transitory . 

An a.ssoc:iarcd theory is rhc liffl-C)'Cll!b)po,bl!sis. de,clopcd by 
Ando Modigli:uti. who suggested that household, smOOlh their 
consump!ion ovn their lifNimcs, on the ba5is of their cipCC!Cd 

lifetime incomes. To,u. people rend to b«row in their youth 
ag:iinst futuK income, then in middle age. whc,n earning more 
strongly,1hc,ypaydfthcirdebtsandsa=inprcpar:1.1ion10 

fund their comumption in retirement. Consumption thus v.i.rrl! 

by much less than income,andisbascdonexpcctedlifNimc 

=tlngs rather than on ctuTrot income. 

Howcvn, income will not be the only influence on coruumption. 
Consumption may abo depend panly on the uw,f1b of a 
houschokl.Aswehavcseen,incomcandwcahhareno1thc 

same. Income accrues during a period as a reward for the 
supply of factor ...ervices. such u labour. \l'cahh. on the Olher 
hand.rep,-cacntsthc1S1ockofaccumulatcdpastsavings.lfyou 

like, wealth can be thought of in terms of 1he asset holdings of 

houscholds. lfhouseholdsexperienccanincreascintheira.sset 

holdings,rhi.'lmayinfluenccthelr spcndingdedsion• 
Furthermore, if part ofltouschol<lspcndingis financed by 

borrowing,therateofinterestmaybesignificantininOuendng 

the to1:al amount ci consumption 11pCnding. An incre""' in 
ther:ateolint..,rc51thatraises theeostofborrowingmaydNer 

consumpcion. At !he same time it mayencourJge ""ving, as the 
rctumon"3ving is highcrwhentheintercSfr:atei,highcr. ~ 

me d interest may also have an indircd effect on e<:>nsumption 

rhroughitsdfectonthcviiluc, ofaMCtholdings. ln addirm, 
houscholdsmaybeinflucneedintheirCO'Uump1iondecisions 

bythcircxperunioruabou1furureinflation.NoticcthatJOmeol 



these effects may noc be instantaneous: that is, consumption may 
adjustrochangesinitsdeterrninantsonlyafteratimelag. 

This cons umptio n function can be portrayed as a 

relationship between consumption and income. Figure 23.7 
focusesontherelationshipbetweenconsumpiionandhousehold 
income,ceterisparibus:inocherwords,indrawingthe 

relationship between consumption and income. it is assumed 
that the ocher detenninants of consumptiOfl, such as wealth 
andtheinterestrate.remainconsrnnt.Achangeinanyofthese 
otherinfluenceswillaffectthepositionoftheline.NO{icethat 

the marginal propensity IO consume (J,JPC) is the .slope of this 
line. For=ample, iftheMPCis0.7, this means that for every 

additional ,UOO of income received by households, ,l.70 would be 
spent on consumpiion and the remaining ,I.JO would be saved. 

Figurell .7 Thernmumptinnfur>ctinn 

Investment 
The race of interest is also likely to be an important influence 

on firms" decisions abou! investment spending. Again, this is 
becausetheinterestraterepresentsthecostofborrowing;so,if 
firms need to borrow in order to undenake investment, they may 

be discouraged from spending on investment goods when the 
rateofinterestisrelativelyhigh 

lnvestmentleadstoan increaseintheproductivecapacity 

of the economy. byincreasingthestockofcapitalavailablefor 
producrion. This capital stock comprises plant and machinery, 
vehicles and oche-r transport e<JUipmem. and buildings. including 

new dwelling,. which provide a supply of housing services over 
a long period 

23 .2 A Keynesian approach to macroeconomic equilibrium 11111 
Although important, the rate of inte-rest is not likely to be 

the only facror that decermines how much invesonent firms 
choose to undertake. First,nocallinvesonenthastobefunded 

from borrowing - firms may be able to use past p!OOts for 
this purpose. However, if firms choose to do this. they face an 
opportunity cost. Profits can be used to buy financial assets that 

willprovidearateofreturndependentontherateofinterest. 
The rate of interest is thus still important. as it represents the 
opportunity cost of an investment project. 

Jn considering an investment project, firms will need to form 
expecrntions about the future stream of earnings that will flow 
from the investment. Their expectations about the future state of 
the economy (and the demand for their product,) will thus be 
an· ponant "nfluence on current· vestment. Th"s ·s one reasor, 

why it is argued that inflation is damaging for an economy, a, a 

high rate of inflation increases uncen:aintyaboutthefutureand 
may dampen firms' =pectations about future demand, thereby 
discouraginginvesonent. 

Figure 23.8 shows the relationship between invesunent and 
the rate of interest. Theinvestmentdemandfuncrion/"'is 
downward sloping because investment is relatively low when 

the rate of interest is relatively high. An improvement in business 
confidenceforthefuturewouldresultinmoreinvestmentbeing 

undertaken at any given interest rate, so the invesonent function 
would move from /

00 
to /m. 

Flgure23.81nves!mefltandthe,ateolinte<est 

Government expenditure 
By and large, you mighc expect government =penditure to be 
decided by different criteria from those influencing private sector 

=penditures. Indeed, some aspects of government =penditure 
might be regarded as pan of macroeconomic policy, as will 
be seen in Oiapter 'Zl. Some O{her aspects of government 
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expenditure may vary automatically with nriations in the overall 
levd of economic activiry over time. The effects of this will also 

beexaminedinChapter27. 

From the poim of view of investigating macroeconomic 
equilibrium. however. govemmem expenditure can be reg:,n:led 
as mainly autonomous: that is. independent d the variables 

inthemodelthatwillbeconstructedinthischapterandthe 
following one. 

Trade in goods and services 
FinaUy,therearethefactorsthatmayinOuenceth.,levelof 
exports and imports. One factor that will affect lxxh d these is 
the=changeratebetweenthehomeandO!hercurrendes.This 

affects the relative prices d home-produced goods and those 
produredoverseas. Otherthingsbeingequal,anincreaseinthe 
foreign =change rate makes domestic exports less competitive 

and imports into the economy from overseas more competitive. 
However. the demand for =pons and imports wUJ also 

depend upon the relative prires d goods produced in the 

domestic economy and the rest of the world. If domestic inOation 
is high relative to elsewhere, again this will tend to make 
expons less competitive and imports more competitive. Thes,, 

effects were examined in Chapter 9. where it was shown that 
movements in the =change rate tend to counteract changes in 

relativepriresbetweencountries 
In addition, the demand for imports into the home economy 

will depend panly upon the level of dom.,stic aggregate income, 

and the demand for exports will depend partly upon the level of 
incom<,sintherestdtheworld. 

Income determination in 
a closed economy with no 
government 
In order to explore the notion d macroeconomic equilibrium, it 

helps to simplify the model by considering an economy in which 
there is no international trade (i.e. a closed economy) and no 

government. These assump1ioru wm be relaxed in the next section 

In this simple world, aggregate =penditure has just two 

components - consumption (C) and investment({). In O!her 

words: 

Income received by households (Y) is allocated to consumption 
andsaving(S).So: 

As mentioned earlier. equilibrium is said to occur when the 
plans of households and firms are mutually compatibl.,. Jn O!her 

words, equilibrium is where the production plans of firms are 
consistentwiththeconsumptionandsavingplansofhouseholds. 
If we assume that consumption plans of households are always 
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fulfilled, this is tantamount to saying that equilibrium will occur 
whenplannedinvestmentisequaltoplannedsaving. 

There are two ways of specifying this equilibrium - and of 

depictingitdiagrammatically.First.equilibriumcanbeseen 
whenplannedaggregateexpenditure(AE)isequaltoreal 
income (Y). Second, because consumption (G) is pan of lxxh 
income and expenditure, equilibrium occurs when planned 
investmentisequaltoplannedsaving. 

lnFigure23.9.aggregate=penditureisshownonthe 
venical axis, and income (GDP) on the horizontal axis. The 

points at which AE • Y can be represented by a line drawn at 
a45°anglefromtheorigin.lnthissimplifiedversionofthe 

model there are two items of expenditure, consumption (C) , 

which varies with income, and investment({), which does nOI. 
The AE - C + I line thus shows how aggregate expenditure 

varies with income. The intersection of AE with the 45° line 
shows the unique point at which the equilibrium condition 
holds true. with AE" being equilibrium aggregate expenditure 

and rbeingincome. 

lncome (G OP) 

Figure23.9 Equilib<iumintheincome---,,xpend.turt'model 

An important question is whether the economy wUJ move 

towards this equilibrium. and by what mechanism. Figure 2,3.10 
Ulustrates this. r is the potential equilibrium point, but suppose 
that firm," production decisions result in income being below 

the equilibrium level at Y
0
• lnthissituation,desiredaggregate 

=penditure is AE
0 
but this is higher than real income Y0. The 

resultofthisisthatfirmswUJfindthattheirinventoriesarebeing 

run down in order to meet demand. Another way of looking 
atthisisthatthereisan,mplmmedfallininventories - which 

indicates there is disequilibrium. Firms are likely to respond to 

thi,byincreasingo1.nput,thusleadingtoanincreaseinincome. 
The <,conomy will thus move towards the equilibrium at Y'. 

Asimilarpanememergesifrealincomeisabovethe 

"quiHbrium. For example, suppose real income is at Y, 
Aggregate expenditure (at AE,) is now too low to account for 

total output, and firms wUJ find that their inventories stan to 



Y0 r Y, 

Figur•23.10 React,,ngequ,l,bm.m 

lncorne(GDP) 

build up. The response is likely to be 10 reduce output, and thus 
income. again taking the e,conomy tow:in:15 the equilibrium. 

Thi• analysis show, that lhe equilibrium in the mcxld is 

stable. In other words, if the economy finds itself away from the 
equilibrium po.1ition. ii will move bade towarcl.1 it. 

The same equilibrium position can be shown u,ing the 

second way of spedfylng the equilibrium - namely. u planned 
inve,mnen1cqualsplanncdsaving.figure2J.llillustrmes 
lhi1approoch.lnlhisdlagram.savingv:,~wilhincornebu1 

planM'd in""'1llenl is autonomous - in 0!00 ,,,o,ili, ii~ no1 

depend upon the level of income. The equilibl"ium po,lition is 
shown by I'", which is the same equilibrium as w,u shown in 

lhep.-eviousfigurcs. 

Figu.-.23.11 Savtrog1-,nv.simenteq11,li boum 

Thi• cquilbrium can also be ~n to be stable. Suppo,,e income 

isat Y
1
,ouch1hatsaving(S,)is highcr!lunplanr>ed invesunem. 

Finnsfindlha1thcre,l1anunplannedinacaliCin1heirinvcruories 
because, hou,eholds arc saving = and consuming le,.. than 

i1n,,quiredrosust2inthelevclofiocome. finruwillthusrcduce 
output, k:i,ding 1o a fall in locome. and thc economy moves 
towards the equilibrium position. 

23.2 A Keynesian approach to macroeconomic equilibrium Ill 
Withdrawals and injections 
One way dvi<,wing sa•"iog wilhin the circular flow ol income, 

expenditure and output 1$ tM it is a withdr.,wal from thc flow. 

Households rc-ctive income, but only spend a proportion on 

CO<lMlfILf>DOI'. In thesimplcmodcl.thisgcurccydcd through !he 
financial market. In od,.,.. words, howcholds save, depositing 

thesavinginthefin:1.ncialmarkct.andfirmsbotrowinordctc 
to finana, their inve5tmcnt expenditure. This iiwcsunc'flt 
expendituttcon.5litutesan lnj<.-ctln11in1othecircularflow. 

Equilibrium can now be vjc,,,,•cd as a situatioo In which planned 
wilhdr.i.walscqualplanncdinjcdions. 

Withd rawal,aleakagef1t1n1thecifcularflowofincome,experd;ture 
andoutpot;compris;ngsa,,;ng.di,ectta>:esind;mports. 

Injectio n: an addi~on to the circul;u flow, compr;s.rog investment, 
go,emmente,openditu"eande,:po,tS;theseitemsare,e,gardedas 
autor.ornous - !h.at is . ......-elated to the level of ;ncome. 

Income determination in an open 
economy with government and 
international trade 
Ina world in which the govcmmcni engitgcsin~ 
actiom.,andwhcttthcrcisintcll'llltionaltr:ldc.thepancmd 
withdrawals and injections changes. 

The gow,mmcnt rai$cs ttvcnue by impaling tues (D, and 
undcnakcs exptnd~utt (C) In the form of spending oo goods 
and SC1Vi<= and tr:amfcr payments 10 poor houseookls. ~ 

t:uc-s raised by governmcnl arc seen 10 be a withdrawal from 
the circular flow, and in a simple model can be assumed to be 

proportionaltoin<:QmC.Governmcntcxpenditureisse.,na~an 
injectionintothecircular/low,andmaybeviewedasbeing 
autooomou5 - in Olher words. expenditure by government doe~ 

nOlvarywithrealincorne. This may not alwaysbethecase, and 
thiswUlbediscusliCdlater. 

Bringing international trade into the picture, t>xporu (X) can 

be seen to be an inj«"lioo into the circular now. :,nd imports 
()f)asawithdrawal.F.,.portscanbesccnasbeingunrelated 
todc.nesticincome,andthuswillbetttatedas:,utonornou5. 

However, impon:s are expected to V'JI)' with real income - at 
highc,-lcvcl,ofttalinoolnc.impon:swilltendtobehigher. 
Aggregale expcnditutt is now, 

AE •C .. l .. G .. ()(-M) 

Equilibriwncanagainbesccnasa&itua1ion in which planned 
withdrawal,,(W) an,cqualtoplanM'dinjectionsU): 

m 
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Under the ""-'umptioru made, a ll !hrce type& of in;ection are 
au1onomous -th:i t is, unrelated 10 income. Figure 23.12 shows 
theequilbiumpoe,ition. 

Figurell.12 E(!lll1bm1mlr,\f>ewo!hdrawalrinjecti0flapp,<>a<h 

U<1e ar, im:ome-aggregate experid iture d,agram to 
'itloweqtiilibrium ir, "" economy wrth gc,vemment and 
international trade. Discuss whether the economy wm return 
toequilibriumifactuallncomelsbelowequi!ibriumincorne, 
ar,d explain the mechanism irr,,ot,,,ed. 

Full employment 
1k ineome--expenditure approach 10 income detnmination 

fO<."U.'ieS very strongly on the dcm:ond side olthe ma==>· 
11>trupplydccislonsolfirmsarerelativelypa..si""'-firm.s.are 
as.,urned to respond to unplanned changes in their invemories. 

A.sare,ult, therei•noguar:intei:thattheequilibriumthat 

eme~• wil! rorTe5P('Od to the full-employment level of real 
incom<'.whichwasdiscus.scdearlicrin1hcchaprer. This is the 

level of real income at which all factor• of pttxluction arc fully 
employed. Keynes argued that an economy could settle at a level 
of income that was lxlow full employment. meaning that there 

would be unemployment in that equilibrium position. This was 
a major point of disagreement with the Monetarist approach, 
which argued that the economy would naturally tend towards a 

full-employment cquUibrium 
The •itua1ion that Keynes deKribcd can be depicted in 

Figure 23.13. Here 1he full-employment level of in= 

i• Yr b111 the equilibrium polm a, which injec1iom equal 
withdrawals ls lower, at Y" . ln 1his sitwtion. the problem 

is tha1 amonomous expenditure (injections) is in,;ul!kiem 
to carry the economy 10 full employment. The shonfall is 

given in the figure by the distance An, which is known as a 

J cfh 1lon~ryga p. 
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Figurell.U Ad,flanon.ryg"!) 

Figure 23.14 shows the oppo.s ite ,ccnario. Here the equilibrium 
level of income is at )". which b beyond 1hc full-employment 

level Y, The problem now is 1bat the equilibrium le"'] r cannOl 
be reached, 3 S it is bc.'yond the capacity of the economy even 
whenallfactors ofpnxluctionarefullyutili.scd. his nowthe 

case that spending is beyond wha t can be delivered in terms 
of outplll. The distance QR ls known as an lnlbtion:ory g:,p. 
The reason for the term is walghtfOl"''ard - in 1hls S11ua1ion we 

hav., eXCNS aggrego te demand, and a na,ural ~ for the 
=~y would be for the price level to rise 10 choke off th.ot 
exn,,ss demand. 

Figurell.14 AA,nllabon.ry9ap 

Defluionarygap:,1situ.,1ionth.itariseswhentheequilibrio.n,levei 
ofincomeisl-r\t,,.,nthe~loymentle-.el. 

lnftationarygap:asiluitionthitar,se,s\Oh.ntheeq,.ihbriumlev..t 
ofincomeistigtie,Jt\ilfltheWl~loymentiev.1,ardthusCM'nlt 
beruc:hed 



• The circular flow of income, expenditure and output 
de!ieribe1therelationshipbetweenthesethreekeyvariables 

• The model suggests that there are three Wil'fS in which 
the total level of economic i!clivity in an economy during a 
period of time can be measured: by total inmme, by total 
expenditure,andbytotaloutputproduced 

• lnprinciple,theseshouldgivethesameanswers,butin 
practicedatameasurementsarenotsoaccurate 

• Aggregateexpenditurei:sthesumolconsumption, 
investment, government expenditure and net exports . 

• Consumptionisthelargestcomponent,dependingupon 
incomeandalsouponhouseholdwealthandtherateof 
interest 

• lnve1tmentislikelytobeinfluenc:edbytherateofinterest 

• Govemmentexpenditureandexportsaretreatedas 
autonomous in the simplified income-expenditure model 

• Equilibrium is attained where planned withdrawals are equal 
toplannedinjectiom 

• There is no guarantee that equilibrium income will occur at 
the full-employment level 

23.3 The multiplier and 
accelerator effects 

The multiplier 
In his General Theory , Keynes pointe<l out that there may be 
muhlplkr effects in response to cenain types of expenditurl'. 
Supf>OS"thatthegovernmentincreasesits=pendimreby 

$1 billion , perhaps by incrl'asing its road-building programml'. 
The effl'<."I of this is to gen<"'rat<"' incomes for households -
forl'xampl<"',thOSl'ofthecontractors hired to build the 

road. Those contractors then spend pan of thl' additional 
incom<"' (and save part of it) . By spending pan of the extra 
mon<"'y earn<"'d , an additional incom<"' stream is g<"'nerate<l for 

shopkeepers and caM ownl'rs. who in turn spend pan o f tbeir 
additional income. and so on. Thus . thl' original increas<"' in 
government Sf>"nding sparks off funhl'r incom<"' genl'ration and 

spending,causingthemultiplil'reffl'ct.lneffl'ct,<"'quilibrium 
outputmaychangebymorethantheoriginal increase in 
=pendimre. JnvesU!ll'nt andl'xponsarealsoinj<"'ctionsthat 

willhavl'similardfects. 
NOl:ice that it is the act of Spl'flding that allows these dfects 

to be perpetua!l'd. If the workers who receiv<"' additional income 

23 .llhemultiplierandacceleratoreffects lll 

do nOI: spend SOffil' of that income, the l'ffects are diluted. The 
amounts that are not spent are refl'rred to as "withdrawals'. 

Thl'fl' afl' three ways in which these withdrawals take place 

First,itmaybethathouseholdsdecide-tosavl'soml'Oftheextra 
income that th<"'y rl'ceive instead of spending it. The amount 
of additional income that is saved is known as thl' marginal 

propensity to save (s). Second. some of the extra income will 
be Spl'flt on imports, and the marginal propensity to import (m) 

fl'J>f<"'SCnts the fraction of extra income S{><"'nt on impone<l goods 

orservices.Third. aproportionofthl'extraincome(i)istak= 
back by the government as taxes on incoml'. The overall size of 
theseinduceddfectswilldependuponthl'marginalpropensity 
to withdraw. The ma rginal p ropen sity to w lthdrnw (mpw) is 
thusthesumofthl'sethreeeffl'<."ls (s + m + i). 

Thesizeofthemultipliercanthl'nbecalculated. For example, 
suppose that households save 9,6 of =tra income (s - 0.05) 
and S{><"'nd 10% of thl' extra income on imports (m • 0.1), and 

that 25% goes in tax ( t - 0.25). Thi' mpw is then 0.05 + 0.1 + 
0 .25 - 0.4,andthemultiplieris2.5. Anincreaseinthesavings 
rate to 15% would increase the mpw to 0.5 and rl'duce the 

multiplier to 2. 
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It ill worth nocing tlu.1 the siu of the leakages may deptnd in 

p.,11 upon the~ da.sticity of supply. If dome.-ic9.lpply i., 
inflcxible.andthcrcforeunabl.eiomcetanincrcase!ndcnund, 

more of the increase in income will •pill ewer in10 purdtasing 
imporu,andthi,willdilutethemultipliereffcct. 

tneachcase,indic.atethedirectionofthemultipliereffect 

• Savingbyhouseholds 
b Eq,enditurebycentralgoverrvncnt. 
.: Speodingbyacountry'sreWentsonirr.,ortedgoodsand 

services. 
d EKpendiwre by firms on ~tmcnt. 
• Spendingby0Yt'l"sea5r1"5ident.onhome-prodocedgoods 

and services. 
f Income lilX payments 
u Themarginalpropensitytosave. 

Cillculatethemultipliffifhouseholdssave20%ofany 
ildditionalincomethattheyreceiveandspend10%on 
imporu.Assumethatthemarginallal!ratels10%.Che<:k 
how the multiplier changes if the marginal tall rate in~ases 
1020% . 

The income-expenditure model 
revisited 
Thcmultipliercffectcanbc.1Ct'flu.singtheinccwnc-cxpcnditurc 
model.Figure23.IS.!how.san=~ythatbcginsin 
equilibrium at 1; , withinjcctiorucompoacdolinVCS1menl(I), 

government 31)Cflding (GJ and cxpom (X). If the government 
in~ spending IO G,, injection,, inadose fromj0 I0/1, 

and equilibrium income g<>M from ~ 10 Y, . The effect of the 

multiplier I& seen in the way th.:u thc incrca.sc in income (Y, - Y.") 
isgrcaterthantheoriginalincreaseininjections(J,-J;;> 

An important implication of this i., that it sccms to give 

the government a way of controlling the level of equilibrium 
income. An increase in gOVl""mment expenditure is seen ro have 
a multiplie,d impact on the level of equilibrium income. If an 

economy i., 1n1ppe,d in a position with a deflationary gap - in 
othctwords.ifcquilibriumincomc,isbclowthefull-ernploymer11 
levcl-thentheauthoriticsc:andealwithltbymanipl.llating 

expenditure. Thi$ !!al ol policy is known as ~ ol policy, and 
will be ducuM<!d in Otapter Tl. lr ii! imponant to realise:- tlu.t this 
analysis ~son some kry assumptions, nOI all of which may 

holdtrueinthcrealworid.lnpanicular, 1he effecudpricn and 
imere51ratl'S have norbeenfactorcdin. 
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FigureZl.1S Equihb,11;mw,thewiM.awa!HnJ..ctionsappro;1ch 

The paradox of thrift 
h ;.,, oru,n thought that the act of saving ii! good ror the economy. 
Thriftir..,,;s ra1her than wasteful= i• widely considered lo 

be a vim>e. HO"-'t'vcr. ln die =· =-penditure model diis 

i., by no mean&"° dear. An increase in 5.lving by how.cholds 
means an increase In withdrawals, and a fall in equilibrium 

incom.-. which may have the efJ<""Ct of taking the economy 
away from full employment, resulting in an increa-'C ln 

unemployment. Funhermorc. the impact d such an increase in 
saving on equilibrium income is en~ by the worid11gs of 
the multiplict. This is known H the paradox o f thrift - yoo 

wouldcxpec1th:1t an increascinsaving.....,..,ld.-nablchigher 
inv...uncnt , which in tum _,..Id enabk higher prodUdive 
capaciry in the economy. This d<>CS nor happc,n in this model . 

However, it is important to rnnNnbcr that the model rc-!U on 
some strong simplifying assumptions 

The accelerator 
The idea of the multiplier is bucd on thc induced effects o( 

expcnditurcthatspreadthc lnitia!effert5ofanincrease in 
,;pcnding.A&imilarnorloni.,thatofthe accek n to<".Tite 



notion of the accelerator arises fromoneofthedrivingforces 

behind finns' investment. Although some invesonem is needed 

to replace old equipment (known as deprecbtion), mos! 

invesiment is n<,eded when firms wish to expand rnpadcy. If 
thereisanincreaseindemandforafinn'sproduct(orifafirm 

expects there to be an increase in demand), it may need to 

expand capacity in order to mee! the increased demand. This 

suggests that one of the determinants of the level of invesiment 

isachangeinexpectedckmand. Noticethatitisthechangein 

demand that is imponant. rather than the level. and it is this that 

leadstothenOlionoftheaccelermor. 

Supposethattheeconomyisinrecessionandbeginstorecover. 

As the recovery begins, demand begins to increase, and finns 

haveroundertakeinvestmentinorderroexpandcapadty. 

However, as the economy approaches full capacity, the growth 

23 .llhemultiplierandacceleratoreffects lll 

rate slows down - and hence invesonent falls, as it reacts to th" 

change in output. 

Themultiplierandacceleratorinteractwitheachother. If 
thereisanincreaseinoutputfollowinganincreaseinaggregate 

demand, the accelerator induces an increase in investment. The 

incre-aseininvestmentthenhasamultipliereffectthatinduces 

an additional increase in demand. In this way, the multiplier and 

accelerarorreinforce<,achother. Thedownsidetothisisthatthe 

same thing happens when output slows. as this leads to a fall in 

invescment, which has negative multiplier effects. This interaction 

betweenthemultiplierandtheaccelerarorcanresultincyclirnl 

flucruationsintheleveldoutput. 

• Theac:celeratoreffectreinforcesthemultiplierwhen 
investment by firms re1.p011dstoa (hange in output 

• Theinterilclionbetweenthemultiplierandtheac:celerator 
(angiverisetofluctuationsinequilibriumoutput 
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A Level 
Part 4: The macroeconomy 

24 Money and the economy 

This chapter eJ1plores the role of money in the economy. 
It has oft,m been argued that the quantity of money in 
the economy - and Its rate of growth - are crucial in 
influenclngthe r,1teof lnflatlon, 111ndhence theoverall 
perlormanc.e of the economy. However, it has also been 
noted that money stock Is difficult to define, measure, 
monitor and control. This chapter t l(p/ain1 why this is the 
case, setting out the various sou rce-s of money and credit 
creation In a modern economy. It also discusses the main 
theories that seek to ex.plain the Importance of money in 
the macroeconomy. 

Learning outcomes 
Afte r study ing t his chapte r, you sho uld: 
• appreciate the importance of money in the maaoeconomy 
. undffltandthedistinctionbetwttnnarrowandbroad 

measures of money supply 
• b@ lamiiar with the sources of money in the economy, 

in partio.Jar noting the acti<ltls of commercial banks, the 
centralbankandthe90Ytrnment,andtheinfluenceof 
internationalfhlncialtransactions 

• bi! aware of the determinants of the demand for money 

• ,od,oOod "'w" '." ,.,;ct, '"""" " '~ ~ de<"m""" ) 
• b!!famdiarw1ththehqu1d1typreferencetheoryand the 

loanable funds approach. 

24.1 Money in the modern 
economy 

~ mo1K.-y ~upp l )· Is the qllllntity cl money Iha! i., in circulation 

in the N'.Of\Of"lly. Although this is an imponant ma=-·c 
variable, ii i., qui•e difficult to measure accur,ucly, 

An impo.-tant characteristic of money i., llquldlty. 1bis rdeu 
rothceaacwithwhichan aS&etcanbc 5pcnLCa!ihi5 lhcmosf 
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liquidas.se1,asitcanbcuscdFortransactions_ How.-ver. if you 
areholdingfund•inasavingsaccountwhcrebyyoumuMeither 

give nOlicc, of withdrawal or forfeit ,omc return 10 withdraw il 
i11Standy, then suchfund!areregardcdasbcingleM liqu id,as 
they cannOlcosdesslyorinstandybeuscdfortr·JnsactiooS-

One traditional way of measuring the money stock in the 
UK was from the m o netary h ,i_~e, which comprised all nOles 
and coins in circulation. Together with the com111ercial banks' 

depo<its at the Bank of l!ngland. this was known as MO o r 
narrow money. This W1l5 intended to measure the amount 
of money held for tr2n1<actloru purpose•. However, with the 

increased """ of elccronk means of p.1yment. MO h.,s become 
l=s m.-:aningful as a measure, alld the Bank of England Mopped 
issuingd..:ll.aforMOin2005. 

Hcr,,evtt, thtt.- are nuny assell! th.it are 'near-money·, such 
asinterest-OearingcurrentKCOOJntdepods arbank&~ 
ar.-highly~quidandainreadilybeco,wencdintocashfor 

tTan.sactiom- M4 o r brood 1no1>q" i., a measure of lh.- money 
stock that includes MO together wilh S(Cf[ing wholc5ak and n,i:ai[ 

deposits with moncmy financial imtirutions such as bank... In 

otherwords,ilindudesallbankdepo,!.ill!1h:l1canbcURdfor 

tr:rnsactiom.. e-ven though ,omc of the"" deposits may require a 
period of nOlicr ror wirh<nwal. H=·ever. M4 i., held n01 only for 

rr:rnsactiorupwpoi,es,bura!K>pan!yaaastoreciwcal!h. 

Moneysupply: thequantityofmoneyindrculationin theeconomy. 

Llquldity:theextenttowhichanassetcanbeconw,ted tcciM 
wilhout theh<:,jde,incurrin9acost 

Monetaryba1•cnotesanclcoinsindraJation 

Narrowmoney(MO): notesanclcoinsindrNat,OOandas 
commercial bris' deposits at the Sri of England. 
Broad mon•y(M4): MO plus sterling wholesale and retail deposits 
::::"'myfiNndalinstin.u:ionssuchasbank1.1ndWkling 

A problem if the mooctary authorilies want to comrol. the money 

5upply dir=dy is th.o1 the complexity of the modern financial 
sy.scem malccs ii quite difficult to pin down a pre,:~ ddinition 
or mcas.uremenr of money. It is also important to real~ th.ot the 



lending behaviour of the commercial OOnks can inlluena, money 

supply, asbyincreasingth.,irlending, banks can cr.,atecredit. 
This makes it more difficult for the central bank to "xen control 

ov"r money supply. This could be achieved by forcing the bank, 
toholdaproportionoftheirassetsascashorliquidassets. 

Thedifficultyinm.,asuringandmonitoringmoneysupply 

partly stems from th" characteristic,, of money. which w,-re 
discussed back in Oiapter 1. Money performs four key roles -
as a medium cl "xchang ... store of value, a unit of account and 

a standard of deferred payrn.,nt. There is a range d assets that 
canfulfilsomeoralloftheseroles,andthisisatthecoreof 
the problem. Theseassetshav,-varyingdegn,esofliquidity. 

Cashandbanknotesareliquidassetsastheycanbeusedfor 
transactions directly. How.,ver, current (chequing) accounts 

are almost as liquid, but although savings accounts in banks 

mayalsobequitequicklyconvenedtocash,theremaybea 
time delay or a cost involved. Shares or gov.,mment bonds 

are much Jess liquid as it mk"s time to convert them into cash. 

Nonetheless,theyareseveraltypesofassetthatcanberegarded 
as being near-money. Thecentralbankcancontrolthequantiti"s 
ofsom.,oftheseassets,butnOl:all. 

The central bank 
All developed and most developing countries have a central 
bank thmfulfilsarangeofrol.,s, including having the 
responsibilityforissuingcurrency(banknotesand coins). For 

example, th" UK has the Bank of England to act as the country's 
c=tral bank. Being the body responsible for issuing nOl:es and 
coins, the central bank has some direct impact on th" quantity 

of money in circulation in th" country. However, this does not 
meanthatithascornpl"t"controloverthetOl:alstockofmoney. 

Thecentralbankhasoiherimportantrolestofulfil. Thec.,ntral 

bank acts a., banker to the government. and may manage the 
government's programme of borrowing and the country's fo,.,ign 

exchange reserves.Furthermore,thecentralbankmayactasa 
bankerforthecommercialbanksandotherfinancialinstitutions 
that operate in the econcmy. In addition, the central bank may 

act as the regulator of the financial system. monitoring the 
behaviour of the commercial banks and financial institutions. 
lnsomecountries.thecentralbankha.,independentauthority 

delegated from the government to pursue targets for inflation 
through the setting of interest rates or to promote growth and 
development. 

Jndevelopingcountries.thecentralOOnkmayhavean 
important role in establishing and consolidating the domestic 
financialsysteminordertobuUdconfidenceinthecurrencyand 

24.1 Money in 1he modern economy II 
financial institutions. There may also be a developmental role in 
ensuring that credit can be made available for key development 
priorities. An example is the Smte Bank of Pakistan, which also 
has a responsibility for the "islamisation' of the banking system, 

torecognisetheimportana,tothecountryofdevelopinglslamic 
forms of financial instrument. This activity is beyond the scope 

of this book 

The core activities, in terms ofactingasbankertothe 
government and financial institutions, managing the country's 
exchangereservesandsupplyofcurrency,andregulatingthe 

financialsystem,havestrongimplication.sforthesupplyof 
moncyandcreditintheeconomy. 

The commercial banks and 
credit creation 
The operations of commercial banks can influena, the quantity 
of money. Banks accept deposits from their customers. and issue 

loans. The way in which they undertake l=ding has an impact 
on the quantity of money. 

The credit creation multiplier 
Think first of all about the way in which the money supply 
is created. Youmightthinkthatthisissimplyaquestionof 

controllingtheamountofnotesandcoinissuedbythecentral 
bank. How,-ver,becausetherearemanydifferentassetsthatact 

as near-money in a modem economy, the real picture is more 

complicated. The actions of the commercial banks also have 
implications for the size of money supply. 

Consider the way that commercial banks operate. They 

acceptdepositsfromcustomers.andsupplythemwithbanking 
servia,s. However, they also provide loans - and this is how 
they make profits. Suppose that the government undertakes a 

piece of expenditure. and finana,s it by issuing money. The 
firms rea,iving the payment from the government are likely 
toOOnkthemoneytheyrec.,ive,sobankdepositsincrease. 
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Frcm the perspective d the commerdal banks, they know 
that it is unlikely that all !heir customers will wam to withdraw 
theirmoneysimultaneously, so!heywilllend outSOflle d the 

additional deposits to borrowers, who are likely to undertake 
expenditure on goods or services. As their =penditures work 
their way back into the banking sysiem, the commercial banks 

willfindthattheycanlendoutevenmore,andsotheprocess 
continues. Jn Ol:her words. an increase in the amount d money 
in !he economy has a multiplied effect on the amount d credit 

created by the banks. This process is known a., !he crcdh 
muhlpllc r . 

G:>nsiderthe arithmeticexampleilluscratedinFigure24.l . 

Supposethatthecommercialbanksalwaysactsuchastohold 
H)% oftheirassetsinliquidform - thatis,as cashinthetills. If 

anextra$100islodgedasdepruits.thecommercialbankswill 
add$l0tothe ca.shintills.andlendouttheremainingS90. 
Whenthat$90 find.sitswaybackimothehandsofthebank,it 

willkeep$9ascash,andlendout!heremaining $81.Andso 
on. The proces,; will stop when the bank is back to a cash ratio 

Tolalcash $1D0 
Fhlllposlllon 

Tolalloanll $g()() 

Figure24.1Crl'ditoeation 

of l (m. The original extra $100 will have been converted into 

$100incash, and$900inlams!Thevalueofthemultiplieris 
given by I divided by the desired cash ratio that !he commercial 
banks decide to hold. The smaller this ratio is, the larger is the 

credit multiplier. If the commercial banks want to hold only 5% 
of their assets in !he form of cash, then !he c redit multiplier will 
bel/0.05 - 20. 

Thesignificanceofthisrelmionshipis!hmchangesinthe 
supply of cash have a multiplied impact on the amount of credit 

in !he economy. This makes monetary control through money 
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supplyahighlyimprecisebusiness. espcciallyifthecemralbank 
does nOI: know exactly what the commercial banks" desired 

liquidity ratio is. 

Government deficit financing 
Suppose the government chooses to run a deficit, by spending 

more than it collects in taxes. This po&'libility was raised in 
Oiapter21.Tnoroe1"tofinancethedeficit,thegovemmemneeds 
to borrow if it does nOI: wish to prim money. The ~emment 

borrows by issuing bonds (freasury bills or gilt-edged securities), 
which it sells to !he central bank, to the commercial banks or 
to the public. lfthebond.saresoldtothecentral bank or the 

commercial banks, there will be a multiplied effect on money 
stock. This is because when the government undenakes its 
expenditure, this releases new money into the system !hat then 

actsasanincreasein!hebaseonwhichcreditcreationtakes 
place. SelHngtothenon-bankprivatesectordoesnothave!his 
effect, because !he public draw down their bank deposits in 

ordertopayforthebondsin!hefirstplace. Deficit financing by 
the government can thus have an impact on the size of money ·~· 
Open economy effects on the 
money stock 
For an open economy, the domesiic money supply can be 

affected by the central bank"soperations in the foreign exchange 
market. This is mosc apparent when a country is operating a 
fixed=changeratesystem.butcanalsooccurinthe casc of 

a managed noat. under which the central bank may intervene 
occasionallytoinnuencetherateof=change 

Jf!hecoumryisoperatingafixedexchangerate,itdecidesto 

maintain!heexchangerateagainscanochercurrency(mostoften 
the US dollar). It may from time to time have to intervene to 

maintain !he exchange rate. This will be necessary when the total 

currency now between the domestic ecooomy and the resc of the 
world is non-zero: in Ol:her words, when the demand and supply 
ofdomesticcountryarenotequal. 

For example, if there is a total currency now deficit, 
such!hatthesupplyofdomesticcurrencyishigherthan 
the demand. then !he monetary authorities wilJ need to sell 

foreign exchange inordertoabsorbthe excess,thusreducing 
domestic money supply. On the other hand. if the demand 

fordomesticcurrencyexceedsthesupply,themonetary 
au!horitiesmustbuyforeignexchange,thusincreasing 
domestic money supply, which will have a multiplied e ffect 

through the credit multiplier. 
lnOl:herwords,theceritralbankisnotabletocontrolboth 

the exchange rate and money supply, and an imbalance on 

the balance of payments has implications for domesiic money 
supply. In SOflle circumstances, this imbalance in the total 
currency now effectively acts as a source of domestic money 

supply 



Sopposethatlhecoovnef'Cialbanksinacoontryfollowarule 
suththattheyalwil)'!iaim toholdone-tenthoftheiranets 
in ~quid form (i.e. as cash). Calrulate the total increase in 
banklendingthatwouldfollowifQOYernmentactlonleads 
toanextraS200beinglodgedasbankdeposits . Explainyour 

• l.iquidityisanimportantcharacteristicoffinancialassets. 

• Tro,cjitionalmeasumhavedistnguishedbetweenthe 
rncioetary base (narrow money) and broad money. 

• Thedifficultyolmeasuringmoneysupplypre<isetycreates 
problems if the rncioetaryauthoritieiwish to control !he 
quantity. 

24.2 Money and ;nflat;on II 
increas,, spending. which wUJ aiuse the aggreg:ite demand curve 
to ll"IOVC to the right. lbey wUJ probably also $1.VC some of the 
C%CNll,whichwilltendtoresuhinJ.o,,,erintereMrates-which 

thenreinforcestheincreasc, inaggregatedernand. However,a.1 
the AD curve moves to the right. the equilibrium pr~ level wiU 
rise, and return the economy to equilibrium. 

Figure 24.2 illustrates this in the case of a monetarist long­
run aggregate supply - t<:'C"all from Chapter 23 that the AS curve 
would be VCftiC'Jl at the full-employment level. lf aggrega1e 

demand begins 3' AD. , and then shifrs ioAO,, the figure shows 

th.:i.t ~ incre;ises from P~ to P
1
, but real output rem.tins 

unchangedatY'. 

• Money plays an important role in the macroecooomy. p, .. 

• Mostcountrieshaveacentralbankthatissuescurrencyand 
may act as banker to the government and to commercial 
banksandotherfinandalinstiMions. 

• The central bank may also manage the government's 
prograrnmeofborrowingandtheoountry'sforeign 
exchangeresen.=. 

• lnmanydevelopingcountries.thecentralbankalsoplays 
an rllportant role in nurturing the domestk financial ~tern 
and encouraging economic dew!opmen! 

• Money supply is difficult to control because money can be 
generatedfromarangeofsources 

• Commercialbankscaninfluencemoneysupplythrough 
theirlendingpolicyvialhecreditmultiplier. 

• Government deficit financing and excha,nge rate policy can 
alsoaffectthedome5ticmonl!ysuppty. 

24.2 Money and inflation 

The supply of money 
Why should the quantity of money or credit in circulation 

be so important? Recall the quantity th~'OI"}' of money, which 
w.uin1roducedinChaprer8. Thi.,qu.antitytheoryrelationship 
suggests 1h31 pria,,i can only iocreas,, pc111~endy if money stod 

il.sclfi~ascs ~ently,or ifmorn,ysiock ~ently gruw,i 

more npidly than real output. 
How can we inl:erpre! lhi.t in 1a1m of ~te dmi:ond and 

:i.ggrqptesupplyllfthernoneysupplyincrcascs.lhenfim1.1and 
hooschokb in the economy find they h3vc eXCCM cash balances -
tha1i.,.forthegivenpricekveltheyhavc-S1rongerpurdlasing 

power than they had anticipated. lneir impulse will thus be to 

P, 

If money supply rontinues to increase, the process repeats itself, 
withpricechen risingpersisiendy.Onedangerofthi.,isthal 

peoplegetsoaccustomedtotheprocessthattheyspel-dup 
their,pendingdeci.sions,andUli,acceleratesthewhole proce68. 
lnflationooulddtenaccelerateou1ofcontrol. 

ToSllllVl>a.rise,theanaly,;i,,~tharalthoughapricerbe 
can be lrigga"edoneilherthesupplysi<rorthedernandside 
ofthem:icroeconomy,pn,,isleminllation.canonlya.NClhrough 

persi.uent excessive 8JO"''lh in the money.stock, which can be~ 
inteml:!lofpenistentrTIOVffnmt.softheaggregatedernandcurvc,. 

SketchanAD1A5diagramwithaKeynesianshapefor 
aggregatesupply.Oiscusslheextenttowhichthisproduces 
diffe.rentresultsfromthoseoutlinedabove. 

The demand for money 
1be di.,cusgjon so far has focused on the importance of money 
supply, and how mooey supply i.s determined. Hov,·evcr. ii is 

also important to consider the demand for mooey. There are 

severalreasoruwhyindivklual'l(peopleorfirms)maychooscto 
holdmoneybalarices. 
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The transactions demand for 
money 
Th" first motive for holding money is dear - peopl._. and firms 
will hold money in order to undcrtake tr:msacrion.s. This is related 

to the n.,.,.J to use money when buying goods and services, and 
is closely associated with the functions of IJIOOf"Y as a medium of 

exchange and a unit of account. The demand for money for this 
purposewillprobablybedetemlinedbythel .... vdofincome. 

The precautionary demand for 
money 
People and firms m:,y also hold mon._.y for precautionary 
"'asons. Theym:,ywish to have liquid assets availabl._. in or<kr 
toguardagainstasuddenn.,.,.Jtocoveranemerg=cyP3)'Jll"llt 
or to tak._. adv:mtag._. of a spending oppom.miry at scm._. point in 
th.,.furure. 

The opportunity cost of holding 
money 
It is importam to notic._. that the decision to hold money balances 

carries an opportunity cost. If a firm or household chooses to 

hold money, it forgoe-s th._. possibility of using the money to 
purchase some other financial asset. such as a bond, that would 
yieldarateofrerum 

Thismeansthattheinterestraternnberegardedasth...­
opponunity cost of holding money: puc anorher way, it is the 
prk.,.ofholdingmoney.At highratesofinte,...st,f>"OPlecanbe 

expected to hold l...-s.s money, a., th .. oppco-tunity cost of doing so 

is high. 

The speculative demand for money 
Th...-rateofinterestm:,yaffectth...-demandformoneythrough 

another route. If share (or bond) prices a"' low (and the rate 
ofimer...-stP3id is high) , then th .... oppco1unitycostofholding 
money is high. and people and firms will t=d to hold sha"'s 

On th .. other hand. when the inte"'st rate is low, and sha"' 
prk._.s a"' high, people will be ma"' likely to hold money. This 
effect will be especially strong when people and firms see share 

prk.,.stobeun==blyhigh,sothattheyexp...-ctthemtofall. 
Jn this case , they may speculate by seJling bonds in or<kr to hold 
moneyinantidpationoftakingadvantageoffurure.,.xpecr...-d 

fallsinthepricedbonds. 

Liquidity preference 
If th._. interest rate may be regarded as being the opportunity 
cost of holding money. it can be argued that economic agents, 

whether households or firms. will display a demand for money, 
arisingfromthefunctionsthat moneyfulfilsinanxxlern 
economy. This theory of llquldlty prrlcrcnce, as it is known. 

was not...-d by Keynes in his Gc neml Ibeory . 
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Figure 24.J illustrat._.s what is implied for the money market. 
If th._. rate of imer .... st is the opportunity cost of money. th._.n 

it is expectffi that the demand for money will be lower when 
the rat.- of imer .... st rate is relatively high. as the opportunity 
cost of holding money is high. p._.ople wiJJ be more rductant 

toforgotherateofreturnthathastobesacrificedbyholding 
money. When the rate of imerest is "'latively lo w, this will be 
1._.ss of a conc._.rn, so the d .... mand for money wiJJ be relatively 

high. This sugg.,.sts that the money demand curve (MD) will be 
downward sloping. If money supply is fix...-d at M' in Figure 
24.J. then the money market wiJJ be in equilibrium at the rate 

Money holdings 

Figure24.3Themnneymarket 

The existence of this relationship means that th...- monetary 
authorities have to be aware ofth._. need to maintain (or allow) 
equilibrium in th...- money mark....i. Interest rat._.s and money 

supplycannorbe fixed independently. This is a clear constraint 

on the use of mon._.tary policy. An important question is the 
extent to which the demand for money is stable. If money 
demand were to be volatile , moving around from one time 

period to the next, then it would be virtually impossible for the 
monetaryauthoritiestohaveanyprecisecontroloverthemarke1. 

The siruation is fW1her complicated by the way that inte"'st 

rates inllu=ce behaviour. Th" degree to which the demand for 
money is ...,nsitive to the rat.- of interest will also be importam. 
This will be rell...-cred in the shaf>" of the MD curve. Notice that 

bernu..., th...- level of income is also imponant in determining 
money d .... m:md, this will affect the position of th._. MD curv...- in 

the diagram. An increase in income will lead to a rightward shift 
in money demand, a., people and firms will require larg._.r money 

holdingswhenincom.,.sarehigher. 



Analyse the tffect on the rate of intefest If thert is an inert.­
in tht supply of money in an economy. Ust a diagram 5UCh as 
Figurt24.3as astartingpoint . 

Therearernat1yrea5a15 "'t,y~eorfirms lihtohojdootomciney 

The market for loanable funds 
Althooghthcr.,1eofinterestcanbeimc,-prc1cdasbeing1he 

opponunity CQ!l of holding money, thi:$ i., not the only way 
ofviewin,§ it. From a firm's point of view, it may be attn a.1 

the C06t ol bon'Owin& For e:umple-, suppOIK' that a firm i!, 

oonsiderin,§ undcnaking an inv=t project. 'The r.,te of 
in1crestrcprc,;cnt,theCO§lofbon'Owingthefundsn«dcd in 

ordc,-tofinancc the irwesttnc,nl. 11,c,highc,-ther.,tieof imer= 

is,thclcS1inves11mmprojcaswil!besccnasbcingprolitable.lf 
thcfirm i.sintendingtofinanceitsinvestmentfrompastprofits. 
theinterestr.,teisstillpcn:inent, asitthcnrepresentsthe rc'lurn 

that the firm could obtain by purchasing a financial aMet instead 
ofundenakingthcinvt."stment.Eitherway.1hera1eofimerestis 
importantinthededsion-rnakingpr<>ce'S" , 

Marl,;.i:forio.n.bl•lunds: lhenolionth;i1househokkwilb. 
influencedbythtr.teolinterestinm.il:ingwv,ngdedsions,"'t.ich 
wilthendetermin.thequatitityofloana.blefunds.,.lil~fort.rm. 
toborrowforinvP5tment. 

24.2 Money and ;nflat;on II 
1be rate d interest it alto important to hou..eholds, to whom 
it ""'Y !Cpfesenl the return on saving. Hourholds 1113Y be 
encour:,gc-d to save men, if the rerum on their saving it rcbtivdy 

high,whcreaswhenther;;neofintere-s1i.s low,thei~ntiveto 
savei.sC<:11Tespondinglylow. Wl!hinthecircularnow olincome. 
expenditureand output.iti.sthenowofsavingfroo1hou,eholds 
that enables firmstofindthefonds needed to fund their 

investmentel<J)COditurt. lti.snowapparentthattherJteofimerest 
rnayplayanimportamroleinbringingtogether1heseno,1:s. 

Thi.s is shown in Figure 24.4. The investment schedule is 
shown u downward sloping, because, fifflt'I will find more 
investment projecu to be worthwhile when the rated interesi 

rate i!i low. 11,c, savings schedule i.s shown to be upward &loping 

becauseahigherr:1tieofimereMi.sexpect-,d10N>OOUrage 
hou..,,hoJds to .11..1pply more saving. In othtt wonb, the supply 

oflo:.nablefundswiUbehigherwhenther:11eofin1CrCStr:11ei.t 
rela!h•elyhigh 

s .. 1 auantltyoflo,anable lunds 

Fig...-.24.4 Themarketforloanablefi..nds 

Keyne,,believ-,ddutthisoouldleadtoinsubilityinfinancial 
markell!. Hearguedthatin,·e5lmemandsavingwooldbe 

relativelyinsensitive1other:11eofintM'e"st,mchdutthe 

schedule$in Figure24Awouldberelativelyotcep. Investment 
would depend more crucially on firms' expectatklns abool 
thefururcdemandfortheirpm::luct.s.which,:ouldbevola1ile. 

moving the investment schedule around and thu, leading to 
insrobmry in the rate of imen-st. He thus came to the condmion 
that governments should manage aggregate demand in order to 

stabilise the economy. 

Suppose an economy begins \ \ ith equi~brilA"Tl in tht ma<ktt 
forloanabttfunds,asillustratedinFigure24.4 . Discusshow 
themarketwouldbeaffectedifthegoverrvnentdecided 
to try to tnr::ourage more investment by holding tht ratt of 
interestbelowr•.Doyouthinl:thatsuchapolicywooldbt 
effective? 
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• The quantity theory of money suggests that there JS a dose 
relationshipbetweenmoneysupplyandtheoverallpric:e 
level. 

• Underthequantitytheory,persistentshiltsinaggregate 
demandresultinpersistentinflation 

• People and firms within the economy choose to hold money 
forcertainpurpo5es 

• Thedemandformoneyreflectstransactions,and 
precautionary and speculative motivations. 
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• Therateofintere1tcanberegardedastheopportunitycost 
of holding money. 

• Keyne1developedliquiditypreferencetheory,showinghow 
the demand for moneywOUd be related to the rate of interest 

• It has been argued that both investment and saving depend 
upontherateofinterest 

• Therateofintere1tisimportantindeterminingthe 
equilibriumof!.iMngandinvestmentwithinthemarketfor 
loanable funds. 



A Level 
Part 4: The macroeconomy 

25 Policies to promote 
development 

This chapt~ focuJes on some of the obstacles that have 
hindered development In less developed countries, 
especlal/y/nsub-SaharanAfrlca,whereve,ylittle 
progre» see,ru to have been made after several decades 
of development efforts. This Is In contrast to some 
countrlH In Eas t Asia, which have experienced such rapid 
growth since the 1960s that they have success fully closed 
the income gap with countries that developed in earlier 
periods. The governments of LDu that wish to stimulate 
development need to devise po/Ides that will make the 
bertpossibleuseof theresourcesavai/abletothem 
domestically. However. In many cases, domHtic resources 
are lacking, so it Is important to cornider the alternative 
po!Sibility of mobilising resoim:es from outside the 
count,y by attracting foreign direct inw-stment accepting 
ove1R<1s as.sistarKe or borrowing on international capiWI 
marbb. Trdde policy is ,.lso Sttn lo~ crucial. 

Learning outcomes 
Afterstudylngthl5<ha ptt r,youshould: 
• be awat.e of Important obstades to economic growth aOO 

developmentinlessdevelopedcoontries 
e 1.100erstandtheca1.1sesandsi9nilkan:eofrapidpop1.1lation 

'"""" e understandthedangersofcontinueddependenceon 
primaryproduction, espedallyonlow-productMtyagrirnlture 

e appreciate the importanceofmissin9market1,especially 
financial market! 

e be.mareolthelmportanceofsocialcapitalinpromoting 
long•termdevelopment 

e be.mare oftheneedforlessdevelopedcountriesto 
mobilise external reSOUfCes for development 

e 1.1nderstandthesl9nlficanceoftradepolicylorless 
developed countries 

• befamliarwiththepo1ential1.1seof0Yerseasassistance 
for promoting development and the effectiveness of such 
flowsofluOOslnthepast. 

25.1 Problems facing less 
developed countries 

Oiapier 22 highlightc:d !IOOle d 1he charae1erls(ic, d bs devdoped 
countries(IDG,). ln orck-rtodevisepolicie5lhatwiUhelpto 

stimulateaprocc.sdclcvclopmcn1.ltisfi151importlnttoidentify 
whtthcr .somedth<-.M:ch3r.ick'nllbCSC0051illlleobstadC5to 
de-wlopmentthatwillnc-ediobeovereome. The,cmayben,-gardc:d 

a, i,itenu,lprobk= - problmlll th:u ari,e bce.lwe ol domestic 
i.ssue1 Ha,,, ever. it~ app,;m,m th:.1 UXA haYC abo faced obotacle:s 
from oul5ide. Sum exten.aJ problmlll ansc in an intemation:IJ 
COltcxtbec:i.W1Colthc inicnC1iombetwc,cnCCUlb"ie1in glob,l 
~andthroughpol~icaltie&Suchinta"nation;ollinkaph:i.YC 

~moreimpon:1mwilhdlCepreadofglobali,ation. 

lnternally,onegroupofi55UCSarises in fl!"lation to the 
bi.lance of facton1 d production available in LOOI, which tend 

tobecharacterisedby afl!"lativeabundanecd l;i.boorJ"C50Urcts 

and a lad< of capital. A second group of WI.IC$ fl!"latcs to the 
underdevelopment d marltcu - especially financial mark"'5, 
which may be of particular imponance given the Slress on saving 

and investment in many cl 111.c modcla. There afl!" al,o i""~ 

arisingfromgovemmernfailure.F.x1ernally.issucs ari,e from 
tra~ interactions and from the trend toward.5 globallsation 

Population growth 
Early writers on development WCl'I!" pessimisu. For c:rnmple. 
Thoma.'lMa[th.....,arguc:dinthelatceighteenthcenturythatfl!"al 
wages would never rise above a bare 5ubsistence level. Thi, was 

based on his ideas alx>ut the rclatlomhip between population 

growthandrealirn:omc5. 
Mahhus believed that it was noc ponible f,x a K>ciety to 

expcriencesustainedincrease, inrealwages.lxuica!lybccausc 
the popula!ion was c.,pable of exponential growth, while the 
food supply was c:apable of only arithmetic growth a., a fl!"sul1 of 

diminishing returns.. 
Although he w a., proved wrong (he had not anticip<nc:d the 

improvement.5inagriculrur.,lproductivity 1h:i.1wereto~).the 

<fUC11ion of whe!her popuJ.nion gro,o,ih coru(ifu!CS an obMade to 
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groo,,"thanddi:v~t-=·.Atthehcanofthlsi.1dx-ckbate 
about whether peopk .should be ttgarded as key cootribumr.s 
to dcvclopmem, in their role as a factor of produelion. a a8 a 
drain on tt90U= coruuming food, .shcltcr. education and so on. 

Ultimatcly.thean.swerdependsup:,nthequanlitycire90Urce.s 
avaUablerelativcm the population si7.e 

In global terms. world population is growing at a rapid rate: 
by more 1lun 80 million people per year. Jn November 1999, 
global population went through the 6 hUlion mark. and in 2012. 

the 7 billion mark was reached - that i.s, about seven Time, as 
many people as there were in 1800. However, the growth L'I very 
unevenly disu'ibuted; countries such as Italy. Spain, Germany and 
Switzerlandareprojectcdrocxperiencedediningpopulationsin 
the period 2000-15. "nilethe population of sub-Saharan Africa 

cootinucs IO grow by 24% per annum, and tha1 of 'low human 
development' count~• (arrording to the UNDP definition) by 
2.~ A co,.muy whose population i• growing at 2.5% per a<U1um 
willsecadoublinginjust28years. 

Figure25.I show.sfertilityratesfocthcgroupofcountrie.s 
selected in Chapter 22. The fenility rate r<.'C'Ord.s the averJge 
number of binh& per woman. Thus. in Uganda the average 
number of binh& per woman is about 6. Of course. thi& does no1 
mean tlii.t the average number ci cbildnm per family i.1 JO high, 
asno1al lthebabiessurvivc. 

--

n U~r,.fa. the-,age number of huths pHwom•n 1$ •boot 6 

1he aV2ilabili1yciresources. Jndecd.ilcouldbeargucdthat 
thereisanrJfllimwn p,op,.,lalkm foracounuy,givcnilsresource 
allocation. Too fow people means that the counuy cannot make 
thebestu,;eofi1sresources, bmtoomanycau.scsproblem.,. 

Discuss the Wil'f in whkh the age structure of a population 
miYf influence its rate of economic growth and development. 

Dependence on primary 
production 
Another common characteNtk ci l.DOi that was identified in 
Otapter 22 ia the way that many LDCs, especially in sub-Sah:ir.m 
Africa,c,:,nrinuc1orelyheavilyontheagriculturalsedorto 

provide employment and inccmes. Because labour productivity 
in agrk,.1lturc tends to be relatively low, this may keep rural 
income,, low. The pressures of population growth tend to 
reinforce this dcpendenc,,. hi• worth being aware 1ha1 one ci 
the driving fon:'.es behind the Industrial Rcvohnion in Britain wu 
an ina"ca$C" in agricultural prodoctivity, enabling more wixkers 

10 shift into manufactufins activity. In an LOC cootext, thia 
tnnsition may run imo a number of problems. 

Unemployment and 
Ethiopja 

, underemployment 
Births par woman 

figura25 .1 Tot.il lerbl,tyrate 

Thispunemcihishfenilityhasimplic-:uionsfixtheageriUUC!Ure 
ofthepopulation,lcadingroahighpmpor1ionofyouns 
dependanu.ltpuu;amainonan!DC'.slimil:cdrcaoun:e,,b=;i...., 
ofthencedtopravidecducationandhcalthcareforeomany 
cMdttn. and in this ..._.,.,_.... high population growth can prove an 
obstacle to dcvdopmem. lhis :argument might be countered by 
po;ntingOU11ha1peoplethernseJw,,area resour~fa-lhecounuy. 
HOWCVC1. ii ia a qu~"'Slion d the bo.lan<.>:' between population and 
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Withtherural area.sCX!X'fiencinglowinccmesandhigh 
population growth. ii ia perhaps natural that people should want 
to migrate to the urb.ln areu in ,earch d higher incomes and an 
escape frorn poverty - a p~.,, known as urbanl~a t/on. 

Migration occurs in resporue to a number of factors. One is 1he 
attractioncithe 'brightlights"ofthedties-peoplelnruralareas 



ofrenperceiveurOOnareasasofferingbetteraccesstoeducation 
and healthcare facilities, and better recreational opportunities. 
Perhaps more important are the economic gains to be made from 

migratingtothecities,intermsofthewagedifferentialbetween 
urban and rural areas. 

Urban wages rend to be higher for a number of reasons. 

Employment in the manufacturing or service sectors typically 
offershigherwages,incontra.sttothelowproductivityand 
wagesintheagrkuhuralsector. lnaddition. Jabourintheurban 

areastendstobebeaerorganised,andgovemmentshaveo!ten 
introduredminimumwagelegislatiOflandsocialprotectiOflfor 
workersintheurbanareas - especiallywheretheyrelyonthem 

for electoral support. 
Such wage differentials attract a flow of migrants to the cities. 

However, in practice there may not be sufficient jobs available, 

as the new and growing sectors typically do not =pand quickly 
enough to absorb all the migrating workers. The net result is that 
ruralworkersexchangepoorlivingconditiOflsintheruralareas 

forunemploymentinthe urbanenvironment. 

Structural change and financial 
markets 
Giventhedifficultiescausedbyover-relianceonprimary 

productionandtheburgeoningurbaninformalsector,akey 
que.s1ion concerns structural change. A transfonnation of the 
structure of economic activity seems crucial for growth and 

development to take place, but how can this be initiated? A 
major problem is that the rate of growth that would be needed 
intheindustrialsectortoabsorbthenumberofworkerslooking 

for employment is far in =cess of what has been - or could be -
achieved. This poses a substantial challenge for LDCs. 

The expansion of the industrial sector requires physical 

capital, which most !DCs must import as they do nor have the 
capacitytoproducecapitalgoodsdomestically. Funhermore, 
theproccssrequiresinvestment - whichintumrequires 

saving. Generating a llow of savings that can be made available 
forinvestmentrequiresasacrificeofcurrentconsumption. 
which may be problematic when domestic incomes are low 
Funhennore, in order for a llow d fund, for investment to be 

mobilised,andinorderforthosefundstobeappropriately 
channelledinroproductiveinvestment,fullyfunctioningfinancial 

markets are needed. The undeveloped nature d financial 
markets is especially problematic in rural areas, where the 
lack of formal financial markets makes borrowing to invest in 

agricultural improvements almost impos.sible. 
Onedtheproblemsisthatthecostofestablishingrural 

branches of financial institutions in remote areas is high; the 

fixedcostsofmakingloansforrelativelysmall-scaleprojectsare 
similarly high. Thisisintensifiedbythedifficultythatbankshave 
in obtaining informatiOfl about the creditwonhiness d small 

borrowers,whotypicallymayhavenocollateraltooffer. 
Attempts have been made to remedy this situatiOfl through 

m icrofimmce schemes. This approach was pioneered by the 

Grameen Bank. which was founded in Bangladesh in 1976. The 

25.1 Problems facing less developed counlries 11111 
OOnk made small-scale loans to groups of women who orherwise 

would have had no access to credit, and each group was made 
corporately responsible for paying back the loan. The scheme 
hasclaimedgreatsuccess,lxxhintermsoftheconstructiveuse 

of the fund, in getting small-scale projects off the ground and in 
termsofhighpaybackrates 

Other schemes have involved groups of household, pooling 

theirsavingsinordertoaccumulateenoughfundsrolaunch 
small projects. Members of the group take it in turns to use these 

jointsavings,payingtheloanOOckinorderforthenextperson 
to have a turn. These are known as rotating uwings and credit 
schemes (ROSCAs) , and they have had some success in providing 

credit for small schemes. In spire of some successful enterprises, 
however, such schemes have been found to be Jess su.stainable 
than Grameen-style arrangements, and have tended to be used 

toobtainconsumerdurablegoodsratherthanforproductive 
investment and innovation. 

Jntheabsenceofsuchschemes,hou.seholdsmaybeforced 

to borrow from local moneylenders, often at very high rates of 
interest. Forexample.asurveybytheBankofUgandafound 
that hou..-holds were paying rates between cm (when borrowing 

from family members) and SOO%. In pan this may reflect a high 
risk of the borrower"s defaulting, but it may also reflect the 
ability of local moneylenders to u..- market power. The absence 

ofinsurancemarketsmayalsodeterborrowingforproductive 
investment,especiallyinruralareas. 

Macroeconomic instability 
In the ~rid Bank"s market-friendly vi<->w of the grovvth process. 
macroeconomicstabilityishighlightedasoneofthekey 

conditionsthatenablemarketstoworkeffectively. There are 
two aspects to this argument. One is that firms will be reluctant 
toundenakeinvestmentiftheyfinditdifficulttopredictfurure 

market conditions. lfinllationishighandvolatile,itwillnotbe 
easyforfinns to fonnexpectations about the future, so this will 
discourageinvestment.Second,itisarguedthatpriceswillfailto 

actasreliablesignalstoguideresourceallocationwheninflation 
is either high or unstable. This may then diston the pattern of 
resource allocatiOfl, which may be especially important for LOCs 

thatareuyingtoimprovethe allocationofresources,andto 
encourageaprocessofstructuralchange. 

lnflatiOfl has been a feature of some - but not all - LOC.. h 

was a prominent feature of many Latin American economies. 
peaking during the 1980s at annual rates above 100)%. However, 
therelationshipbetweeninflationand==icgrovvthisa 

comp]= one. It is true that few countries that have experienced 
very high inflation rates have been successful in terms of 
economicgrowth.ltisalsothecasethatcountriesthathave 

experienced rapid growth have maintained relatively low inflation 
rates. Nonetheless, there are countries that have maintained low 
inllatiOflrates. buthavethenexperiencedslow(orevennegative) 

growth rates. A tentative conclusion might be that low inflation 
isnecessaryforrapidgrowt:htotakeplace, but nor sufficient. 
In other words, low inflation may be a crucial pan of a grovvth 

strategy. but achieving it does nor guarantee rapid growth. 
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Government failure 
Suchf>"riodsdhypcrintlatlonpardyrdl«tcdgm-~• 
failure. Many Latin American economies ran large Mell dcfidtll 

in this pttiod. fin;indng thcx through rnc,n,ey acation, which 

led incxor.ab4y to galloping infbtlon. h "'"ll.5 cbimcd by !IOlJIC 

(mainly L:HinAmeTican)wri!Cf'Sth.ltinflatioocouldbeofbcndi.t 

••=-ic g!\?Wth, by rcdistributingi~ ww:mhthoaein 

<h< =-y with a high marginal properuity 10 "'""' - namdy, 
the go,-=t and the rich . 1109,·evcr, W're i., no conclusive 

~th:u this docs lead w higher SJ0"1h,ugo""1"nmn1t.1 
cannot ahw.ys be relied upon to UM.' the funds wisely. :md the 
richh:i.vcatendcncytoindu!geinluxurycoruumption ,r:uher 

th.anunden::ikingprodl.lC"livcinvesonem . 
Government failure has been impon:,m in many LDCs, and 

n{){ only in relation to fi scal indiscipline. Governments that 

<kJ><'nd upon being re-elected may be tempwd to introduce 
policie, that arc more de,igncd to keep th<.'lll in power than 
to f06l.er long-term economic devclopmo.,m. One conunon 

manifestation d this has been observed in relation to food 
prices.lnanumbcrd rn,es,govcrnmemsdcpendprimarily 
on the urban population to vote them back into office. 

Governments then may be tempted to imroduce policies that are 
pro-urban. This might mean, for example. imposing low prices 
for food in order w combat urban poveny. This has undesirable 

efferti1uitaffecl.1theinccntivcsforfarmc,nandmaythus 
inhibi! growth. Similarly. minimum Wllge legislation may haw, 

thccffc-c1oflc:adingiohighcruncmploymen1-again,mainly 
in the urban areas. where such lcgisla!Kln is likely 10 bitc morc 

strongly. 

Sustainability 
Economic growth may havc importam effea5 on thc 

envi==t. and in punuing gto"'1h, countries musi bear in 
mindthcn«dforsustainablcdcvclopmeru.Afegu:udingthc 
needsoffu111rcgcncr.ltionsaswclla.s1hencedtofthe 

preserH. 

1hc5e i"'ucs have been widely discuMC<I in the contcxt of 
thc morc dcvclopcd countries. However. the issue i~ equally 

important for LDCs. Dcforcst:Uion ha., been a problem for many 
lDCs that havc areas of minforesc. ln -'Orne ~ 5, logging for 
timber has dcwoycd large areas d valuable land; in oth..,. cases, 

land ha, been clearcdforunsuitable agriculturJl use. This oonof 
activity creates relatively lit1le present v,~luc. and leaves a (XXX""r 
environment for future generations. 

Anotheraspcc1ofenvironmcntal dl'gr.,dationconcerns 
biodkersity. This refers to thc way in which misu,e d the 
environmcntiscontributlngto1hclossofplam,pedcs - no( 

to menti{){l thosc of birds, ln,ect, and mamm:,ls - which are 
becoming ei<tiru:t as their naiural habitat ill de.moyed. Some 
oftheloslspccicsm:,yrKAcw,nhavcbcendiscovercdyct. 

Giventhenatur.ilhealingpropcrtiesofm:,nyplanl1,thiscould 

mean the de<tnJction of plants that misht provide si,gnilic:ant new 
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DefD<l"<tltx1n1<apn,t,lemfor.......-iyLDCstllittvw¥NSofrwifortst 
iltldith;r,;bec"""'agl:obiliswe 

drugsforuM.'inmcdkine. Buthowcan90mCthingbcvalucd 
whenitsveryexistcneei,asyetunknown? 

One way of viewing the cnvironmcnt l.s as a factor d 
producrionthatneed<tobcuscdcffc-c1lvcly.justlikeanyother 
facrco- of producrion. In o ther words. each country has a stock 

of emfrommmtal capital that nce<h to be utilised in the best 
pos.,iblcway 

Howcvcr, if the environmental capital l.s to be used 

appropria1ely,itmUS1:00givenanappropriatevalucand1hiscan 
be problematic. If property rights are flO( firmly established - as 

they are not in m:,ny LDCs- it is difficult w enforce legisl.ation to 

protc-c1thcenvironmcnt.Furthcrmorc,if1heenvironment(aoa 
fam,r of production) ill uodcrprkcd, then 'too much" d it will be 
used by firms. 

Thcn, are cnem:,litycffecuatworkhcretoo,inthe$en,;e 
th.ltthel.-dbiodiVCfllityis a globtlloe&,:mdnot;<w 
somethingaffcctingrhclocal c«lOOfl'ly. lnaomccascsthcre h.a,-., 
been intcrnarkln:IJ cnem:ility cffe<:11 of a more dire-cl kind, .su,ch 
aswhcnforestfuesin lndoncsiac:iuscdthcairponinSingaporc 
10 daie down bccawe of the rcsul!ing smoke haze 

AscountricslikcChinaandlndiaentcrapcriodofr.,pid 
=-icgrowth,itilllikelyth.11thcrewillbecffea50{lthe 
environment becau5C.' of thc tr.idc-off bctv.·ccn npid growth 

and the environmen!. Thcrc arc many aspects 10 this issue,, 
ofwhichpr{){ectingthccnvironrnentilljustonc. SuSlainablc 
developmentalS<.>cntailstakingaccountd1hedepletionratesof 

non-rencw:iblereaourccs. andensuringthatrenewablereS<.>urccs 
are renewed in thc proceM of economic growth. So. although 
economic growth is important to a S<.>Ck1y. the drive for growth 

mustbetemP"redbyanawarenessd thepossibletrade..:>ffs 
with other imponant °'*ctiv.:'5. 

External obstacles to growth 
and development 
Not all of thc obstade11 facing LDCs in thcir quest fco- growth and 

development ari5C.' from domcscic factors. The bw of compar:atl,.., 



advantagehighlightsthefactthatcoumri.,scang:,inthrough 
sp,,cialisati011.hi.sn0111.,.,.,s.sarytohavea11absol!<teadvamage 
to benefit from specialisation and trade, so long as there is some 

source of compamtfoe advantage. In the case of most illCs, it 
may be crucial to be abl" to import some g<XXis that cannOI be 
produa,d domesticaUy. For exampl.,. there are few IDCs that 

arecapabl.,ofproducingcapitalgocxis,althoughtheseare 
extremely importam if a p=ss of industrialisation is to be 
initiated. 

However, although the law of comparative advamage 
idemifiesthepot.,mialgainsfromimernationaltrade,itdoesnOI 
guaram= that those gains can actually be made, and the terms 

under which trade takes place may place limits on the =t"m to 
which IDCs can benefit. Th"re may thus be =temal obstacles 
that will affect LOC... LOC.. that rely 011 specialising in the 

production and =poning of primary g<XXis tend ro suffer from 
volatUity of =port earnings in the shon run and a deterioration 
of their terms of trade in the long run. 

International debt 
For some IDC., th"se problems have been compounded by 
strat.,giesadoptedtocopewithbalanceofpayme-ntsproblems 

The origins of this dat" back to th" time of the first oil prire 
crisisin 1973/74.whenoilpricesweresuddenlyraisedbya 
substamialpera,nmge. Formanyoil-importingcountries,this 

posed a major problem. as the demand for oil was relatively 
inelastic,soth.,increaseinth.,prireofoilledimmediatelyto 

adeficitonthecurremaccoumofthebalana,ofpayme-nts 

Borrowing from th" International Mon.,tary Fund (IMF) was Olle 
solution,asofferinghelpwithshon-runbalana,ofpaymems 
problemsis.,xacdyth.,rolethatth., JMPwasdesignedrofulfil. 

However, IMF loans come with strings attached, so many LDCs 
in th" late 1970, looked elsewhere for funds, borrowing from 
commercial sources. Such loans w"re oft= on variabl" interest 

rate terms. In th" 198(),, oilpria,srose again. Purth.,nnore, 
imerest rates rose worldwide when gov.,mments in Nonh 

America and western Europe adopted strict monetary policies. 

This created problems for many I.DC, that had borrow..d heavily 
- esp,,ciallythos.,thathad110iperhapsusedthefu11dsaswisely 
as they might have. Some countries in Latin Am"rica threatened 

todefaulto11theirloa11s,andvariousplanshadtobed.,visedto 
salvage the financial system. 

The problems of deb!: have proved a major ob&acl" to 

<kvelopmem in many coumri.,s. Latin American coumri"s 
were affected strongly, as they had borrowed large amounts 
in US dollar t"rms. Coumries in sub-Saharan Africa had 
borrowedl.,ssinm011<,yterms,butaccumulateddebtsthat 

were suhstamial relative to GDP or exports. They thus found 
that a high share of their "xpon r,,,yenues were being used to 

makepayme-ntso11pastdebl:s,a11dsowere1101availablefor 
promO!ing development at home. n,., problem reached a poim 
at which it was cl<,ar that the debt burdens of many I.DC, were 

unsu.stainable,andtheWorldBa11klauncheda11initiativeto 
tackl.,theproblem 

25.2 The Harrod-Oomar model 11111 

Diversity in development 
With all th"se ohstacl<,s to growth and d"velopmem, from 
both internal and =ternal sources, it would be "asy to despair 

of ever being abl" to tackle poverty in the world. However, 
it is imponam to remember that 110! all coumries face all 
of th" obstacles. Coumries face differem configurations of 
charact.,ristics and probl.,ms. and such diversity needs to be 

matched by div.,rsity in th" d"sign of policies to promOle 
growth and development. 

• Early writers such as Malthm were pessimistic about 
theprospectsforsustaineddevelopmerit,believingthat 
dimi11ishi11gretumstolabourwouldcorntrai11economic 

''°""' • Globally, population is growing rapidly, with most of the 
increa'ietakingplaceinlessdevelopedcountries 

• Coupledwiththeagestructureofthepopulation,rapid 
populationgmwthca11createdillicultieslorLOC1becau'ie 
ofthepressureonresources 

• Thepattemofexistingcomparativeadvantagesuggests 
thatlOCsshouldspedaliseintheproductionofprimary 
commodities such as agricultural goods, minerals or other 
rw-Nmaterials. 

• However,theprice1of1uchg<XXl1te11dtobevolatileinthe 
shortrun,varyingfromyeartoyearasaresultofinstability 
arisingfromeitherthesupply!.ideorthedemandside. 

• Furthermore, the nature of demand for such products 
andthedevelopmentolartilidalsubstitutesforsome 
rw-Nmaterialsmaybeexpectedtoleadtoalong-run 
deteriorationinthetermsoftradeforprimaryproducers 

• The'ielactorswilllimittheextenttowhichlDCsbenefit 
from international trade in primary commodities 

• lnternationaldebtalsogrewtobeamajorobstac:leto 
development for many countries 

25.2 The Harrod-Domar ~ 
model 

Rerumingtotheissueofc,c011omicgrowth, ifitisseenin 
termsofashiftinaggregatesupply.thenthefocu.smu.stb-,on 
investm<,nt,whichenabl.,sanincreaseinproductiv.,capacity 

This ;de-:, is supported by th" 11:irrod-Oomac model of 
economic growth, which first appeared in separat" artid"s by 
Roy Hamxl in the UK and Evsey Demar in the USA in 1939. This 
model was ro beCOfll" significant in inOuendng LOC.." anitudes 
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IOV.'llrdS the proceM d --~· grov,1h. h W2S dcveloptd in 
an anempc to dcccnninc how equilibrium could be achieved in a 

growingt'CCll'lOOly 

The bouic finding of the model w:a.s 1hat an economy oin rcrn:,in 

incquilibriumthtoughtimconlyifi1g,:owsatapar1icularratc. 
This unique su,ble sro"'b patb depends on the w,,i,'85 rotio 
and!hcprod1u;;1i1•U)•efcnpila/. Anydcvi.ationfromthispathwill 

oiute the economy to~ urntable. This finding cmphasillcd 
the importance d savin,gs in !hc procdl of cconomk g,:owth, 
and led to the condusico that a country ~king ccooomic 

growthmuSlfirstincrcascilsflowdsavings. 
Figute25.2illu.stratestheprocesstharleadstogrowthina 

Hurrod-Domar world. Savings are crucial in enabling investment 

tobe undenaken -alwaysrememlx-ringthatsomcinvc~tment 
will have to be u,-cd to replac., exi.51i"8 capit:tl dut has worn out 
Jnve51mentthcnen:ililescapital toaccumulateand technology 

to be improved. The aCCtJmubtico d c.,pitd lcads to an=· = 
inoutputandinc1:irnn,whichk,;,dsioafur1hcrf10"A·of1:1.vings, 
and !he cycle begi11.1 again. This fig;utt hiShlighU a number of 
problems that may ptt,-ent !he Harmd-Domar proccs:s from 

beinSeffcctivcforLDCs. 
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Flgur• 25.2 The Harrod--Domar proc= of e,cooom,c growth 

G...neratins a flow of "3vings in an !DC may be problematic. When 
inoome!lattlow.housoeholdsm:i.yhavcrodevotcmostofthrir 

~ to OONUmp(ion, and .10 IM'tt may be a bd; of -,aving.s. 

Nonedlclcss.~sav.ig;,h:rve~possiblc.Forcxample,in 
rhecar1y!Sl6()sSouthKoreahadan a,~incomelevdth:uwas 

nocroodilfettntfrornthatofrountricslikeSudanorAfghaniwn, 
but it m:magcdtobuild 11p!hcsa,inll"r.uedLIM3thatdecade 

Setting :uldc thc problem of low 5'1.vings for !hc moment, 

wha1happensnex1? 
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Will savings lead to investment 
and the accumulation of capital? 
lfaflowof"3vings canbcgener.i.ted,!hcnex1import:mt stepi• 
to transform 1hc savings into invesunem. This i5 the process by 
which the sacrifice of current consumption leads to an increase 

inproductivt"capa<:ityinthefuturc. 
Some import:lnt preconditions must be met if savings arc to 

be transformed into investment. First, there must be a way for 

pcxemial borrowers to get a~M to the funds. In developed 

coumries rhi, 1akcs plac., through the medium of fin.ancial 
marke!s. For example, ii may be that households save by putting 

their money imo a savings account at the hank: then with thii 
money !he bank can make la,;ns to entrepreneurs, enabling !hcm 
1oundcrtake investment. 

In many lDC.11. however, financial markel!i are Wldevclopcd, 
so it is much more difficult for fwxls to be recycled in this 
way. l'or example, a Sludy cor,ducted in 1997 by the Bank of 

Uganda foundthatalmost3()%of householdsintervlcwc<lin 
rural Ugandan villages had undertaken savin,gs al some time 
Howe..,,.. almosl noneofthesehaddonc so through formal 
financial irntirutions.whichdidllO(reach imo!hcrur:d attas. 
JIIS(ead. !he ,aving that took pba, 1....ded to be in the form of 
fiud aSll<,IS. or money kepi: undn !hc bed. Such savinp Catlf>O( 

ttadily be nnsformed into productive investment. 
In addition. governments in some periods ha,1, made mattcn 

.....,.,.., by holding down inr=t rates in !hc hope of encouraging 
firms to borrow. The Idea hctt is that a low imefe'SI ri.tc means 
a low cost of borrowing. which should make oorrowins more 
attractive. However.thisignoresthefacrthat,ifimerestratcsare 
verylow,thcrcislinlein('ftltivetosavebecauscthere1urnon 
"3ving is so low. ln this case, firms may wish to invest but may 
nOI bc abl<·toobtain the funds to do so. 

The<>1hcrprercquisitefor"3.-iniµtobccon....ned into 
in vcstmem is1hatthcrcmustbcentrepreneurs"''iththeability 10 

identlfyinve51ment pos.,ibilitics,1heskill1ocarrythcmthrough 
andthewillingncs:stobear!hcrisk.Suchentttprcneursattin 
limitedMJpply inmany[.()Cs. 

Will investment lead to higher 
output and income? 
Forinvestmenttobcproducti.,.,inter!JL'lofraisingoutputand 

incomes in the cconorny, some further conditions need to be 
me!. Jn p:,nkular. it is crucial for firms to have access to phy,ical 
capit:1l.which wil!raiscprod11C1ionc.1p:,.city.Giventhcir!imi1ed 

c.1pabiliryoiprodudngc.1pilalgoods,m:1.ny[.()Cshavetordy 
on c.1pital imported from the matt" dt-veloptd countries. This 
m:i.y be beneficial in teons d upgrading home tcehnolCl8)'. 
bu1suchcquipmcnteat1bc importedon.lyif!hcoountryhas 
=nted the foreign exdtange to pay for it. A 3honage of for,eign 
exchange may thettfore make it difficul! for the country to 

accumulatc oipital. 



The importance of human 
capital 
lfthe capi1alcm1beoblained,thereislhenanecdfor 1heskilled 
la bour with which to operate the capiml goods. Human capital , 
in the form of skilled, healthy and well·tl"dincd workers, i., as 

import:int a.,physicalcapimlifinvestmcntisto bcproductive 
ln principle, it might be thought that today', U)Cs hav., an 

adv:rntage over the coumries tha1 developed in earlier periods. 
Jn p;,nicubr, they c:u, k=n from earlier mislakes, and import 

technology th:tr h:.s already been devdopcd, rather th:rn hllving 
to develop ii anew. 1bis SU88".1ls lrult a co,werg,mc-.. pn:xru 
should be going on, whettby U:X:,, are able lo adopt technology 
thlot hu already bcen produced. and thereby gow more rapidly 
and begin to d°"" m., gap with the more developed countries. 

Ho,,:ever,byandlargethishaor,ot bcenluppcning,and 
alackofhurnancapitalhasbeen•uggestedasoneofthc 
key reallOl'ls forth" failure. This underline, the imponance of 

cduc-.uion in laying The foundations for economic growth a., well 
a5contributingdirccdytothequalitydlife. 

Harrod-Domar and external 
resources 
figure25.3cxtendi the r2rlier.s<.nematicp~!ationof1he 

proceu ullderlying the Ham:xl---Oom.r,r model of economic 
grow,h. This has ~n :,mended to w>derline 1hc lmporomcc of 

:,ca,ss to technology and human capit:1.l. 
The discu"ion above has emph:1.sised the difficulty of 

mobilising domestic savings, lxxh in generating a auffidcnt 
now ofsaving,andlntranslatingsuchsavlngsimoproductivc 

The question :uises as IO whcWr an U)C CO\lld supplement its 

dome51ic saYio(p with a flow of funds from :lbroad. 

Figu~25.)ldcnlifiesthttcfX"'Nbleinjecuonsintothc Harrod--­
Dorn:.rprocc,.,.fir.,(,~mightbepoo,.silletoattrad~of 
o~~fmrnhigher=·-counuies.s«ond, 
pert,ape !he amount of inv=ierv: could be augmented dittcdy by 
persuading multin.llion:11 corpoation• IO engage in fotcign dim:! 

investment. Third, !he UlC might be able 10 borrow 
oo ln1ematiooal capital markets to finance its dome~ic in,'CSl:ment 

1tl!worthnotingthatthetige1"economiestookfulladwntagc 
of the/le c:ctcrnal sources of funds. Howe"ff, each of these ways 

of an.-,cting c,:tcm:il re:oour=s has a down.side a.ssocfated with 
it.Asfura.,ovcrscasassistaoceisconccmed.inthe1"'51sudi 
lkw,·shavcbccn ~ bysomedonorcoumriesa.,panof!r.Kle 

policy, and have brouglu less bendit to lDC5 than had been 
hoped. In the case of the multinatiooal corporatiom, there is a 
tffldcncy for the pm{tts IO be ttpatriated out of the lOC, r.i.ther 
than recycled Into !he economy. FinaUy, lotc,rnuional bon-owmg 
has to be rq,,ald :n some futu~ <bte, and many LDC:!I have, found 
1heiruclvesburdenedbydeblthattheycanillaffold1orq,ay. 

25.3 Institutions and development -

FigureJS.J TheH¥fOd-Oorna<proces,;ofKcnanuc~t 
augmented 

• AJthough development is a broader conc~t than economic 
growth, grONth is a key ingredient of ~lopment. 

• The Harrod-Oomar model of Konomic growth high~ghts 
theimportaoceofsavings,andoftransformingsi!Yir,gsinto 
productr,,eirwestment 

• Ho.veYer, where markets are underdeveloped, this 
transformation may bi!' impeded. 

• Humancapitalisalsoacriticalingredientofecooorricgrowth 

• lfresourcescannotbl!'generatedwithinthedomestic 
economy, a country may need to have recourse to e~ternal 
:1Curcesoffunding. 

25.3 Institutions and 
development 

Thedesignof econontic policymustbeconsidl'red in the 
conte,:t d the economic ~nd institutional envirorunent within 
which policy measures are implemented. The ro le of institutions 
in the lk'vclopmcnl process h:.s incre,uing!y been llCCII as ~n 
impon:m1 one in rccenl year5. UlC governments, multil.tter.il 
in11irutions sudl a., !he \lbrld fbnk, non--go,...,,.runenlal 

organiliationsandmajortnd.cgrouping.sliketheEuropean 
Union all comribuce 10 thc policy en=· ~t. The inter.>ctions 

betw=n 1hcm arc also extremely imponanL 



m Policies to promote development 

LDC governments 
The governments ci LDCs h:i.ve the ulrim,ue re5poruibility for 
designing their dcmesiic ==ic and development policy, but 

it has often bc<:n argued that m:my are ill-equipped to devi.5<­
an<l implement the rorts of policy that are required to siimulare 
the proceM of dt.-vdopment. This is panly related to the lt.-vel d 

development d the political and cultural ~stems in LOC.., and 
may al!O depend upon the existenc,, (or al»cncc) d a reliable 
andnon<orruptbureaucracythmwouldcnablepoliciestobe 

setlnlTlOlion.Anothermajorfactortoremernbcristhecorumiint 
th:11 U)C p~ment!l face, in teffll!l of resources. When, aver:i.ge 
incomes are low and tax col1ection systems are undeveloped, 
governments h:,,.., difficulty in gener:uing a flow d revem,e 

domest:icaUy, which is needed in order to launch policid 
encooraginggro,,,1handdevelopmem. 

In some casc,s, govcmm,,nts have !ended to rely on tue5 on 
intemationaltrade,whicharerelativclyeasytoa<lminister,rather 
than on domesiic direct or indirect tue,. NaturJlly, this h:i.s not 

helpe<ltostimulatcinternationaltrade 
Some Ll)C governments have responded to the problem by 

borrowing funcl.1 from abroad. However. in many cases .um 
funds h:i.ve not been best used. lneyha,.., IIO!Tletimesbeen used 
for prestige projects, whim impn,ss lenden (or donors) but do 
~ttle to fu11her dc,..,Joprnent. 

Corruption and the legal 
framework 
The legal Framt.-work is a key pan of the infraSlructure ne<:ded to 

support development. Where this is weak, development i, likely 
tobe hindered. lnthecaseofinternationalborrowing,there 

have been insiancc. where fwxls have been diverted into private 
use by government officials, and thne are well.<Jocumented 
examples of politician,, official,, and civil servanlS accumulating 
peffOfl3l fortunes at the expense of their countries' de""lopmenL 

Tendencies lOWaro,; corrupi:ion are likely to be more 

significantincountrieswherethereisrdativelylittlepolitical 
5tab;li1y, so th:n the go,.~ment knows it wal not remain 
inpowerforlong.lnthissituation,ilisnotonlycarupi:ion 

that may be problema!ic, as in gener:i.l the incentives foe 
sud, government• are weak. There is little reason 10 eXp«t 
a government 10 take a lOflg-tem, view of the developn><.,nt 

process, and to introduce policies that wUJ only bring benclits 
inthedistantfuture,ifit=lyfacesashortperiodinoffic,,,orif 
it perceives that ii need, 10bring inpopuli51policiestoensure 

re-election.lnochcrwords,evec,intheabsefK-edoorrupi:ion, 
there may be tinle inC<'ntive for governments 10 take a long-"lerm 
penpective. 

lhelack da suonglegal fr.unewonr.can bea seriou,, 

obstacle lo developrnem. If the ruled law is fragile, then 
romipi:ion and poli1ical inslability are more likely. Also important 

is the existence of wong property righi., for individuals. for 

eumple,ifapeasantfannerdoesD011holdD011.secureproperty 

rights ovec th e land being farmed then the inantivcs for making 
irnprovernentstothelandortheproductionmetho<lsareweak. 

Funherrnore,intheabsenc,,d.securepropertyrights.afanner 
may not be able to borrow furul.s from the cornm,ercial banking 
sector in order to make improvem.,nts or undenake investment, 

as without K'Cure ownership of land it may not be possible 
toprcNide oollateralagainstloans. Hencetheimportanccofa 
strong legal framewori<: to allow financial and other markeu to 
operatedfce1ively. 

Markets or state planning? 
1be '«brld Bank and IMf h:i.ve taken the view that countries 
should :odop! m a r ke t·frkndly growth, allowing market.5 

to work more effectively to allocate rcoour~ where this is 
pc>Mible. This DOllion wa., embodied in a set of policies that 
came to be known as the Wmbi,.gton Co,is.,,m,s, which LOCs 

were encouraged to Follow. This approach was not as succeMful 
ashadbeenhoped,andtherehasbeenagrowingrecognition 
oftheneedtotailorpoliciestothepanicularconfigur-Jtlonof 
characteri,tlcsand problerru face<lbyin<liviclual lDCs, ra1hcr 

than trying lo lmpo5e a Olle-!iize-fits--aU policy package. 

An extreme alternative to this appr=ch is to rely on cull/ml 
plmmitis. n,is view d the development process wu anractive 
to many countries, with the Soviet Union being seen u a role 
model fOC' many yean. 1be breakdown of the Soviet bloc has 

discredited this approach to some extent, although there are still 
a f.,w countries thlu ~ to central planning, wch as Cuba 

and North Korea. ElsewherO', g<>'"emments have come 10 see the 

benefitstha1derivefromallowingmarketforcrs1oplayallt'ast 
oorne role in reKl\lrce alloration. for example, market reforms in 
O.inahavecontributed tothatcountry'soutstandingsueceain 
achieving rapid economic growth. 

Allowing market forces to lead resource allocation has some 
key advantages owr central planning for many U:>C, , 11tese 

arise from the problem., mentioned above relating to the lack 
of reliable bureaucr-.-cy in many IDC, and the temp(ations to 
corruption. c:entnl planningreliesveryhea,ilyon bureaucratic 

.structures in order to manage the process of de>·elopment. h alto 
relie, on reliable and detailed information about the economy. 

Without the$e, central planningcannotopcr:11ceffce1ively. 

In contrast, a markei system is efficient beause it devolves 
decision-makingtoindividuaJ..,andusesprlce$1oprovide 
signalsand toooordinli1cthe allocationdresa.in:es. 



Problems a~ ... tx= irutirut>Ot\S do oat enable the, ~ 

operatlonofmarkels, and an early priority insecltingro promote 
development i.s to= that meaS1Jre, are in pi- that will 

allow markets to work. These m=sums would include such 
things a.ssecurepropeny rights and theprovi:lionofappropriate 
infrastructure. lnd=d, inten,ention may be needed in various 

part5 of the economy in orde-r to coun!cr problem., arising from 
m11r/Jclftil/11re. 

Domestic policies for 
development 
The objective ofdornc9;ic policy is to make the, best use dthc, 
relO\lrccs that are av:i.ilable within a society. Policy muse abo try 

to i:,QJancc the need to tackle shorHerm problems with devi.sing 
aSlr.ltegythatwillcaterforthc,longmn 

Astratcgyforthelongrunmustbearinmindthe needfor 

balance in the s/,.,,ct,m, of economic activity. This means reducing 
1hc dl'J)Cndcnce on primary production and mewing toward,, a 

more diversified economy. A precondition for this i., to bring 

about irnprovemenlli in agricultural productivily, This enables food 
producdon to be secured and may then permil Kll1lC release <X 
surplus labour into new ~d N'.OnOfl'ticactivity. 

It is importamt to be aw:m, d area,, d polC'nt~l markei failure 
th:i.1mayinhlbitckvdoprnent,Wo"'ID.and11ructurid trarufurmation. 
Of particuW importance may be the pn:wision d i,ifms1ruc1 .. re. 

lnterventionhercisjustiliedbecawedthc,publicgoods 
charactcristic:9 d much infnstructure, which means tha1 th..-re wil! 

beinsufficientprovi5ionifitislefttotheprivate5ect0r. lmprt)'\'"ffl 

rood! and convnunication links, and market facUities, are aamples 
ofpublicgood,thatareessentialfor e«>nomicdcvelopment. 

An()(herareaofpo1entialmarketfailurerdates toaspects 

of brm1m1 Cllpit,,J. The presence d infor=lon failure.s and 
ex1emali1y e ffects may combine to ~enl efficient provillion 
of education and healthcare. Hm,,""'",thesearec:lvital 

importtoce,noionlyforshort-run purposc,sofallevi.iting 
~. but al!IO because the improvNnent cl hwrum 
re!IOUl'CC5 contributes to productivily improvements. and hence 

to economic gr=·th. To the extent that households make 
inappropri:ue decisions on family si7.c,, lhe-re may also be a n~ 
to try to inOuence the rate of population growth 

U>C governments should also mke Meps !o ensure a Slable 
nwcro«o,iomlc,mdronmenlinordertoenablethepriva!e 

sector to take good decisions. Only in a stable macroecooomic 
environmentwi llfinnsbc abletoformreliableexp«tation• 
about the, fu1ure, and lhu• take good dedslom about inve,mnem. 

G iven the park>u1 stare of many LDC economies, 51.1Ch 
dornC$1icmea&ureaareunlikelytobewfficlent1osimulate!ie!f-
5US1aincd development. Thi,; panly reflects the se,~re 6Cllcity d 

re!IOUl'CC5 faced by many UX: governments. An implication d 
this ls that LDCs mU61 aJ50 anempi: to mobilise retOUl'cc:5 from 
enernal10Urces. 

25.4 lhe role of external resources in development 1111 

• Governments in lDCs have limited resourc~ with which 
to encourage a more rapid rate of economic growth and 
development 

• Corruption and poor governance have meant that some of 
theresourcesthathavebeen availablehavenotbttnused 
wiselyinsomelDCs. 

• TheWorldBanl:hasarguedthatmar\:ets!ohooidbe 
enoourag,edtom::rl:~rethi5i5possibl@,butthat 
goverrmentsshouldinter,,eneintheprewnceofmarket 
failure . 

• The steps tlffded for LDCs to achieve development and 
gro,vth using domestic mourres may be limited. 

25.4 The role of external 
resources in 
development 

The shortage ofrC!IOUrces in many I.DCs has been a severe 
obsl:l.de to their coonomic growth and devdopmc,nl. This was 
emph:i.sised by the Harrod-Domar model d economic growth 
whichwasintroducede:irlierinthechaprer. 

Theunderlyingproc:cs.,bywhichgrowthcantakeplacere,quires 
thegencrationc:laflowofsavingsthatcanbetransformedinto 

investmcntin ordertogen<'tme anincreaseincapital,whlchinrum 
enlarge,theproductivecapacityofthe=~y.This d1enenablc, 

ouq,utandincomes1ogrow, whichintumf~si:,Qckinto&oving, 
aOO allowstheprooe!O!tobccomi, sdf""staining. 

However, the proceM will break down if savings arc 
inadequate, or if rruuiteu do no1 operate MJffidently weU to 
maintainthe chain. ln coruidning thep<161libili1ythatthe 
procCM could be iniliated by an inHow d resources from 

outsidethecconomy,therearethreeix-m'eroute.,, foreign 
direct invesm,enl. oveuea.s aid and intema1ional borrowing. A 
country'g attitudetOW'~rdsinwmationaltradei:lalso impon:am. 

Trade policy 
An important area In which policy may be important in 

contributing to economic dc,vdopmem i• in the area of ttade 
policy. lfa counlryisshonof foreignexchange, thc,re are t\\-1:> 
broad apprwd,c,a that it car, take in drawing up illl trade policy 
to deal with theproblt"lll. One is to reduce it.1 reliance on 

imports in order to economise on the need for foreign 
currency- in other words, to produce goods at home that ii 
previously imported. This i.'! known as an lmpon ~ul,,; tltu tlo n 
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policy. An alternative possibility is to try to earn more foreign 
exchange through export promotio n 

lmportsubstitution:apolK)'enc01Jagingdomestkproduc:tiooof 
goodsprevk>uslyimportedinordertoreducetheneedforfon,;gn m­Exportpromotion:apolK)'enc01Jagingdomestkftrmstoexport 
moregoods inorde,toe..-nloreignexchange 

Import substitution 
The impon sub.stitution strategy has had some appeal for a 
number of countries. The idea is to boost domestic production 

of goods that were previously imported. thereby saving foreign 
exchange. A typical policy instrument used to achiev,,- this is the 
impositiOflofatariff. 

The effect of tariffs and non-tariff barriers were discussed in 

OiapterlO. 
The benefits from implementing such policies rarely seem 

to be worth the costs. A matCJr problem with an import 
substitution policy is that to be successful it requires a large 
effectiv,,- dom.,stic market if producers are to be able to tap into 

«noomies of scak This is not olten possible for many ll)Cs. 

Export promotion 
E:xponpromotiOflrequiresamoredynamicaodoutward-looking 

approach. as domestic producers need to be able to compel" 
with producers already established in world markets. The choice 
of which products to promot" is critical. as it is important th31 

the !DC dev,,-lops a new pattern of comparative advantage if it is 
to heoefit from an expon promotion strategy. 

Forprimaryproducers,aremptingstrategyisooethat begins 

with existing prorlucts and tri"s to move along the production 
chain. For example, in 1997(undereocmu-agementfromthe 
World Bank), Mozambique launched a project whereby, instead 

of exponing raw ca.shew nuts, it would establish processing 
plants that would then allow it to export roasted cashew nuts 
lo the early 1970s Mozambique was the largest producer of 

cashewnutsi11theworld.butbythelatel990sth"activityhad 
stagnmed,andthecountryhadbeenovenak.,nbyproducersin 
Brazil and India. 

This would seem to hav,,- been a gcxx1 idea because it mak"s 
use of existing prorlucts and moves the industry into higher 
value-added activity. However.the projectranintoaseriesof 

problems. On the one hand, there were internal constraints: 
processing the nuts requires capital equipment and skilled 
labour, neither of which was in plentiful supply in Mozambique. 

In addition, tariff rates 011 processed commodities are higher than 
on raw materials, so the producers faced more barriers to trade. 
They also found that they were trying to break into a market 

that was dominated by a few larg" existing producers, which 
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werereluctantto.sharethemarket. Funhermore,thetechoical 
standards required to sell proces.sed cashew nuts were beyond 
the capability of the newly "stablished local finns. lmked. the 

seningofhigh techoical spedficatioosforimportedproducts 
is on" way in which countries have tried to protect their own 
domestic producers - it is an example d a non-tariff barrier. 

These are just some of th" difficulties that face new producers 
from LDCs wanting to compete in world mark.,ts. The east Asian 
tiger economies pursued export promorion strategies, making 

sure that their exchange rates supported the competitiveness of 
th.,irproductsandthattheirlabourwasappropriatdypriced. 
Howe...-er. it must be remembered that the tiger economies 

expanded into export-led growth at a time when world trade 
itself was booming, and when the dev,,-loped countries were 
beginningtomoveoutoflabour-inreosiv,,-activities,thereby 

creatingaoichetobefilledbythetigers. lfm3nyother cou11tries 
hadexpaodedtheirexportsatthesametime. itisnoratall 
certainthattheycouldallhavebeensuccessful. 

As time goes by, it becomes more difficult for other countries 
to follow this policy. ltispanicularlydifficuhforcountriesthat 
originallychoseimportsubstirution.hecausetheinward-looking 

attitudes fostered by such policies become so deeply entrenched 
h should also he remembered that there will always be 

dangers in trying to develop new kinds of economic activity that 

may entail sacrificing comparative advantage. This is nor to say 
that LDC, should remain primary producers for ever, but it does 
suggest that it is important to select the new forms of activity 

with care in order to exploit a pokmlit1/ comparative advanmge 

• Governments in LDCs have limited resources with which 
to encourage a more rapid rate of economic growth and 
development. 

• Corruption and poor governance have meant that some of 
theres.ourcesthathavebeenavailablehavenotbeenused 
wisely in some LOC1. 

• lndesigningatradepolicy,anlDC maychoosetogofor 
importrnb1titution,nurturi11ginlanti11dustriesbehind 
protectionistbarriersinordertoallowthemtoprorluce 
domestically goods that were formerly imported 

• However, such infant industries rarely seem to grow up, 
leavingthelDCwilhinefficientprorlucers,whichareunable 
tocompeteeffectivelywithworldprorlucer.; . 

• Export promotion requires a more dynamic and outward­
lookiog approach, aod a careful choice of new activilies 



25.5 Foreign direct 
investment 

Onepo&1ible.t0u1n·ofextemalfunding1hathasbeenanracrive 
to many LDC.s i.s foreign direct lnvc,sim,mt (l'OI) . This entails 

encourJging multlnallon:d eorpor.ulo n ~ (MNC..) to &et up 
l)"Moftheirproducrionina11UX:. 

For-er, clrKt lnvetment (FOi): irne5ttnent uride<taken by for,,;~ 
comp.iois 

Muhi~•tlon.,,I corpontion (MNC): a comp.,ny 'MlOSe prod,.w:ticn 
ilCll,,;ttsarecarriedOl.tlmmorethan onecoonvy. 

MNC, by their natur<." tend to be large-SOile enterpri~s. in 

busincu to make profits . This can influence the way in which 

they opera1e whC'll they choosoe to locate in an LOC, not always 
lnW11ys thataN:ber>eficialforWIDC. 

MNCs may engage in Fl)J in Offk1" 10 reach new marl<c:u, IO 

takeadvantageof"°""' keyttsourcr,.such asnaturalgas,or 
they may be looking 10 improve efficiency by locating p;,n d 
rhcirproductioninafavourablelocation 

The mo:lv:otion for IJX6 in seeklni! to attraa MNC. is to obc:,in 

an lnj,e,aion ol invesment that may siimubtc economic growth and 

human developmem. This may occur through the physical capital 

to which MNCs have ace=, but they may abo bring skill, to the 

local Jabour force. managementexpeni.seandcntrepreneurial 

skills - and ac«'SS to global markets. The spUlovcr clfocl.! may be 
Sttl'I IO be potentially important for local bwinenes.. 1lle UX: may 
alsohopetobeablcto ral,etaxrevnnic. 

All too often. ~ benefits h.a,.., nol materialised.. The size of 
MNCs is likely 10 give them suhstaru.ial economic: and political 
inHuenee in an LOC, the 1edmology tha1 1hcy utili5c rruiy no1 

beappropriatefc.localmarke1condl1ions.andif proli15are 
rcpatri:ued tosharc~==s, then the LOC will 001:gain 

as much as it hoped. After all, MNCs arc In business to make 

profil.!. What is important is that I.DO< arc able to llegoiiaie 
reasonable dea ls with 1he MNC, perhap,, through agreements 
to increase !he cmployme·nt of local labour or to limit the tax 

holiday5 often offered to MNCs as an indu~mcnt . 
h has alJo b«n difficult fco- some countries 10 anr-.ict l'DI, 

cspe,clallyinsub-Saharan Africa, whcrclowlcveLsof human 

caplolalldllOcialandphy,iicalinfnstrucrurcarclow,andwhcre 
politialS1abilirymay001:be high 

25.5 Foreign direct investment 1111 

• M.Jltinational corporations (MNCs) are companies whose 
production activities are carried out in more than Ofl' country. 

• Foreign direct investment (FOi) by MNCs is one way in which 
anlOCmaybeable toattractexternalre">Ources 

• MN Cs may be motivated by markets, rl!sources or cost 
effectiveness. 

• LDCs hope to benefit from FOi in a wide range of w.,.,s, 
induding capital, technology, employment, human capital, 
taxrevenuesandfaeigne111:hange. Theremayalsobe 
sp~lover effects for loca,l firms. 

• HoNever, MNCs may at times operate in w~ that do not 
maxi!l-.se thesebenefits lorLDCs. 

25.6 Overseas assistance 

lfUX:., oouldentcraptu..,of-=- ·growthand rising 
income,J,ooercsuhwouldbean incn,...,.,inWOfidirade. 
This would bellC"fit nations around the world. and the more 
dM.odopcd indwuial coum~• would be likdy to Kt' an increase 

in the market for !heir producu. This might be a rclUOn fc. 1hc 
goYCfnmcnu of more developed oountries to help LOCs " 'ilh the 
growth:mddevclopmtt,1oftheircconominl.Ofrourse,thcrc 
m:iyal!JObe a hum:initarian mcxive forproviding a55istance-
1hatis, to reduceglob:ll inequality. 

lndced,thl-remaybem:1rke1fa ilW"eargumeni.,forp10Ylding 
aid. Por example, It may be that govenunents have better 

inform:itionaboulthcriskillCS'lofprojects in LDC,thanpriv:ue 
firmshave. ln rela1ionro 1hc,p10YL'lionofeducationandhcahhcare, 

if wn :argued carlief" tll:11 e xtcmaliry dfn.-t1 may be involved 
Howevn-, LOC pwnmeni,, may nof have the re,ourccs needed 

toprovidcsuffidcnleducationfortheirdtiuru.Similarty,i! 

wasarguedtha1~infra..!lrucrurmayhavepwlicgood 
diar:octcri,itic:stha1requircinitti.-n11ion. 

Official :aid i., known as overseas development U.'Sistance (ODA), 

andL'lp,ovidedthrough1heDcvelopmen1Assismnccc:ommiatt 
of the Org;lni.,ation for Ecoo.omk Cooperation and Development 
(OECD). Notice that the di8russion here foruse• tlOI on shon-run 

aid todealwithancmergcncy,suchas adrough.t ortsunami,bu! 
rather on funds that arc provided to foster long-term developmem. 

A contentious issue is whethcr ODA shoukl be diannellcd 10 

IDol!lecountric!IITIO!l!innccdofi1,co-focusedon1hosecountries 
be,ii c,quippcd lo make good " ""' <I thc funding. If humanitarian 
mo(i"""arcuppermo.1l, thm.youwould~p,N:tlhcrc1obea 
suongrclatioruhipbe{,-fff!flow5ofover,oeasassi:st;lnccand 
a,'Cl"llgc income JcYel1. Ha,,.-.,Vff, if omcr lllOffl'C5 arc importam, 
ibis rdationship might be ~ apparcnl. In 2006, Iraq and Pakmn 

came high up the !L'll ofthe highest recipient• of ODA in dollar 
1crrns,whichm:1yrellea theimportanceof thesecountricsin1emu 
of US foreign policy in 1heahermathof9/ ll and the Iraq war. his 
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importaru also to realise that some countri"s rdy very heavily on 

ODA: for some this makes up almo.st half d thcir GDP. 

Atameetingof!heUnitffiNationsin 1974,th.,industrial 

countries agreed that they would each devote 0.7% of their GNP to 
ODA. This goal was rciterntffi at tl,., MiUennium Summit as part of 

the commitment to achieving th" Millennium Development Goals. 

P!'OS"'s.stowardsthistargethasnotbrenimpre-ssive,al!houghthe 

late :.o)()s saw some imp-=t from some countries. Figure 25.4 
showsth.,performancc,ofdonorcountriesrelativetothistarget. 

andyoucanseethatonlyfivecoururi.,shadachievedth.,0.7% 

UN target by 2012 The amount of ODA provided by the UK as a 

pe=tage dGNI increased after 1997. but the USA"s share has 

fallen. How"ver, it should be l:x>rne in mind that in terms of US.S, 

theUSAisbyfarthelargestcontriburor. 

Source: 0.-ganisatioo !0< Economic Coope<ation ar,d Development 

fig u re25.4°"'-""'asdevelopmentassistanc:ein2012 

An "ncouraging sign is that total ODA Oows inc,.,ased in the late 

199().s and the early years of the new millennium. as can be seen 

in Figu"' 25.5. This seemed to represent an "nhanced awareness 

of the importance d such Oows for many illCs. Indeed , m 

the sununit meeting of the G8 (the governments of eight of 

the world"s larg"st economies) at Gleneagles in Ju ly 2005, the 

commitment to the UN target for ODA was reiterate<l. 

A WorldBankstudyoftheeff.,ctivenessofaid.publishedin 

1997. reponed that 'foreign aid to developing countries since 

1970 has had no net impact on either the recipients' growth 

rat" or the quality ofth.,ir economic policies'. Some e-videnc" 

was found to suggest that aid was more dfective in countries 

where 'sound economic management" was being practised. In 

otherwords,itwasargue<lthat aidmightproveeffectivein 
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Soorce:O.-ganisabonf0<Ecorn>micCooperabonandDeVl'k,pment 

figure 25.5 Rew, of OOA. JggJ- 2012 

stimulating growth only if the country were also impl.,menting 

'good" economic policies - particularly in terms of openness to 

trade, low inOmion and disciplined fiscal policy. 

There are many possible reasons forth" ineffectiveness d 

aid. Ttmaysimplybethatprovidingaidrothepoorestcountries 

reducesitseffectiveness,inthesensethattheresourcesofsuch 

countriesaresolimitedthatthefundingcannot beeffi.ciently 

utilised. ln some cases it may be related to the facr that aid Oows 

are received by LOC governments. which can be inefficient or 

corrupt.sotherearenoguarante-esthatthefundsareusedwi.sely 

by these governments. Or it might simply be that the Oows d aid 

havenotbeensubstantialenoughtohavemadeadifference. 

There are other explanations , however. For exampl", some 

donor countries in th" past have regarded aid as pan of their 

own trad" policy. By tying aid to trade deals. the net value of 

theaidtotherecipientcountryismuchreduce<l:forinstance, 

offering aid in this way may commit the recipient country to 

buyinggoodsfromth.,donorcountryatinflatedprices. 

In other cases. aidhasbeentiedtouseinspecificprojects. 

This may help to as.sure the donor that the funds are being used 

forthepurpo.,efor,,..ti.ichtheyw..,.eintended. However,itis 

helpfulonlyifappropriateprojectswereselectedinth.,first 

plac.,. There may be a temptation for donors to select prestige 

projectsthatwillbefavourablyregardedbyothers,ratherthan 

goingforthelDC"stop-prioritydevelopmentprojects. 

Such deals are becoming less-~, as now more ODA is 

beingchannelledthroughmultilaternlorganisationsthanbilaternlly 

between donor and recipient directly. This may mean that aid 

Oows will be more effecrive in the future. An important issue for 

aUsoruofaidisthatitshouldbeprovidedinawaythatdoesna 

damage incentives for local producers. For example. dumping 

cheapgrainintoUX::marketsonaregularbasiswouldbelikelyto 

damagetheincentivesforlocalfarmersbydepres.singprices 

Trade and aid 
There has been del:xm, in some quarters about the relative merits 

oftradeandaidasawaydstimulatingeconcrnicgrowthand 
development in Jes,; developed countries. Economic analysis n,veal, 

thatcountriesdonafaceachoicebetweentradeandaid,andthat 

bah trade and aid could contribute to grovvth and development 



Proponents of 3id argue th.u it can be used to provide the 

foundations needed for development to ta.ke place. Crities 

3rguethmaide3nfo.stera sta.teofdependeney, suehthatthe 

recipient countries do not hav,,- the incentive to take their own 

initiativeindevelopmentandthatfundsoftengetdiv,,-rtedto 

unprorluetiveuses 

There is potential for aid to have a beneficial effect on 

UX:s, when it is wisely utilised. The debt relief received by 
manyillCsinrecentyearshasreleasedfundstobeusedin 

poverty alleviation and in improving human capital and social 

infrastructure. The shift towards more multilateral aid transfers 

hasreducedthepolitiealmotivationforaiddonors.Aidcan 

be harnessed to promote development without leading to 

dependeney,butitmustbecarefullydirected. 

Proponents of trade argue that encouraging LDCs to open up 

their markets and adopting a more open 5t:lnCe towards trade 

provides better incentiv,,-s for LOCs to adopt good ma=-• 

policiesandthuspromoreeconornicgrowth.Criticsarguethata 

more open stance towards trade opens up UX:s to =ploimtion. 
by rich countries and powerful multinational corporations. Again. 

there may be elements of truth in both positions. For IDCs to 

gainfullyfrornengaginginintemationaltrade.theremustbea 

willingness atnorlgst the developed nations to open their markets 

Examination questions 
1 How far do you agree with the proposition that the main 

aims of economic government policy should be low 
unemploymentandlowtaxrates? [25) 

CambridgeASandALeveiEcOf1Dlncs9708, 
Paper4.Q7.Jur,e2007 

2 A World Bank report in 2007 commented on the continuing 
needformajor~ndingworldwideoninfrastructureon 
everythingfromroadsandrailwaystowaterandelectridty 
generat ion 

5oon::ecWaNStreetJoumal.Juroe2007 

a Explaintheeffectonnationalincomewhenthereis 
aninc:reaseins.pendingoninfrastructure [10) 

b Discuss whether an efficient alb:ation of resour= can 
beobtair,edonlyiflarge-scaleinvestmentisundertaken 
bythepublic§eclorratherthantheprivatesector. [15] 

CambridgeASandALevei£rnnorrics9708, 
Paper41,Q7,Jur,e1009 

3 Some Japanese economists have argued that higher interest 
rates would, unusually, improve Japan's economic growth 

a Explainwhyitmightbesaidthatthislinkbetweeninterest 
rates and economic growth is unusual. [12) 

b Discuss whether economic growth is good for an 
[13) 

CambridgeAS,..,dALevejfcOf1Dlncs9708. 
Paper41,Q5,November2009 

Examination questions 11111 
to illC goods. and nct adopt too protectionist a stance. There have 

beenencouragingsigruinrecemyears.eveninthefaceofglobal 

recession. In the long run, some combination d trade and aid is 

needed to allow development to take off. 

• Overseas development assistance {ODA} comprises grant<; 
andconcessionalfundingpmvidedfromtheOECO 
countries to LOCs 

• The countries most in need of ODA may not be in a position 
to use it effectively. 

• In some rn1es, the direction of ODA flows is influenced by 
thepoliticalinterestsofthedonorcountries 

• Themoredevelopedcountrieshavepledgedtodevote0.7% 
of their GNPs to ODA, but few have rei!Ched this target so far. 

• Some evidence suggests that aid has been ineffective except 
in countries that have pursued 'good' economic policies 

• Thetyingofaidtotradedealsortospecificpmjectscan 
limittheaid'sbenefit<;torecipientlOCs,butthevast 
majorityofbilateralaidismmuntied 

4 For some years government<; of developed countries have 
been promoting Fair Trade, which means paying a lair 
priceforprimaryproductsboughtfromAlricandeveloping 
countries.Nowthegovernmentsindevelopedcountries, 
anxious to conserve resources, are complaining that the 
transportofproductsaroundtheworldinrreasespollution 
andshouldbelimited.Theysupportinsteadthepurchaseof 
goods produced at home. These are often more expensive to 
produce.Africanfarmersmaybeleftwithproductsthattheir 
local people do not eat 

a Explainwhatmightdeterminewhetheracountryis 
das'>ifiedasdevelopedordeveloping. [12] 

b Discuss whether the old and the new approaches to 
tradeofthedevelopedcountrieswouldhelpachievethe 
conservation of resources (13] 

Cambridge AS and A Level Economics 9708. 
Pape,41.Q5.June2010 

5 Economicanalysisstatesthattheaimsofthegovernment 
indude economic growth and economic efficiency. 

a Explain how achieving economic growth might conflict 
with other government macroeconomic aims (12] 

b lseconomicefficiencybetterachievedbythemarket 
mechanism rather than by government microeconomic 
policy7 (13] 

Cambridge AS and A Level Ecmomic:s 9708. 
Paper41.Q7.NOYember2010 
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6 a A firm undertakes a major investment. Analyse why in a 
closedeconomywithoutagovernmenttheincrease in 
nationalincomefromthisinvestmentmightbehigher 
than in an open mixed economy. (12) 

b Discus, the policies that a government might use to 
influencethelevelofinvestmentinaneconomy. (13) 

Cambridge AS ~nd A Level Economic, 9708, 
Pape<41,Q6,June2010 

7 Nationalincomestati1tic1aremedtocalrulateacountry's 
GOP. The table show:s the GOP for live countries for 2008 

Discuss how far the table might be used to determine whether 
onecountryhashigherlivingstandardsthananother. (25) 

Country GDP Sm 

Sir,gapore 

Cambridge AS and A Level Ernm,mk, 9708, 
Pape,41,QS,NoYembe,2010 

8 Emerging e ro nomies and the way out of a recession 
During the recession of 2009 several economists forecast 
that mme emerging {fast developing} economies would 
performbetterthanthedevelopedeconomies. Oneindicator 
ofthis,theysaid, wasthe,trengthoftheexd.angerate of 
the wrrency of some emerging economies against the US 
dollar. Forexample,betweenNovember2008andJuly2009, 
theBraziliancurrencyrose11 .4%againstthedollarandthe 
lndonesiancurrencyrose10.2%.Anotherindicatorwa5the 
forecast growth rate in GOP as 5hown in Table 1 

Tab le 1 Foreca,tc,nwthratl'inGDPfotsele<:tedrn,mtri~ 

Forecastgl'OWthrateinGDP 

Hong Kong 

Singapore 
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Emergingeconomiesareoftendependentonexport:sto 
achieve an increase in GOP. Some economists :.uggested 
thatitwouldbebetterfortheireconomicgrowthifthe1e 
countries were to concentrate on domestic demand rather 
thanexports.China,inparticular,theysaidcouldleadthe 
world outoftherecessionif itre liedinc:reasinglyondomestic 
demand. Indeed, the Chinese government encouraged a 
shift from export-led industries to programmes aimed at 
improvingtheChineseinfrastructureinordertocreatejobs 
andthusincreasecon:.umptionofChinesegoods.Banks 
wereencouragedtomakeborrD'Ningeasier inordertocreate 
morecreditforrnn:.umersandbusinesses.Thegovemment 
startedamassivefisc:alstimulusandincreaseditslorecastof 
GOP to a growth rate of 83% in 2009 and 10.9% for 
2010{previousforecastligureswere6.0%and7.0%asin 
Tablel}. 

However, other economists do not arrept that there should 
be an emphasis on domestic demand. They argue that 
tradinglinharethestrongestevidenc:eoftheemerging 
economies' ability to grow. They state 'no emerging market 
thatadoptedanexport-ledgrowthmodelhassubsequently 
neededtobreakawayfromit-includingChina'.China's 
exports as a perrentage of GDP are 32% compared with 
only13%fortheUS.SmallerAsianmuntriesareeven 
moredependentonexports;5ingapore'sratioofexportsto 
GOP is 2:04%, Hong Kong's is 169%. It will be difficult for 
economies :such as these to increase domestic demand and 
reducetheirdependenc:eonexport-ledgrowth 

Soun::e,FiniJnda/Timeo,12June2009 
Tabksoon::e, kooomisr, p. 105, 18- 24 Apfil 2009 

a Explain what is meant by GOP. 

b The article says that banh were encouraged to make 
borrowing easier. Explain what this might mean and 
whythegovernmentmighthavethoughtthiswas 

(3( 

necessaty. (3] 

c lsthereenoughevidenc:eintheartidetosupporttheview 
that there has been an improvement in the economic 
situation of emerging economies7 [6) 

d ldentifythetwopolicyapprooc:hes:.uggestedby 
economistsintheartideanddiscuS1whethertherei1a 
conflict between them (8) 

Caff'OOdgeASandALeveiEconolf'ics9708, 
Paper43,01,June2011 



A Level 
Part 5· Government macroeconom1c 1ntervent1on 

2 6 Macroeconomic performance 

The discussion of macroeconomics lO far has drawn 
atttnt/on to a number of problems faced by the e1:onomy 
as II whole - Inflation, instability in the balance of 
payments. and the need to achieve economic growth and 
development. For many countries, espec/111/y In the 
developing world, a key problem is unemployment. For 
m.lny countries, people are their mru-t valuable r,:source, 
and yet they are often underutilised, because they are 
eithtt unemploYHI or in occupations that do not make 
full use of their potential. This chapttt thus ~girn by 
looking •t the problem of unemployment. A complication 
when t/)'fng to assess the ~rlouMrKt o f •n economy is 
rmr very oh,m the problems that can 1fflkt ,1n economy 
are Interrelated. The chapter concludes by examining 
some of these key interrelationships between 
macroeconomic problems. 

Learning outcomes 
A h er studying this chapter, you should: 
• understand the meaning of unemployment 
• be tam•iar with the main ea~ of unemployment in an 

KOO<>my 

• be<1'NareofthecmtsofunemploymentforindiYidualsand 
lor sodetyasawhole 

• understandthedi1tinctionbetwcenvoluntaryand 
Involuntary unemployment 

e appreciatetheparticularproblemscausedby 
unemploymentinlessdevelopedcountrles 

• be familiar with the w~ in which macroeconomic problems 
maybe Interrelated 

• be<1NareofthePhilWpscurverelationshipbttween 
unemployment and inflation. 

26.1 Unemployment 

For an economy to be operating on its production po511ibility 

curve,thcfactoniclprodU<:tionnc,e<ltobefullycmploycd. 

Frcm society's point o( view, surplus capacity in the economy 

repr~ms waM.e. lnthe m:i.=-=· policy arena, anmtion 
in tru8 comcxt focuses on u~loymem. For cnmple. 
Figure 26.1 shows that undn Ke~ a.uumpciont about 

aggttg:ne supply. it is po.,.siblc for an ==Y to be in 
macrocoonomlc ~ilibrium at a Jc ~-d of outplll Y, !hat is below 
~ potential full-employrr,..nt levd at I'". Thi!i may be Sttn as 
an unnea,.uary waste of po1cn1ial outpuL In addi1ion, th~ may 

be a COl5l suffered by 1hc p=plc who are- unemployed, and who 
could hav,: ~n productively employed. 

P, 

Y, Y' RH loutput 

Figure 26. 1 MKICM'Cooomic equilibrium bKlW ful ffll)loymtf'lt 

n... wlly in which pcopk c:om a living is an lmponam aspect of 
any a-onony. One lllC'lll!UC<' on which go,.=ms are- judged 
i,; "-hcch<,r people who want to work can find jobs- and fmd 
jobs that :IN: approprlalc 1oth..irialeru,,;and miining. lnordcTto 
ev;oluatclhis,il isnc«surytocxplco-cthcrompositionofthc 
population, ~nd the way in which unemployment is mcawrcd 
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The first step is to ~fine wh.it is mo,am by the working 

popubtioo. In any S'.Xiety, there :uc indiYidwtls who :uc 
either too young or too old to ,,,ork. The working popubtion is 

defined as the number of people of working age - often taken 
10 be 1hoise aged between 16 and 65. Notice 1ha1 the minimwn 
and maximum age, at which ~pie may work vary between 

countries. lndeed,inanumberofdcvelopedcountrie,.the 
retircmentagcisbeginningrobeincrea.5<.'d 

Amongstthoiseptt,pleofworkinga ge.theremaybesome 

who choo»e not: 10 participate in work. The pa rt lclp:itlon 
~le measures the percent.aged the working population who 
chOOIIC 10 join the labour force, or workforce. by becoming 

cconomkallyacth'e. 

Worilln9pot> ulaUOn:th.atpartolthe JIOP!Ji~011m,cleupofpe<!ple 
ohw,kir,ga,ge 
Parl lclpallonrata:thepe<ceot;,geolpeopleof1,,i,l:ingagewho 
choasetojointhelaboo, face 

Ec-miu,llyactiw:lhosepeoplewhoilftidNtinthel.bour fllfCt 

The panicip;ltion r.,u varies significantly be(v,•Cffi countrie', and 

be{..."ttnmale.sandf~. FnnalepanicipationrJtestendto 

belOl''Cf,~rtlybe<;:;iUS<"ofchild-cueresponsibilitic',butalso 
becausedculruraldiffttem=betv."ttnsocietics. 

Withinthelabourforcc,,it isimportamtodi!cingubh 
bclWCffl different categories of people. Some arc employnl, 
acceptlngaw:,,georsalaryfroman employer.Othe!"llarcr;elf­

cmployed. working for themselves. There arc al,o thO<C who 
are unemployed. being willing to work (because they rt"gard 
thcnuclvc, as being in the labour force), but unable to find a 
job. 

Unemployment can be seen as a COM to society. 11>cre :,re 
thecosubornebytheindividualwhoisunemployni,butin 

addition, if there :,re unemployed re"°"= within the e<;0n0my, 
this i5 an opportunity f"'B""" by .f<KYry, in the SCNC that those 
workcrscouldhaveboeniproducinggoodsor5Crvlccs. 

In this COf\te~. the unemployment rate is defined :u the 
percen,agc of the labour force that is unemployed. In order to 

be able to measure the unemployrn,,m F.ote. it ls ne«,sary to 

coun11hc number d people who are in the labour force and the 
number of ptt,ple who arc unemployed. 

Unemployment in the UK 
HiMoricallylnthe UK,uncmployrnentwaSITlt'UUrcdbylhe 
nwnber of people regislettd :u unemployed and claiming 
unemployment benefit (the jobseeker't AILc,o,,·ance USA)). This 

mc:uurc of employmeru is ~ a,; the claima n t coum of 

um·m11loym en1. PN>pleclaiminglheJSAmwcdeclarcthatthey 
are out of work, capable d. available for alKI actively seeking 

work.duringtheweekinwhichthc,irclaiml.smade 

,so 

One of the problem5 with th.e claimant count ;~ that all hough 

~pie claiming the JSA must declare that they are available for 
work. it nonetheless includes some people who are dalming 
bendir.butarenot:actua!!yav:i.ilableorprep;;ircdfawork. It 

also excludes IIOll1C people who would like IO "'ork. and who 
an, looking for work, but who att DOI eligible for unemployment 
benefit. 5UCh as women renirnina to the labour force after 

Bccausedthcscproblem,,,thecb.im:rntcoumha.1 
been superscded for official pu~ by the so-ailed 11.0 

unemploym ent raL<:, a mo,asure basN:l Oil the lt,bot.r N!rc11 
Sun:ey. Thi.I idcntifi,:s tht'" number of people available for work. 
and seeking work, but without a job. This definition corresponds 

to that used by 1hc International Labour Org:miz:otion (ILO). 

and is do,scr to what economists would like unemployment to 

Itdefine.s:u beingunernploycdthosepeoplewhoarc, 

withoutajob.wantajob.haw>actively'IOI.Jghtworklnthelast 
lour weeks and are available to start work in the n@ltt two weeks; 
oroutolwoli:.haw>foundajoband arewaitingtostartitlnthe 

J.bo,,rMNketStatl.stia,Septembe<2004 

Hc,o,,·ever, a major difference between the tv,-o ahem:uiYes from a 
mea,;uremcnt penp«tivc is that the daimam a,unt is a full count 
of all lhosewhoreg~.where:,sthe!LOmeasureisbasedOfl a 

sample. Figure 26.2 shows both the daim:rnt and ILO menu= 
for the period since 1986. Youcanseeth.itthediffcrern:c 
between the two measures is nalTO'Wer when unemployment i.'! 

relatively high. and wider when unemployment is falling. 1his 
may be panly bec"Jur;e low unemployment encourages more 
people who are not: eligible for unemployment bcnefic to look 
for jobs. whercu they withdraw from the workforce, when 
unemploymcn1rise.sandtheyperccivc1hatfindingajobwitl 
be difficul1. Thi, is said to affect women in panicular. who may 

DOtbeeligiblefortheJol-,eker'sAllow:rncebecauscoftheir 

panner'~ earnings. 



• Clalman1 O ILO 
f.lotecflt.mber<unemployed,nQ2 oachye..­

Source Off,ceforNatoorl.llStallstics 

Fi...-.26.2 Alt«nab~~esof~t..,thel.lK198&-2011 

Unemployment in Asia 
Comparing un.,mploym"m across countries can be problnnatic, 
"venwhcna Aand:irddefinilionisadop(cd. Rt"Cal!th.n 

two k"Y thing., n=d to be counted in order to measure, the, 

unemployment r:ite - th" number of people ln the Jabour fora,, 
and the nu~r of people who ar<" unemployed. 

It may not alwaysbestraightforn,ard1ocounteitherof 

thc!elhings. In partieular. ifth<"re is no provlslon for a job 
occker'1allowaneeorunemployme ntbcnefitinacountry, 
thc,n there is no pm.'iibility of counting tho,sc who register H 

unemployed - becau.., they have no Incentive to do so. It is 
th,en necenary 10 rdy on a Jabour force ;SUf\'CY in order 10 be 
able to count the nu~r of un,employc,d- and !he nu~r of 

people in the labour force,. Such surveys are expensive, and 
rnorediffieuh1ounden.akein acountrythatcoversa brge 
geographic area. and in which there ma y be remote rural 

are:u to be covered. Fun:hc,rmore, there are some countries 
inwhichthere remainssubstamialsubllistenceagriculture, 
and a large informal sector. The, informal sector covers largely 

unregula ted economic activity, which is endemic in many 
les5 developed countries . In this context, the very conCO'pts 
of the labour force and of unemployment become d ifficuh to 

pin dow n , and the rc,liability of dat:1 may be expeaed io vary 
becweencountrie$. 

Nonethclesa, dat:a on open unemploymenl are published 

formanycountriet aroundthc,worid,usingthelLOdefinilion. 
Figure26.} p~n1<1da1:1forthr=Asiancountries,showingthe 
unemployment rate.,~ 1987. 

26.1 Unempia,ment 1111 

- P8k1S1an -Malaysia - Chhil 

D&USS the time patterns for un!'fTiployment in Asian 
countriesshr::mn In Figu-e 26.3. Discuss why the pattetns may 
varybetwttncountries. 

Causes of unemployment 
There wilJ alwa ys be some unemployment in a dynamic 

economy. At any point in lime, lh<"re will be workers 
transferring ~-een jobs. Indeed, this needs 10 happen if 1hc, 

pan"1'n of production is to kec,p up with changing panerm 

of consumer demand and relative opportunity COIi. Jn othO'r 
,.,urd,, in a typical period oftimO' thtte will besome5ectOBof 

aneconOO"tythatareexpandingandother..thatareindecline. 

lt iserucialthatworkersareabletotransferfromtholeaci:ivities 
that are in decline to those !h:at are booming. Acoordingly. there 
will be some unemployment while this transfer takes place. and 
this is known as frictional unemployment. 

In some cases. this tn.nsfer of workers betwe,,n 5CctOrs may be 
quite difficult to accanplish. For exampk, cai.J mining may bc 

on th<, decline in an economy. but int"1'natkln:IJ lnnking may be 

lxioming. It i'l dearly unr<:'3sonable to expect eor.,! miners to rum 
th<,m..,Jvesintoint"1'nationalbankersovernight. In this sort of 
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siruation the"' may be some longer-term un"mploymem while 
workers retrain for new occupations and new sectors of activity. 
Indeed, there may be work"rs who find themselves redundam 

atarelativelylacesmgeintheircareerandforwhomthe 
...,training is not worthwhile, or who cannot find firms that will 
bep...,paredtotrainthernforarelativelyshortpaybacktime. 

Such unemploymem is known a., s trnctural unemploym ent . 
ltarisesbecauseofthemismatchbe-tw=ntheskillsofwork"rs 
leavingcontraaingsectorsandtheskills...,quiredbyexpanding 
sectors in the ecor,omy. Technological m1cn1ployn1cnt is a 

type of structural unemployment that arises from the introduction 
of technology. when existing workers do not have the skills to 

operate th" new technology. 

H;#>level,ofunemploimentcancauseun,est,rndia,th,prote<t;n 
Hyderabad.Pakistan 

Structur•l lfflemployment, tx>employmmt arisir,g because of 
change,;nthepattemofacti,..;tywilrMnanec:onomy. 

Te< hoologic•lunemployme nt : atypeolstruc:tixalur.employment 
thatar&'Sfromthe;ntro<Lctioooftedmology. 

Figure 26.1 showed a diff.,rem form of uoemploymem, ooe that 
arisesbecausetheeconomyistrappedinaoequilibriumposition 

that is below full employment. This is sometimes referred to as 
dcma.tul-dcficknt unemployment - and a solution to it might 
be to boost agg...,gate demand. This possibility will be discus.sed 

in Chapter 27. 

There may al= be seasonal unemp/O}menl, when the"' are 

regular fluctuations in the 1 .. vel of economic activity. For 
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example, this could oc01r in agriculture, where there may be a 
need for more worke-rs at certain tim"s of the agricultural cycle, 
suchasplantingorharvesting. 

A further reason for unemployment concerns the level d 
wag.,s. l'igure 26.4 .shows a labour mark"t in which a free-­
market equUibrium would hav" wage W' and quantity of labour 

L'. If for sonu, reason wages we"' set at W0, the"' would be 
disequilibrium between labour supply (at L) and labour demand 
(at Ld). Expressing this in a diffe...,m way, here is a situation in 

which there are more workers seeking employmem at the going 
wag.,(L)thantherearefirm.spreparedtohi...,attha! wage(L_). 
The difference is unemployment 

L.:. L" i.. 
auantlty ollabour 

Figure 26.4 Unemployment in a labour ma<ket 

The"' are a number of reasons why this situation might arise. 
Trade unions might have been able to use their power and 

influence to raise wages above the equilibrium 1.,ve[. thereby 
ensuring higher wages for their members who remain in 
employment, but denying job., to others. Alternatively, it could 

be argued that wages wiU be inflexible downwards. Thus. a 
supply shock that reduced firms' demand for labour could leave 
wages above the equilibrium. and they may adjust downwards 

only slowly. Chapter 6 mentioned that in some situations th" 
imposition d a minimum wage in a low-wage competitive 
labour market could also hav.,theeff.,ctofinstitutionally 

setting the wage rate above its equilibrium level, thus causing 
unemployment. 

Finally,ifuoemploymemben.,fitsaresetatarelatively 

high level compared with wages in low-paid occupations, 
some people may choose not to work, ther.,by creating some 
,,o Juntary unemployme nt . From the point d view d those 

individuals,theyaremakingarationalchoiceonthebasis 
of the options open to them. Prom society's point of view, 

however,thereneed.stobeabalancebetwe.,nproviding 

appropriate social prote-ction for those unable toobmin jobs 
andtryingtomak.,th.,bestuseofavailableresourcesforthe 
ben.,fitdsocietyasawhole 



Costs of unemployment 
111c eoisls of unemployment we,-e memioocd earlier. From 
IIOciety's perspective, if the economy iJ ~rating below full 

apadty, theoitiJ~ratingwithintheproducdonpoMibility 
curve,andthcrcfa1ti,n01makingthcbcstpo,,.5ibleuseof 
110Ciety'srerource,. lno<herwords,ifthoseunemployedworkers w= in employment, .!Ociety would bc producing more aggregate 

output; the ccooomy would be ~rating more efficiently overall 
Furlhermore, the,., may be cosu from the perspective 

ofpro.spc,c1ivcworkeo,inthesc,,,...,tha1\m.,, luntary 

unem111oym eot anitsaCOi51 to~suchindividlllllintffffl!lof 
fo,-goneeamings:andthena,diordyonsociaJICC!Jrirysuppon. 

At the same time, the inabil-V 10 find won{ and to contribute IO 

the family budget may irnpo,ae a C05I in temuofpcnoo21 WOlth. 
and dignity. 

vc,1...,u,,y...,employment:thesituationarising~l'llilnindiwlual 
choasesnottoacceptajCOatthe goingw•me. 

1.-lunt#)' u ... mploy,,..nt : the situation Misingwhen ilf"I 
nd.idulll who would lilce to.-:cepl • job at the goir,gwage r•u. is 
Ul'lllbletofindemploymmt. 

Unemployment in less 
developed countries 
for less developed countries in which there ls no rocial ,oe,curity 
systemproviclingbenefitsorpro1.caionfortheunemployed, 
the oon!Cquenccs of unemployment arc more severe, and those 

who find thcm:,elves unable ro find formal employment may 
be forced to cn!er the informal .sector. Such informal ,xonomic 

:activity is widespre::i.d in many UX::... Mlgr:uion into the cities 

puts :added pre.w.,re on the employment situation. :and makes it 
difficulttoprovidesuflicientjobsintheform:alscctor. 

Thenatured~tand~adivity in many U:X:.. 

cre::i.1e1addidon:1J form,;d~'ffilffit-in panicul:ar, thercm:ay 

be disgui!Cd uncmploymm.1 or underemployment in many cases. 
One exampled underempla,-=t occurs in oountrie, in which 

thcrcissubstamialsubsistence-levelagriculiure. hmaybethata 
family,Wsed household lives by fanning a piece of land that is nOl 

sufficicntlylargctoprovideemploym=tforallhOWll'holdm,,tmel's. 

The work to be done may be divided between all members of 
11lehouschold,meaningtha1noncdthcrn isfullycrnployed. 

Another form oi hidden unemployment occurs where there 

arc llkHled worl<erswho=notfind :a jobtlut rcllcct1 1hcir 
skill levcl1. They may then find cmploymem in lowcr-$killc<l 
occupations- but they are dearly working below their poccntial. 

University graduates who work a., taxi dri"ffS arc nOI making full 
uscclthcir humanrnpiW,andthcttforc c:anno1beregardcda5 

bdng fully employed 

16.1 unemployment -

ClaS51fy each of the folowing types of unemployment as 
Mi5ing from frictional, structural, dcmaod-delicient or other 
cau:;cs,anddecidewhelhertheyarevoluntaryorlnvoh.mtary. 

a Unernploymentarislngfromadeclineofthecoalrnining 
sectocandtheexpansionoffinandalservkes. 

b A WOO:.er leaving one job to search for a better one 
c Unernploymentthatarisesbecausetherealwagerateis 

heldabove thelabourmarketequ~ibrium. 
d Unemployment arising from 'ilow adp.itment to a fal n 

agg~atedemand. 
• Unemployment arising be-Gause \\'Ork.en find that 

low,paidjobsafepayinglessthancanbeobtainedin 
unemployment benefit 

f Asituationinwhichaqualifiedengi~rtakesajobasa 
taxidriYer. 

• full employment occurs when an economy is operating 
on the production possibility cuve, with lull utilisation of 
factllfSOfproduction 

• An economy operatflg below full capacity is characterised 
by unemployment . 

• Some unemployment in a dynamic ewnomy is Inevitable, as 
pcoplemay~to!.Wldergo5horts~llsofunemployment 
whilebetweenjobs-thisisknOY111asfrictional 
unemployment 

• Structural unemployment occurs when there is a mismatch 
betweentheskillsthatworkershavetoollerandtheskills 
that employers want. This occurs when the economy Is 
undergoing struct\Jral change, with some sectllfS expand'ng 
and some contracting. 

• Demand-deficient unemployment may occur if the 
macroeconorny is in equilibrium below full employment 

• If wages are held abow the equilibrium level - for eMmple, 
byminimumwagelegislation°'tradeunionaclion-then 
unemployment may occur. 

• High levels of unemployment benefit may encourage some 
workersnottoacceptjobs, astheopportunitycostofnot 
working is low. 

• Other fonns of unemployment occur in less developed 
countries, where there may be hidden unemployment or 
umil!remployment. 
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26.2 Interrelated 
macroeconomic 
problems 

Many macroeconomic problems are interrelated. One ,:,cample 
lsth.atthercmaybeaCOflflictbe!W<'en!l'C'OllOITTicgro,,,"lhand 

the cn~ironmem, so !hat the pur.ruif of economic gro,,,'th may 
need tobe tern~ by== for the etwironrn,t,m. Policy 

musttherclo«:bedeoignedbearinginmindthattheft'maybea 

u2dc-offbcfl,.·...,..,th..,..twoobj<,ctives-arsomcpoinr.ircuu.ld 
be that more e<:onomic growth is p<!Mible only by sacrificing 

environmemalobjectives. 

Unemployment and inflation 
Thi5 notlon of tmdc-off between macroe«>nomk variable• 

applies in Olher are:l.'i too. One important trade-off was 
dtro:,.,ercd by the Australian ==ist Bill Phillips. In 1958 
Phillips claimed that he had found an 'empirical regularity' 

th.at h.ad existed for aimoM a century and that traced out a 
nolatioruhip bet"''N,U the rate of w,employmcnt and the rate of 
change of money wages. This was rapidly gencr:ali9cd into a 

nolatiomhip bco,,=r, unemployment and inflation (by arguing 
rh.at finn5 paSII oo incrc:i.oed wage• in lhe form of higher prices). 

Figure 26.S showa what bec:,me known as the Phlll lpo; cun'<' 

(PC). Although Phillips began with data. he also came up with 
ancxplanationofwhysucharelationshipshouldcxi.5!.Atthe 
heart of his argument was the idea that, when the demand for 

labour Is hlgh. firm, will be prepared to bid up wages in order 
to attract labour. To the extent that higher wages ue then paosed 
on ln the form ci higher prices, this would imply a relationship 

between w,emplO)-rnmt and infl:nion, when unemployment is 
low,inflationwUJlendrobehigher,andviceversa. 

"" 

The 1970.!providedsomethingd a setbacktothislheory. 
when 5uddenly a number of economies including the UK 

==y started to experience both high unemplo}ment and 

highinfl:i.UOl\5inluJuneou,ly,ruggestingthatthePhUlipscurve 
liaddis.tppeircd. Toiscombin:nionofst>1.gnationand inflation 
became ~1l aa ,.,agOallo n. 

Onepos..,ibility is1hatthc Phillipscurvehadnotinfact 

disappeared. but tud moved. Suppose that w age bargaining 
take5placconthebuiaofexpe,:lali<msaboutfuturerlsesin 

retail prices. M infb1ion becomes embedded in an economy, 
and p,<'Ople come co expect it to continue, those expectationa 
will be built into "'ll8~ n.egoti.llioru. Anothtt way d viocwing 
thisistliatexpecta1ionsaboutpriceinflati.onwillinfluencethe 
positior,dlhePhillipscurve. 

Figure 216.6 sho,,.·1 how this might work. PC
0 

represents 1he 

initial Phi!Iip.5 curve. SuPJX- we stan with lhe economy at 1he 
natuml mle qf unempk,ymenl, u_. If the economy is at point A. 
with inOation at it

0 
and unemployment at u_, the economy i~ in 

equmbrium. lf1hegoverrunentthentriestoexploitthel'hillip.! 
curve by allowing Inflation to rise ton,. the N:Onoo1y moves 
in the shon run to poim B. However. as people reali5e that 

inflationi!nowhigher,!heyadjusttheirexpecta1ions.This 
evcnrua!!ybeginstoaffectwa~negotiatioru;thePhi!!ipscurve 

then lllCMl.'S to PC1, and unemployment rerurns 10 the natural 



r:11c. The, economy settlu at Candis again in equilibrium, bu1 
nowwithhighcrinflationth:inbeforc - andthcsam,,initial 
r:11eofuncmploymcnt. For thisreason,thc na{IJr.,J rate of 
unemployment is 5Cll11Ctimcs known as the no n .accclcnitlng. 
Inflatio n r.i le or um: m p loym c nt (No\ lRU). 

The, problem thl,t ariscs with this is how togCf bock to the 
originalpo.ition with a lower Inflation oue. This can happen Oflly 

if pcople"s c:xpccta1ion.s adjuM so that lower inflation is c:xpn:tcd 
This mcar15 that lhc «onomy has to mcwe down along f\'.7

1
, 

pushing up unemployment In order to reduce inflation. Then, 

Oflce expenations adjust, 1hc Phillips curve will move bock again 
until the narur-JJ l""Jte of unemploymt'llt is restored. lf this takes a 
l=g time, the COS! in tl'fms of unemployment will be high 

Economic growth and the 
current account 
In sc.nc drcumsl:mces. conflict can abo arise bcrwen. achieving 
ca>nomicgrowthandatt3iningcquUibriumOflthccurrem 

accowu olthc balance olpaymcnts. An increase in~=· 
growthresultinginhighcrrcal incomcs«-Jldlcad1oanincrcasc 
in imports of goods and scrviccs. if dome,tk residents spend 

a hi3h proportion of their additiaw income at.r<-i This W:1.5 

SttD a.,. a ma;or problem in the UK during the fixed c:xch=ge 
ratecraolthc 195(lsand 1960s.whcnanyddici1:0flthc currcnt 

accoun1hadtobcmc1byrunningdownforcigncxd>ange 
rcscrv= 1hls led 10 a 'siop-go" cyde ol macror:eonomlc policy, 

whcre.,.."Cf)'timcg'°"1hbeg:,.n1oaccc-lcr:11e, lhccurrcru.accoun1 
wem into deficit, and policy then had 10 be adjugcd IO slow 
down the gro,,,'th rate to de;,.! with the deficit. The, siruation a,,-. 

partly from the namre of !he fixed exchange r:ue system, as thc 
authorities were commined to inlctVCDing in order to maintain 

the value olthc pound. 

Inflation and the balance of 
payments 
Amxher example d the Interrelated nature of macroeconomic 

prct>lem! is the connection between infbtion and the OObnce of 
payments. If thc domestic economy enters a period of inflatiOfl 

16.l lnterreoted macroeconomic problems Ill 
that is high relative to il.1 tr:odingpartncrs. then problems are 
likely to follow for the balance d payments. If priccll rise ITIOf't 

rapidly in the dome.Hie cccnomy than in the coontry's trading 

partncrs, 1hercsult"''ill~alouinin1crm1tionalcompeti1iv~ 
making ii more difficult for firms to expcwt their goods. and 
Je:i.ding w a ,;.., in imporu. This is likely to lead to a deficit on 

the cum,nt account of the balance of payments. putting p=re 
onthcexchanger:1tc.EffCCli•'Cly.thcdiffercnccininflationra1e 
in the domeS1ic economy leads 10 a divergence ~·ccn the 

intem:i.l a nd extem:i.l valucofmoocy. 

Implications for macroeconomic 
policy 
These interrelation.ships between macroeconomic variables have 
implications for when policy-maker, set out to try to influence 
or control the macroceonomy. ln Olhcr words. the nature of 

trade-0ffs between macroeconomic prct>lenu will influence 
the eff.-criveneM d alt ... mative macroeconomic policies. as a 
policy designed to influence one ..-,tiable may have an impact 

Oflochcrvariables. l'orex.ample. apolicydcsignedtorcduce 
unemployment in a country may have undesirable effccu on 
ocherpolicyobjeaives.suchasinllation. Thc,se is.,ucs willbc 

di.scusscdinthcnc,xtchaprer. 

• Manymacroeconomicproblemsareinterrelat'1:l.andthere 
maybetradc-offsbetwttnthem. 

• Rapidcconorricgrowth r"MjConflict11.;ththt nttdto 
sustain and conse~ the erwironment. 

• PhimP5arguedthattherewasalong-establish'1:I 
relatiomhip between unemployment and inflation, such 
thathighunemploymenttendedtobeassociat'1:lwithlow 
inflation,andviceversa. 

• EconomicgrowthandinflatlOOarealsoseentobe 
coonectcdtothe balanceofpayments 

• This has implications for the design of macroeconomic 
policy. 
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A Level 
Part 5: Government macroeconomic intervention 

27 Designing macroeconomic 
policy 

Previous chaptff'! haw identified a numbtt of JNob/ems 
that c,1 n arise at the macroeconomic level. This chapter 
examines the policy options available to tackle these 
problems. Analysis of the multiple objectives of 
macroeconomic policy reveals some important sources o f 
confllcr. as policies designed to melc't one objectiVf! can 
be seen to jeopardise the meeting o f other targets. The 
multlpl/clty of objectives a/so meam that there are 
multiple dimensions over which the performance of the 
«onomy /us to be monitOl'Ni and me.uured. Given the 
tr~ffs th•t Hist between some objectives. it is also 
lmpomnt to prKKi!M them appropria tely. 

Learning outcomes 
After studylngthischapter,you should : 
• be familiar with the prime aims of macroeconomic policy 
• understandthealternativetypesolliscalpolicylnstrument, 

indudll'\Q the use of alternative tax instruments and 
gOYemmentspending 

• be awa«: of the effect of automatic stabillstrs 
• btablttoanalysetheimpactof<:hangWIQfrscal 

inslt1Jments on the cistribution of incomt 
• undtrStand theconsequences ofafiscalbudgetdeficitor 

surplus 

• apprtciatethedifferenc:ebetweendirectandlndirect 
taxationasmeansofraisingrevenue 

• bt familiar with the prime instruments of monetary policy 
• beabletounderstandthemonetarytrans.misslon 

mechanism 
• be familiar with the operation of monetary policy and its 

efftctiventssinhelpingtomanagethe economy 
• bt?Niat.tof theimportance ofexchange ratepolicy in 

lnflutncingtheefftctM'nessofmonetarypolicyand 
afftctinginternationalrompetitiven~ 

• btablttotvaluatethecontributionofsupply-sidtpolides 
totheim~ment of economic performance 

• UndtrStandthepotentia1conftiruthatma>tarisebetween 
the targets of macroeconomic policy. 
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27 .1 Objectives of 
macroeconomic policy 

Thett att a number of problems thac can affect 1hc 
macroca:inomk pcrformanc,, of an =~y. lbc previous 
chapftt poin1cd OUI tlm theM, problems cm be intcrrcla1cd -
which in rum means th.u the policies that an be used to tackk: 
thcproblcmsmayhavecomplexand.'lOfne!m\C$conRlcting 
effects. It is also imporum to remembet", when compa.ring the 

performance of different countries, that they may have set out 
toacrueYc differentobjcctl•=orsctdiffettnt priorities. Thefirsi 
S1~inan:1Jy5ingpolicyoplioruistokkritifythckcyobjcctiv~ 
that government! wish 10 achiev<-. 

Price stability 
lhe control of Inflation ha., been the prime target of 
macroca:inomk policy in many countries around the world, 
includingthcUK. &ioce thcmid--1970s.Pricnploy akcyrole 
inanc-conomy,actingassignals thatgui<kthcallocationcl 
~rcn. When prices arc uruublc, firm.1 may find it difficult to 
interpret these price sigru,ls, which may l~d to a misallocation 
ofttsourccs.Purtherm:,,.c,inSl:ibilityofpriaescrcatcsdifficuJtics 
forfirmsintryingtoforec....tfmureexpectttldernandfa 

their producu. which may discourage them from undertaking 
investment. This in turn means that the ==y's capacity 
toproduccmaycxpandbyless thanitcould othcrwisc have 
done - in other words, high or unstable inOation may dampen 
""""1omicgrov.ih1hroughillleffectoninvestment.Chap1cr8 
identified romc other OOSIS of inflation, and you might want 10 
look back to remind yoursc,lf of them. However, the effects on 
rc,aourccallocatlonandinvesancnt attwidely~ttltobcthc 
most imporunt damaging effects of inflation. 

Full employment 
Asccondkcypolicyobjcctivcisfullcmploymcnt. 
Unemployment imposes row; on society and on the individu~Js 



who ate ur'll"ITlplO)~. From .!Ociety's point cl view, the cxiMnlce 
of substantial unnnployment repttsents a waste cl resource.sand 
indicates that the cronomy is working below full cap,,rity. 

The balance of payments 
Underaflexibleexchangerate-syste-m.theoverallbalanceof 

paymentswillalwaysbczerobecauscthe-exchangerateadju.sl:s 
to e-nsurc that this i., ao. Ne-vf"flheless, the- balance of paymcnu 
re-rnalnsan°'*<-1i""-not1JOmochtoensurcO\·erallbalanccas 

fO maintain an appropriate balance bcr.o.=n the curr~m account 
andthefinancialaceounL lfthecurrcnr accountisinpeuisleru 
dd'lcit,thiscouklcausc,problcrusinthelongrun,asthc 

implication is rh.ir the country is selling elf its U5C.'t5 in ordn to 
olx:ain goods for pr=r consumption. Under a fixed cxeh.ml!" 
ratesys«:m.thcn=dtomaint:1.inthcc,cchangcrateacuasa 

rons«-aint upon c«momic growth, which tends to lead to an 
incrc-.ucinimpons,creatingacurrcntaccountdefidt. 

Economic growth 
ltisthroughlong·run~"-·growththatthcproducti"" 
caparity of the cronomy is rai.5cd, and this in tum allows the 

livingst:mdatdsofthccounuy'scitiz.cnstobcprogres,;ivcly 
imprcwcd over rime. In a=, this is the most fundamental cl 
the policy objecti,-.,L Howe-vcr, attaining other policyobjtttives 

may be a prerequisite for .sucrrM in adtlcving growth.. 

Environmental considerations 
hmuscbcrccogniscd thatitisnotonlyrc1JOurccsthatcootributc 
to living standard!: conserving a good environment is also 
important Suscainable growth and development means growth 

th.itdoes not prtjudicethe-con.sump1ionpossibili1icsoffuture 
generation,, and this consideration may act u a constraim Oil the 
rare of economic growth. 

Income redistribution 
Another macro«onomic policy objtttivc conccms atte-mprs to 

influence the disuibution d income within a !JOcicty. This may 
entail transfers of inccme b.-tween groups - that is. from the rich 
rothcpoor-inordertoprotect thevulnerable.Suchmmsfe-rs 

may take place through progressive ta:rntion (whereby thooe 
on higher incomes pay a greater proportion of their inccme in 
tax)orthrooghasystemofsocialJCCuritybcnefitssucha•the 

Jol:>s«ker's Allowance or Income Suppa, in 1he UK. 

Correcting market failure 
At the microeconomk le,-d there are policy measures de.signed 
10 deal with various forms of market failure. Competition policy 
is one example of this: it is designed IO prevent firms from 

abl.15ing monopoly power. and m impro\'C the allocatiorl d 

27.1 Objectives of macroeconomic policy 1111 
"'"30U!nS. Although such policies operate at the microeconomic 
level, rheyh.ive oonsequcncc1 ror-~omk°'*<-1ive5 
sudi.uccooomicgrowth. 

Productivity 
A funher measure of the performance of the ecoocmy is 

productivity,whlchmayberegardedasameasurcofthc 
efficiency with which factors of production are- being utilised in 
the economy. This is imp;,nam if the economy's pefformancc 

istobcjudgcdrcliUi\'C10th:uofothercount~f'ot"cxample, 

if the UK"s trading competiton """"'" all exp,erimci<,g grca1cr 
improvements in productivity, 1hi,; would h.ive potentially 

damaging effects on the competitivene.ss of UK goods and 
=·=in intematioruiJ markets. 

Economic policy objectives - an 
overview 
You will realise from the discu.ssion above that there arc sevcr~J 
targets for macroeconomic policy. However, we can put these 

into perspective by recognising that policy is aimed at a relatively 
small nwnbcr of ultimate objeetive.s, which we can summarise as: 

· =~icstability 

· =-icgrowlh 
• iruernat>onalcompetitivcness. 

'\l"ecouldargueth.itthemos1import:uuoftheseover.ttching 
objectiveslseconomlcgrov,1h. ltisthroughe«l00f\1icgrowth 
th.ititbe«>n>cspo,!,Siblctoimpro,-~thcqu:i.Htyoflifoofa 

nation'scirizcns.asitisonlythrough=~kgrowthth:uthc 
quantity of rcsourns available- to citizens can be expnoded. 
This is not to say that the othe-r two objtttives arc unimpa,am. 

&onomic stability is important - but partly b«ausc it creates an 
environment within which economic growth can take place. For 
e:rnmple. ifwchavcpriccstability,thenfirmswillltavemorc 

confide-nee lo invest in the future, thus stimulating econcmic 
gro"1h. Similarly, maintaining or improvin,g the International 
competitiveness d dome!ilically produced goods also contributes 

to eeonornic Mal:>ility and provides a sol.id denund ba,e to 
==ge firms IO exp,,nd by selling in global markets- again 
hdpingtoincrca5eecoocnticgrowth. ln1hcne,<1ch.,ptcr5,.,..e 

will examine a r.u1gc of diffnnu policy approci.ches. and you will 
find that some of these are- likely to be more useful in achieving 
someclrheobjccti\'Cs. 
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• The ma=ooomic performa.ncc of an economy can be 
affected by a number of problems, which may then be 
targets of policy. 

• Pricestability(thecontrolofinflation)hasbeencentralto 
ma=onomicpolicyinmanycountrieslnrecentyears 

• FullemplO'J"ml!'ntisal'iOviewedasbengimportant,asisthe 
need to maintain balance on the balance of payments. 

• The most f~ental target for policy Is economic grt:mth, 
asitisttvoughgrowth thatpeoplelivingin11r1econornyc.an 
havethepotentialtobecomebetteroff. 

27.2 Fiscal policy 

The term fiscal policy covns a r.mg<" d policy ffiC;lSUfC$ that 
affect govcmmcn1 txpenditures and revenues through the 
decisiommadebythtgovtrnmtr1tor,iuexpenditurc. taI:Uion 

andbofrowing. Fi,calpolicyi.su.scd10influcncethekvdand 
suucturc of aggrcg:,tt demand in an «.-onomy. The tffoctivtntSS 
offiscalpolicyalsodepn>d,,cruciallyor,thewholcpolky 

mvironmcntinwhichiti.sutiliscd.Jnat.erwords.fiscalpolicy 
covtta a range d policy m=sures Iha! affect govcnuncnt 
exptnditurcs and revcnucs. As the govcmmcn1 ha.s discretion 

ovn the amount d expenditure that it undenakes and tht amount 

of re~nue that it chooses to raise from raxation. lhe5e can be 
manipula«.'O in order to influer,c.- the course of the economy. 

What is tht rok of fiscal policy in a modern economy? 
FollowingKcyncsiananalysis.ttadi1ion.illylucilpolicywao 
u.sed to affect th<, ltvel of aggrega1e dc,mand in th<, economy. 

The overall bala~ betwe:en govO'fTUTlC'nt receipt, and outl.:i.ys 
affects the po6ilion d tMc aggregatc demand curve. which is 
reinforced by multiplier cffcct.s. A budget deficit OC0.11'$ wh<,n tht 

rcvenuesrai.sed through taxation arc no: sufficient iocovttthc 
govnnmcnt's v:atious types of cxpcndi1urc 

The cwer.1U sizc of thc budgcl: deficit ,my limit the 

gcwemmcnfs actions in terms of fiscal policy. In addition. the 
overallp.tttcTndrcvenue and.-xpenditurchasastrongcffcct 
on the overall balance of activity in the economy. A neutral 

gcwcmmcn! budget c:m be attained either with high cxpenditurc 
andhighrcvcnues,orwithrelativclylowcxpenditurcand 
revcnucs.Suchdccisioruaffcathcovcra!l.9izcofthepublicscctor 

rcLativclOtheprivatcscctor.Ovcrthc).:aB.diffcrcntcountrics 
t~theworidhavcadop!:cddiffct"ffltapprOl1d>cs. 

Figure27.1 ohowsthtsharcoftotal (C\Jlrcntandcapital) 

expcnditurc by go==ts in a rangc of developed countrics 
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1his ~cab .9001Cl:hing r:I a corm:i.st betwecn. on the one hand, 
Switzcrland.Australia.JapanandNorthArncrica.andon!he 
othcr hand. many European countrics, whttC governments have 

bccn more active In the economy. In pan rhis rcHcas the grc:i.ttt 

rolethatgovcmmentplay,insomecountricsinproviding 
servict,ssucha.scducationandheahhcarc.whereasinaher 

countri.-stheprivatescctortakesagr,,aterrole.often1hrough 

the insurance market. 

Figure27.1 lotalgo-.e<nmente,;,emlitu,easa pet"CentageofGDP,2013 

Direct and indirect taxes 
Fiscal policy. and taxation in particular. ha., not only been UICd 
to~ishabalanccbcrNccnthepublicandprivatc sectorsd 
an cconomy. In addition. tax::ui,or, remains an importanl weapon 
against aome forms of m::uk~ failure. and ii aJ90 influences the 

distribution of income. In thi,; context. tht choice of using direct 
orindircclraxesisimportam 

Dirca tucs arc l:lxcs kvicd on incomc of v.nious kinds. 

such aa personal income taX. Such taxcs arc dcsigned to be 
progre&1ive and so can be effective in redisttibuting income 
for .-xample. a hig)K'l" income mx rate can be charged to 

those earning high incomc$. In contra.sl. indirect taxes - taXC5 
on expenditurc. such as VAT and excisc du1ics - tend to 
be rcgres.sivc. As poorer households tend to spend a higher 

proportiofl of their income on items that arc subject IO exd.fc 
dutics.,agreatcrsharcofthcirincomeistakenupbyindirect 
taxes. E,-.:n VAT can be regrcssh-e if higher...ncomc howeholds 
""""agrcatcrpropcwtionofthcir-·= 



Sustainability of fiscal policy 
Anissuethatcam.,tothefore inth.,UKduringth" 199()s 

concerned th" sustainability of fiscal policy. This is wrapped 

up with the notionthatcurrenttaxpay .. rsshouldhaveto 

fundonlyexp.,nditurethatbenefitstheirowngeneration. 

and that the taxpayers of the futur" should make their 

own decisions, and not have to pay for past government 
expenditure that has been incurred for the benefit of ear[;.,, 

gen.,rat·ons. 

27.lFiscalpolicy lll 

effects of the rec.,ssion. °"" exampl" was the reduction in 

th" rate of VAT from 17.5 to 15%. This is tantamount to a fiscal 

expansion, but when it was introduced, i! was made dear that 

itwasinto,ndedasa!emporaryboostforaspecifiedperiod. 

This stat.,ment enabled the government to maintain that it was 

nor breaching its long-t"rm fiscal commitmem. The rate of VAT 

retlU"nedto17.5%inJanuary2010.andwasincreasedto2(l%in 

January 2011. 

Taxes and current expenditure 
around the world 
Tax collection and government expenditure presents a challeng" 

to many Jess developed countri.,s. Jn many cases, the institutions 

neededtocollecttaxesareabsent,orareineffccrive . This 

is reflccred in the data shown in Figure 27.2, which depicts 

taxrevenueinarangeofcountriesasapercentageofGDP. 

lnthiscontext.wha! issignificantistheoverallbalance 

betwcenreceiptsandoudaysthroughtim.,.lfoutlayswere 

alwayslargerthanreceipis,th.,spendingprogrammecould 

besustainedonlythroughgovernmentborrowing,thereby 

shiftingtheburdo,noffundingthecleficittofunu-egenerations. 
Thiscouldalsobeaprobl.,mifitm:,d.,itmoredifficultforthe 

privat" sector to obtain funds for investment. orifit added to 

the national debt. In the UK, the Ltbour government introduced 
a so-called "Golden Rule' of fiscal pollcy, which stated that, 

on average over the c,conomic cycle. the government should 
borrow only to invest and nor to fund current <,xpendirure. This 

wasinto,ndedtohelpachieveequityhetw=npresentandfurure 

generations.ltshouldperhapsbenoredthatthiswasaself­

imposed guidelin", so there would be no penalty for breaking 

the rul" cxher than loss of political credibility. The Coalition 

Governm<,nt tha! followed was [.,ss commined to the concept 

of the Golden Rule, andtheonsetof th.,financialcrisis - and Malaysia f:~~~g=:J 
the n=d to bail out commercial banks in ord"r to safeguard 

the financial system - rend"red the Golden Rule impossible to 

follow. 

lfreceiptsandoudaysmoreorlessbalanceovertheeconc.nic 

cycle , theeconomyisnorinapositionwherebythecurrent 

generationisforcingfururegenerationstopayforits 

consumption. However, it is nor pracrical to impose this rul" 

at every pan of the cycle, so the Golden Rule was intended 

to apply over the economic cycle as a whole. There was also 

a commitm<,nt to keep public sector net debt below 4{m of 

GDP - again.onaverageovertheeconc.niccycle.FigW"e21.4 

on page 195 shows data for this sine" 1993. The Gold"n Rule 

seemed secure until th" onset of the credit crunch. How.,ver, the 

financial support offered to Northern Rock and cxher banks in 
thebailoutof2()()3hadanoticeabl .. dfecronpublicsectornet 

deb!:. as is all too clear in the figure. Even without the financial 
sector interventions, net debt rose over the 4{m mark in the last 

quaner of 2()()3 and continued to rise thereafter. This reflecred 

other measures taken by the government to try to mitigate the 

"""'' 

NotecCountriesare indescl.'lldingOfderofGOPpercapita;nPPPS 
Soonce:World9ank 

Figure27.2TaxrevenueasapercentageofGDP 

Notice how the UK and New Zealand in this group are ab[., to 

raise a significantly higher proportion of GDP in the form of tax 

r"venuc. Ofcourse,there mayalsobecountriesthatcouldraise 

a higher level of taxes, but which choose not to do so. However. 

therearealsocountriessuchasPakistanthatarenorableto 

collecrtaxeseffidendyandeffcctively. Thisisthenreflecredin 

th<, cxtf'fl!towhichtheycanundenak .. expenditure,asseenin 

Figure'Zl.J.(Noticethatthisfigureonlyincludesconsumption 

spending, so is not comparable to FigW"e 27.1, which also 

included capital spending.) 
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Singapore 

Malays,a 

~;~~re 27.3 Go,emment rnmumptioo expendil\n as a pe<centage of 

effects. When government outlays exceed government 

receipts,theresultisabudgetdeficit. This occurs when the 

revt""nucsraisedthroughmxationarenocsuffidenttocoverthe 

govemment"s various types of expenditure. An increase in the 

fisealdeficithastheeffectofshiftingtheaggregatedemand 

curve to the right. 

Figure 27.4 shows that shifting the aggregate demand curve 

inthiswayaffectsonlytheoverallpricelevelintheeconomy 

whentheaggregatesupplycurveisvertical - andremernberthat 

th" Monetarist school of thought argued that it would always be 

vertical. Henceakeyis.sueforagovemmentconsideringtheuse 

of fiscal policy is knowing whether there is spare capacity in the 

economy, because ocherwise an expansion in aggregate demand 

from increased government spending will push up prices, but 

leave real output unchanged. 

• Fiscalpolicyconcemstheuseofgovemmentexpenditure Po · 
andtaxationtoinfluenceaggregatedemandinthe 
economy. 

• Theoverallbalancebetweenprivateandpublico;ectors 
variesthroughtimeandacrosscountrie1 

• Oirecttaxeshelptoredi5tributeincomebetweengroupsin 
society, but if too progressive they may dampen incentives 
to provide effort 

• lndirecttaxestendtoberegressive 

• The UK's Golden Rule of fiscal policy was that the government 
should aim to borrow only for investment, and not for current 
expenditure(averagedovertheeconomiccycle}. 

• There was also a commitment to keep the national debt 
below 40% of GOP; this commitment did not survive the 
linancialuisisandrecessionolthelate2000s 

27.3 Fiscal policy and the 
AD/AS model 

It is important to understand how fiscal policy can be analysed 

using the AD/ AS model. As already noced. the overall balance 

between government receipts and outlays affects the position of 

theaggregatedcmandcurve,whichisreinforcedbymultiplier 
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Real output 

Figure27.41iscalpolicywithaverbc:alA5rurve 

Oiapterl3introducedtheconcep1ofthemultiplier,which 

suggestedthatforanyincreaseinauronomousspending,there 

would be a multiplied increase in equilibrium output. The 

ideaofthemultiplieristhat,ifthereisanincreasein(say) 

goverrunem expenditure, this provides income for workers, 

who wUJ then spend that income and create further expenditure 

streams. The size of these induced effects will depend upon the 

marginal propensity to withdraw. 

In terms of the AD/AS diagram, the =istence of the multiplier 
meansthatifthereisanincreaseingovemm<,ntexpendirure,the 

AD curve moves further to the right than it otherwise would have 

done, because of th" multiplier effe-cts. However. this does noc 

mean that equilibrium income will increase by th" full multiplier 

amount. Looking more closely at what is happening, you can 

see that there are some forces at work that ar" acting to weaken 

the multiplier effect of an increase in govemm<,nt expenditure. 

One way in which this happens is through inter<,st rates. If the 

goverrunem finances its deficit through borrowing, a side effect 

is to put upward pressure on interest rates, which then may 

cause private sector spending - by households on consumption 



and by firms on invc,nmeru - to decline, a.s the COM ofl:wxrowing 
has been incre:ucd. This~ is known as the crowdlngom 
ofprivate5CCIO<activilybythepublic;'ledor.hlimiuthee:a=c 

1owhich agov,:,-nmttitb11dgetdcfici1can shif11he aggrcga1e 
demand cwve, e,spccially if the public sector activity is less 
productlvethantheprivatcscctoracriviiythatitrcplaces 

Automatic and discretionary 
fiscal policies 
It is impottanl to dWinguish between autom:olk and di!Octiona,y 
changes in govcrnmmt cxp=ditUtt". Some items c:I g,:,vcmrn=t 

expenditure and rccripl!l v:uy automatically with the economic 
cyde. They arc known"" au toma tk ,.tal,lllscr.<. For example, 
if1he economy crucn a period ofrccc51iion. government 

expenditure wU! ri5c because of the incrca.,cd ~ymenu of 
un~ntandothersocialsccurilybcn<:'fits.andrevcnucs 
will full because fewer people are paying income tax. and because 

n,ccipu from VAT are fulling. This helps ro olf!oet the re<'e,sion 
without any acti\'C' intervention from the government. 

C.o,,,,lln9ou11:•pmce,.;bywhich~n:re.llseong<M!'"rvnent 
e,,pendture'cn:Mdsout·pnwu,...crar..:tMtybyra,singthecostof 
ba,-ro,,.,ng. 

Automatl< sUDa..n, • proc= by ,ohidl gov«rment e,,penditu"' 
and r-nu,e V¥'f ,.;m the economic qde, ttie.eby helping 10 ~tabilise 
the «oncmywithout a.ny <•=· = inte<VM1ion from ~rrrnem 

Morelmportant,howevcr,isthequestionofwhcthcrthe 
government can or should make use of discretionary fi.s,:al policy 
inadelibcmteanernpttoinfl,...,ncctherourscolthee«>norny. 

Malreadymcntioned,thekeyissueiswl\ethcrornotth<, 
economy has spare capacity, became attempts 10 Mimulate an 
e.:onomytha1 isalready:1.tfullernploymcntwill mcfelypu.shup 

th<,pricelcvel. 
There arc many examples of how excessive government 

spending can create problem, for the economy. Such pmblems 
arose in a number of Latin American economies during the 
1980,. ln llratil. arangeofpolicie,wasbroughttobcar in 
an a1tempt lo reduce inflation - including direct controls on 

prices. However, with no serious attempt to control the fiscal 
deficit. lnllation continually got out of control-reaching 

almrut3()()()% in 199(}. Only when the deficitwa.sreduceddid 
it become ix,ssible to bring inflation 10 a more reuon:i.ble 
l<"ve l. More recently, the collap.,e of1he economy of Zimbabwe 

-...s accompanied by inflation at such a high level that 
the printing preoses could not keq, up with the need for 

blinknoles. 

27.3 Fiscal policy and the AD/AS model -

Balance between the public and 
private sectors 
Economic analy•ls supports the view that fi.scal policy 5hould 
notbcuseda5an active stabilisation device. Howevcr,thls 
does not mean lhattherci•noroleforfiscalpolicyina 

modern economy. Decisions about the size of government 
expenditure and revenue influence the overall balance 
bccv,een the public and priv:ite sectors. 1be bo,lance that i• 
achkved can have an importanl influence on tll<' over.ill level 
of economic activity. and upon -~~ic growih . .90 the 
importan.ccofde•igninganappropriatefiscalpolicyshould 

not be undcr<'Slimated. An important tlleme that run, through 
much econcmic analysis is th.al govemmenu may be jwtifled in 
inter..-e ning in tile economy in order to correct markci failure. 

Some of thi5 intervention requires the use of fi5al policy· 
forexamplc.1axc.s 1ocorrc-ctfortheeffect11ofc:acrnali1ies, 
orexpendituretoensuretheprovi,ionofpublicgoods. ln 

other words. fi sc-~J policy can be an instrument that opcrJtes 
at the microeconomic level, as well as having macroeconomic 

implications. 
Takeinfrasuucturcasanexample. lnfr:.strucrurc oovcrs 

a~geofgoodsthatarecruci:IJfortheefficicntoper:ltlon 
of a market economy. Businesses need good tr:ansport links 

and good communication facilities. Households need good 
l>ealthcarc,educacionandsanit.ationbcilit~s, r'IO!onlyinordcr 

lo enjoy a good 5t:i.ndardoflife, but also to be producti\'C' 
mernb,r5 o( the labour f,:n,e. Both public goods and extema!ity 
atgwnents come Into play in the provision of infr:a.5trucwrc , so 

there ncedstobeappropriategovemmentinterventiontocnsurc 
that such gocxb are adequately provide<l. The coruequence o( 

failing to do this will be to lower the producrive capacity of the 

economy below what would otherwise have been possible. In 
otherworcb. theaggregatesupplycurvewillbcfurthertothc 

lcftthanitncedbc. 
On the other hand. too much government intervention nuy 

al.so be damaging. One of the most compdling arguments tn 
favour of privalisation was that when the managers of public 
cnterprise,arcin5ufficientlyaccouru.ablefortheiractions, 
X-ineftk~ncy become, a major issue, .so public sedor aciiviiy 
tend,tobcleuefficient thanpriv:itesectorentcrprisc.Onthi, 

argumcnt.1oolugea publicsecto.-mayhavetheeffec1 of 
lowering aggregate productive capaciiy below its potential 

level. 
Theoe argumenu ,uggest that an important role for fiJaJ 

policyi•inaffectingthesupplysideofthe~y,ensuring 
that markt1.1 operate effectively to make th<, be.5l possible use 

of the economy's re.sour~ Some further aspecu c:/ lhi!I will 
be diacusscd in the contend supply-.side ~ l:uer in the 

chap!C'f. 
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Income distribution 
The other Uy role for lucal policy i5 in affecting the distribu1ion 
of income within KJCie!y. Taxes and trarufcn can h:,w, a large 

effect on income c!L,rribution. Thill in tum may h:i.ve effects on 
rhe ~ybyaffectingtheincmtivesthatpeoplefacein 

chOOISingthcirlaboursupply. 

Benefits 
There are two fOfllll cl benefit thlll households can re-ceiw, to 

help equalise 1he income di.stribulion . Firsi , there are various 

1ypc,,ofcasbbe,1<'fil,designcd1oprotectf:i.miliNwh°""'incotr><" 
in cenain c ircumstances would od1erwlsc be very low. Se«>nd, 
then, are benefits In kind. such as health and education. These 
accrue 10 individual households depending on the nwnbe.- of 

members of the household and ,heir age and gender. Again, the 
extemtowhich acountrycanprovidetheseoortsofbendi.ts 
will depend in part upon 11sabilitytoraioerevenue through 

Taxation 
Direct taxes (taxes oo incomes) tend to be progressive. In ocher 
words. higher income groups pay tax at a higher rate. Wnh a 

rax suchas incomerax.it.'lprogressivenatureisrdlectedinthe 
wayrhccu:rateincreasesasan individual mow,s imo ahigher 
income r.mge. In oo:her "-ords. the m:uginal tax rate increases as 

income increases. The progressive nature of the laX ensures that 
it~sindecd helproreducelnequalityininn:,medisttibution ­
althoughirseffectsarele&Sthanthecashbcnditsdiscu.sed 

earlier. 
The eff«i of indirect taxes. oo the other h:i.nd, can sometirne,i 

be regressive: in other "-ords. indited taxes may impinge more 
heavily on lower-income households. 

lndireataxeaarcleviedonexpcndirurcr:a.thttthanincome 
Tl,cyindude s:alcs 1axes,which m:iybecalculatcdonavaluc-­

added ba.,is (the V3lue added 1ax. VAT). excise dutie,s levied on 
paniculargoodsaa IICfYicetax.forex.ample. Pakistanh:i.sa 
s:ue!ltaxthatcoversmostgoods:Malaysiaha.,as:ale,stax and 

a service tax. and in addi1ion imposes excise duty payments 
on alcohol. tobacco, motor vehides and playing cards. Some 

countries a lso impoire cwtoms duties. The UK ha., the value 

addcdtax(VAT).tobaccotaxes.cxci:redutiesonalcoholand 
oU duties. Chapter 6 analy!Cd how rhe incidence d a tax is 

related to the price elasticity of demand of a good or service. It 

explained how. where demand is price inelastic, producers are 
able to pass much of an increa&e in the tax rate on to consumer&, 
whereasifdemandi:lpriceclastic. producershaveioat-,,b 

mostoftheincrca.w:a.,partofthdrC06U. 
Why arc some d these taxe& regressiw,l Take the tobacco 

researeh in thc UK has .shcn,.·n that only about 10% d people 
in profe-ssion.aJ group.s now mioke comp,ued with nearly 40% 
of tho&e in urukilled r!Wlual groups. Second. expenditure on 
tobacco tends IO rake a io..·er proportion of incomc cl the rich 

a,mparedwiththatofthepoor.ew,nforthoeelnrhcformtt 
group who do smoke. Thus, the tobacco tax fall, more he:avily 
on ]own-income groups than oo the better-off. 

Aspointedoutcarlier,achievingabalanceoftaxatk>n 
beni.-eendirectandindireataxcsisanilllp0(1anraspectof 

<h<,8"'-~l's redi.stributivepolicy. A&"itchinthcbalance 
fromdirectioindirea 1axcswilltend 1oinCK':ISCinequalityina 
!lOciety. ll>e incentive effeets must alK> be kcpc in mind. High 

marginal laX r.ne11 on income can h:i.ve a disincentive eff~ if 
people know tha1 a Large propor!ion of any adcli,ional work they 
undertake willbet:oxcdaway,theymaybedisrour:a.gedfrom 

providingmorcwork. ln o!her"-'Ofds,cuuingincometaxc,m 
encourage w ork effon by reducing marginal tu ratCll. This is yet 
anotherreminderdthcneedforabalanccdpoHcy-onethat 

recognise,; that. while K>mC income redistribution is n~~ed to 
protectthevulnerJble. di5incentive effect.'! may arise if the better. 
off are over-taxed. For many less dew,]oped countries, there 

maybean.,.,dtobalancetheneedtoraiserevenueag:,inst the 

incentiveanddi.i:ributionaleffec1s 
Fora countrytharisconcernedtoincreaselaxrevenuc,it 

may be tempting to consider raising the lax rate. However, there 
may be &iruations in which rai:ling the tax rate may ,w;tua!!y 
lead to a fa!! in taxrcVfflue. This effect iii captured in the l,iller 

curve, shown in Figure 27.S. The aJl"YC plots laX rcw,nuc on 
the venic.il axitagain.,r the laX rate on the horizontal. Asthc 
1axr:a1e~fu:xnzero.1aX revmuclnitiallyincreases. 

However, after a certain point. r,:,w,nuc begins IO decline 
because of people's reactions. lftheligurercl:,UClltoincome tax, 
for example,i1is likelytha1a1aornepointahigheftaxr:a.teh:i.,, 

di.,incenti,-e effens.such rhar people will not supply additional 
Labour hours if a high ponk>n cl the incomc !hey earn i:r being 

taxed away. 

tax. In the first place. the number of smokers tends to be higher Tax 11te (%) 

among lower-income groups than among the rdarivdy rich - Figure 27.S lhe ~ffttcurve 
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• fiscalpolicyentailschangesintaxationandinthe 
government's expenditu re toinfluencethelevelorpattem 
of aggregate demand 

• fiscalpolicyretainsakeymleinensurim;ianappmpriate 
balance between private and public sectors. and ensuring 
the provrsion of public goods and tacUng exten1ality effects 

• lta~playsakeyroleininfluencingthedistribvtionof 
income between groups within 'IOCiety. 

• lndoingthis, anappropriatebalanceneeds tobelound 
betweenachievingadesiredlevelof~uitybetween 
individuals,andprovidingincenlivestowork. 

27.4 Monetary policy 

Mon ct:,ry polky email• the ll5e of moncu.ry variable:& suet, a• 

money supply and inter= rates 10 infllloC'l>Ce aggregate demand 
1t,,,iUbcNK>'iVnthatunderafixtt!exd1;angenue systcm, 

mooemy policy~ wholly impocent, as it ha5 10 be 

dcvotcdtom:oima.iningtheexch:mgerate.So, theeffecti......,.,. 
of mooctary policy depN,ds upon the policy environment in 
which it is used. In many le51i developed oountrie5, monetary 

policy may alllO ;aim to encourage tM development of tM 
financlal sector and to promote confidcn« in it 

Monetary policy ha, become the prime instrument of 

government macroeconomic policy in many developed 
C'Q\lntrics,wi1htheintere,trateactingasthekcycon1rolvariable. 

Mooetary policy involves the manipulation of monetary wriables 
ln onlcr to inffucnc., aggregate <kmand in the economy, with the 
intentiondmcctingthegm-crruno,nt 's inllationtargct. 

Ahhough the previous paragraph talked about 'lhe interest rate', 
this isaalmplification. lnthereal-worldecooomy,there are 
many different intereai rates. For example, if you borrow from a 

bank, you will pay a higher int.,.,.,.,,t rate than would be paid to 

youonyour saving,. lndced.,it isthisdifferencebetwccnthe 
rates foc savers and borrowers that enables the lxlnb to make 
a profit. 

Simibrly. imcre.11 r:ote'5on financial 3"CtS differ depending on 
1hena1Ureofthca.ssc1. lnpan,the..,diff"renccsrenec1diffcren1 

<kgrecsof risk:u,oda1cdwiththeaMets. Arisky as.,ctp;ays 
ahigh.,.rln!ercstmrethanarelativcly:,afc:uset. A long-rerm 

27.4Monetarypolicy 1111 
~trndstopayahighc,"intcreoi:ratethanashort-termassct. 
although the differences ha,~ been quire small in the first few 
ycarsofrhetwenly-firscc.,nrury. 

How does monetary policy 
work? 
In .. valuating the tools of monetary policy. it is imponanl to 
undewandtheroo1eby which.achang .. inamone1aryvar'Uble 

can have an effect on the real ==y. In Olher wonls, how 
= a change in money supply, or the int= r:lle, affect the 
level of equilibrium output in the==>' 

The monetary transmission 
mechanism 
Jndrawingthisanaly,;i~tog<"ther,animpon:anti"'-'"concern5 
the relationship between the rare of interest and The level of 

aggregate demand. This is critical forth .. conduct of monetary 
policy. Indeed, the interest rate has been seen as the prime 
instrument of monetary policy in recent years - and monelary 

policyissecnastheprimeimtrumeruofmacroecooomic 
policy. By $Citing the inter=t rate. monetary policy is imeodcd 
roaffect aggregatedcm:ondthroughtheso-ealled mo nccary 
tr.lns mls..~ lo n ,ncch ~n ls m. 

AtahighcrintercstraTc,firmsw>denakelessinvestmcn1 

expendirurebcca115efe"<crprojectsareworthwh~e. In addition, 
a highcrintcrestfltte maycncouragehighersa,in.3, whlch al90 
mearu.thatho,.,..,holdsundertakelesscoru;wnp1ionexpenditurc. 

1his may then rcinfo«e the impa.Cl on invc•mcnt because if 
firm.spen:eiveconsump:ionto befalling, this willaffectthcir 
exptttations about future demand and funher cbml)"n their 

de-sire to undertake invcRment. Furthermore, if domestic interesc 
ratesarehighrelativcmel-..hereinth .. wortd,rheywillanract 
overseas investors, increasing the demand for loail currency. 

This will t"nd to lead TO an appreciation in th" exchange rate, 
which in tum will reduce the competitiveness of domcatk 
good,andSCfvices,reducingtheforeigndemandfocexporu 

and er>eour.,.glng domestic re.sidents to reduce their demand for 
domestic goods and buy imporu inS1.ead All ~ factors lo,,.•er 
thelevelof aggrega tedcmand,shiftingtheAl) c\uvetothelefi. 

This can be k'Cll by looking at Figure n.6. lhe initial 
e<JUilibrium is with real output at Y., the price level at P, and 

therare<:lin!en:Sl at r.- An increase in thefltteofin!Cn:Sl to 
r1 willnecd tobebQbncedbyadccrea.scinma,cy supplyto 
maintain money-markCI equilibrium. HowevN, more significam 

is tM "ffect on lnvestmcm, which i• shown in the middle p:inel 
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di<' intercsi rate. From firms' poin1of 
view,thislowcrsthe«-tofborrowing, 
andwouldbeexpcctcd1oencourngc 

hlgh<'r investment spending. funhcrmore, 
coruumers may also re,pond to a fall 
inthcinterestratebyillC!'l'asingthcir 

cxpcnditurc.bolhbecauscthililawcr., 
theCO&lofborrowing-sothcremaybe 
an illC!'l':i.sc in the dcmmd for coruumcr 

durablegooda-and becausc households 
may per,:eive that &1ving now pay,, a 

la...·errcrum, 10 maydccidcto~nd 
more. Thus a fall in the int,:rc,,t rate is 
t'Xp«lcd lohaveanexpanslon.aryeffect 
on aggrcga1e demand. In 1crm., of the 

ou1nUtyolmonty lnvutm&nt Y 

Fig...-.27.6 Themtefestrateand,ggregated-eman.d 

of the figure. The incrcai,c in 1he rateofintcrcst leadswa fall in 

investment from /
0 

to I,. This will cause the aggregate demand 
curve to move frcm AD0 to AD,. resulting in a lower cweraJJ 
price level P, and a lower real output level al Y,. The lowcr lcvcl 

of rcal output ari.!es because the AS cur= was drawn with an 

upward-sloping segment. 
Noticediatth'-"maynotbetheendofthestory. If one 

oftheeffc<:tsofthehigherintercstrateistodiscouragc 
investment, this will also have Jong-term consequences. 
Jnve~tmcm allows the productive capacity of the economy 

to increaSt'. leading to a rightward drift in the AS cur=. Wi1h 
lov,cr investmcn1. this pro«s.s wUI .slow down. leaving the 
==ywithlawcrproductivecapacity1hanitothcnvi.5e 

wouldha,-chad 
1bc AD/AS gr.,ph is drawn in tcrms of the overall price 

level. Hov.·ever, in a dynamic context • .such a policy stance may 

be needed in order to maintain control of inflation. A re-dunion 
in intere51 rates would, of course, have the rcvcr,,e,effcct. 
However, IIO!ice that the interanion of the money supply, 

intercM ratesandthccxdungc rate!l'l2kespolicydesigna 

complicated business. 
In creating a stable macroeconomic environmen1, the ultimate 

aim of monciary policy is not simply to keep inflation low, but 
to improve the confidence of dcdslon-maken. and thercby 
encouragefirmstoinvestinordertogencrateanincreasein 

production capac~y. Th'-" will stimulate cconcmk growth and 
crcale an opponunity to Improve living standards 

Monetary policy in practice 
1bc rnonet:ary 1ransmis.sion meehanism expl:iins the way in 
whichachanw:, intheintcrestrateaffectsaggrc-gatecrrnand 

in the economy. In summary. suppoec there is a reduction in 
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ALVA5modcl.thlshasthecffectofshifting 
the aggregate demand curve to the right. The cffectivenes.s of 

this wm depend upon the shap<:, d the aggregate supply cur= 

and the .starting pooition of the aggregate demand curve 
An expansionary monetary policy intended lo stimulate 

aggregate demand would be damaging if the l'<:'Of>cmy were 
drue to (or at) full employment. as the main impact would be on 
the overall price leVt'lrathcr than real oulput. Th'-" suggeststhat 
monerarypolicyshouldalsonotbeuse<ltostimulateaggrcgare 

demand. Hawevt,r, moncrary policy can still play an important 
role in mmaging the economy. Tl1'-" arises through il5 influence 
onthcpricekvelandhenc:ethcMeofchangeofprices-1ha1 

is,inllation. 
Monetarypolicyintht' UK'-"thcre5p,00sibilityoftheBank 

of England.which ha.tbttnthec:ucsince 1m.1he Bank's 

rcsponsibility'-"tolIICflthegovcrnmcnt'starget l'<xinHation. 
1he Barnk's Monetary Policy Committee (MPC) mcCl5 each 
month to <kcide whether or not the intere,t rate ncc<l, 10 be 

altered The objc-aive of this exercise is to CNUrc th:u the 
govenuncm·s inflation targec is mcl. If !he rale of inflation 
thrcatens lO accelerate beyond the target rate, 1he Bank of 

England caninl<:TVencbyraisingintcrestratcs,thcrcbyhaving 

a dampening effect on aggregate demand and reducing the 
inflationary pre.-.re. Jn reaching iu decisions, the MPC takes 
along-tcrmvicw,projectinginfla1ionaheadoverthencxttwo 

years. 

Howe=r,decision•tochangc1heratcofintcrestarenot 
takensolclyinthelightofexpeetcdinfla1lon. ln itsdeliberations 
about the intercst rate , the MPC takes a wide V'dricty of foctors 

intoaccount, indudingdevelopmentsin 

• the international economy 
• money and credit 
• demand and output 

• thelabourmark<'I 
• costsandprices(e.g.changesinoilpricc5). 

A good example, was in 20C& when the UK and other couniries 

wcresuugglingtocopewiththcfirnmcialcruis.Atthili~. 
lnflationwa.saccclcr.,ting.andhadrcachcdarateth:uwa.s 



more than I percentage poim above the target. This being so, 

itmighthavebeenexpectedthat!heBankofEnglandwould 

raise imerest rates in order to stem aggregate demand and bring 

inflatiOII 1:xick into line with the target. However, this would have 

been damaging in other ways. pushing the economy further 

imo recessi011. With house prices falHng, an increase in imerest 

rates could have damaged this si,ctor too. It was also thought 

that !here were other pressures affecting the world "conomy that 

would in any case m"an that !he rat" of inflatiOII was likdy to 

slow down of its own accord. In th" evem. inflation accelerated 

waybey011ditstargetrange,but!heMPCrefrainedfromraising 

the bank rate because of fears that the recession would become 

even deeper, or that the =omy would recover more slowly. 

This was a good example of how differem policy targets may 

come into conflict. and of how it may be prudem not to stick to 

arulejustforitsownsake. 
It is also impon:am to rem.,mber that !he tra11smissi011 

mechanism has a third channel in addition to the effects of the 

change in imerest rate on consumptiOII and investmem. This 

thirdchannelarisesthroughtheexchangerate,so!hatmonetary 

policy cannor be considered in isolation from exchange rate 

policy. The channels of !he transmissiOII mechanism are 

summarisedinFigure27.7. 

Evaluation of monetary policy 
For a decade after the resJX>llsibUity for monetary policy was 

delegated to the Bank of England, m011etary policy was seen to 

behighlyeffectivei11e11ablingtheachievememof!heinflatio11 

target. Inflation stayed within the required I percentage poim 

of its target. moving outside that range in only one momh 

27.4 Monetary policy 11111 
between May 1997 and April 2008. However, matters then took 

atumfortheworsewith!heo11setofthefina11cialcrisisa11d 

theensui11grecessio11,a11dinflati011acceleratedbeyondits 

limit,!henplummeteddramaticallybeforeacceleratingagain 

Theneedtocombatrecessionledto!hebankratebeing 

reducedto0.5%in March2())9. Havingfallentothislevel, 

funher reduaions become ineffective, &0 the Bank announced 

that it would stan to inject money directly imo the economy. 

effectively switching the instrumem of monetary policy away 

from the imerest rate and towards !he quamity of money. 

This would be achieved by a process known as qua n1lt:Ul\'e 

easing , by which the Bank purchases assets such as 

govemmem and corporate bonds, thus releasing additional 

m011eyintothesystemthroughthebanksandotherfina11cial 

i11stitutio11sfromwhichitbuys!heassets.Thehopewasthat 

this would allow banks to increase their lending and thus 

combat!hethreatofdeflation - andperhapshelptospeed 

lhe UK was not alone in facing this combinatiOtl of circumstances. 

Anumherofcountrieshadalsoenjoyedrelativestabilityfor 

several years, followed by a more turbulent period. This in 

itselfsuggeststhattheconductofmonetarypolicycannor 

claim full resJXXlsibility for !he period of calm: nor perhaps be 

entirely blamed for the subsequem problems. The process of 

globalisationthathasbeentakingplace 

meansthattheUKeconomycannorhe 

viewed in total isolation from evems 

occurringelsewhereintheworld,and 

macroeconomic policy is interconnected -

throughmovementsintheexchangerate 

and through trading links. 

'""'""" 
ThisisilJustratedbyFigure27.8, 

which shows momhly inflation (in % per 

annum)from!hebeginningof2000for 

the world as a whole and for two country 

groupings. You can see how inflatiOII in 

the world as a whole began to accelerate 

from mid-2007 onwards after a J>"riod of 

relative stability, only to plummet as the 

... ....., ~ ....,. 

lrr.,ortprlces 

Figu~27.7Thetransmis5'onofmonetarypo1icy 

recessionsetinduring2~and2()()9. 

Lati11Americadisplayshigheri11flati011 

- andmore instability!hantheworld 
asawhole - whereastheadvanced 

ec011om·ese ;,er"enced "nflat·Otlrates 

belowtheworldaveragethroughoutthe 

J>"riod, but also began to see inflation 

ratescreepinguptowardstheendof 

the period. 
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Fi;u .. 1.7.8 Waid,nflmon 

• MooetarypolicyistheuseoffinancialvariabJes,s.uch 
asmooeysupplyor therateofinterest.toinfluerice the 
perfomlilrice of the economy. 

• Mooeysupplydoesnotprovidea!l'Wablecontrol 
mechanism, so the prime instrument of monet¥y policy is 
theiriterestrate. 

• The transmission mechanism from the interest rate 
to aggregate demand works ttvough investment and 
consumption and indirectly via the exchange rate. 

• Monetary policy caonot forus ~ly on meetirig the 
inllatiootarget.but mustalsooperatewithanaware~of 
other developments in the macroeconomy. 

• It is also Important th at monetary policy is coordinated with 
other policy measures being implemented that affect the 
maaoeconomy. 

27.5 Exchange rate policy 

tn c:oosideringthcroolsdmonetarypolicy,iti.,alsoimpon:,n1 
to considerthe cxch angc r.i tc - thatis ,thcrateat whichoo.­
currcncyc,cch:,.ngc5againstanoth.-r. Thi., isb«ausethc.-xchange 
rat.-,theimereM.rateandthetnaleysupplyarcaUintimatcly 
rdatl-d, If iml'fest rates in the dcon.-stk eoonomy are high rdative 
todsewhercinthcworld,theywiUa1~cwerseasinVC11Wl"li, 

inc=l.!ing the demand for domeslic =ncy. Thi., wUI t~ ro 1.-ad 
1oanapprcciationinthccx~ral<'-whichinturnwm~ 
thccompc1itiVfflCMddornesticgoodsand~,rcducingthc 

foreign demand forexporu and ==ging residems10 ~ 
their demand fa domeslic goods and buy imports instead. 

[ndeN,underafixedexch:mg.-raicregime.lhemcnctary 

authorities are commined to maintaining the achange rate al a 
particl.lbrlevel,!IO=uldno<allowanappreciationtotake~. 
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In this situation. monewy policy i., Jx,,,,erlcm to influence !he read 
=-y, asitlllllAbede..:xedtomain.taining!heexchangcr.,te. 
~alloc,tingexeh.inger,m, sysrem,monetarypolieyisfreed 
fromthisrole,butcvenaoitmUS1be11sedinruchawaytha1 
thecurrcnt KCOUntdeficitoflhe l:xiJanceofJY.lynw:ntsdocsnOI 
become Ut\5llstainable in the loog run. Jn other words, the 115" of 
int<"l'c.Crntestotargetinflationhasimplicationsforthcmagnitudc 
of the currem and financial accounts of the OOlance d poyment.!. 

Mo .. dcvelopedcournricsoperateunderfloatingexchangc 
rate,;,butmanylc55dcvelopedoountrieshav.-ffiOl!ICf1topeg!heir" 

cumnx, - manly to !he US ddW. l'xcfianw rates in this CQllCXt 

~ been wed in dilfemu ""')"'- SatY roun!ri,,s have dx:ecn 10 

avcrv.duettriexdw-,gc,,11 .. ,d.n,...,tothe~.il.bi,xnleveln 
ordr:rtoeocouragedomc,iocproduclion.O!her.ihavecholcnlhe 
~ stra!CgY. ~uir"lgthc excfianw rat., inordr:rtosiUrulne 

exports. China has been much criticised by the USA in thisconlext. 

The exchange rate and 
international competitiveness 
In analysing the babnoe ol payments, the relativ.­

compNilivencss of domesiira!ly produced good< aod services is 
an important issue. lf an economy p=ristently shows a deficit 
on the C\lmmt aeeoum, does tha1 imply that its goods arc 
uncompe!itive in international markel5? 

11><" demand for o:po,u in world mark.-lsckpendsupoo a 

number of factors. In 80me w:l.)'!I. it issimibr to the dem.md 
for a good. In gcner.ol, !he demand for a wJOd depends on b 

price, on the~ of O!Mr gc,ods. and oo consumer incomes 
and preferen«-& In a similar w:iy, you can think d the demand 
for exports as depending oo the priced aponed goods. lhc 
prioedoihcrcountrics'gocxl,, iflCOIJl<"sintherestdtheworld 
andforeigncrs' prcfercnoesforonecounc,y'sgoodscwcrthOIC 
~cl-·hcre. However,inthccas.-ofintemational 
transactionsthecxdtangcrar-,i,,alsorcl.-vanr,as thlsdclerminea 

!heputtfla,:ingpo'<'·erd domeot.ic-· -mtherC$1dtheworid. 
Similarly, the demand fa imports depends upon the rebtive price, 
of dome:llic and foreign pd,. inromes in !he domc.stic economy, 

preferences for foreign and dome:siically prodund goods and the 
cxd1ange rate. These factoa will aU come together to determine 
thel:xiJanccofdemmdfaexportsandimports. 

• Th!exchangeratepla~animportantrol.!in 
macroa:onornicpolicybecau5elheexchange1ate, the 
interestrateandmoneysupplya,:edowlyinterrelated 

• Underafixedexchang<"ratesystem,monetarypolicyhasto 
bedevotedtomaintainingtheexchangerate.soitcannot 
be used independently to influerice the real e<:onomy. 

• Theexchangerate isalw importantin influendngthe 
international compel~ of domestic goods in <M!fSeas 
markets- and of foreign goods in the donwstic mafir.et 



27.6 Supply-side policy 

Supply.side polkics comprise a range ofm.,asures intended ro 

haveadirectimpactonaggregatesupply - specifically,onthe 
pocential capacity output of the economy. These measures are 
f ~m·croeconom·c ·ncharacterandaredeSgnedto ·ncrease 

outputandhenceeconornicgrowth. 

Supply-sidepoliciesaredirectedatinOu.,ncingthepositiOfl 

oftheaggreg:m,supplycurve. lnFigure27.9, Y'represe-nts 
full-employment output before the policy, with the ..quilibrium 

overall price level at P<t Supply-side policies, which [.,ad to an 

increase in the =omy's productive capacity, shift equiHbrium 
output to r•andtheoverallprice[.,vcltoP,. 

Figure27.9A,hiftinaggregateS4Jply 

Noticethattheeffectonrealoutputisachievedfromsupply-side 
policies whether the equilibrium is in the vertical segment of the 

Keynesian AS curve (or with a Monetarist AS o,rve), as shown in 

Figure 27.9 , or in the upward-sloping segment of the Keynesian 

AS curve, as in Figure 27.10. Here the shift in aggregate supply 

raises e-quilibrium real output from Y0 to Y, . 

Supplr-side policies include e-ncourag ing .-ducation and 
training.improvingtheflexibilitywithwhichmarketsoperate 

and promoting competition. Notice that it is quite difficult to 
quamify the effects of these supply-side policies. In the case of 
.-ducation and training, the idea is that byincre-asing .-ducation 

and training , the human capital of the Jabour force is 
increased,thusresuhinginimproveme-msinproductivity, 

27.6Supply-sidepolicy lll 

which e-nable an increase in the ove-rall productiVf" capacity of 
the-economy - inotherwords,thiswillleadtoarightward 
shift of the aggregate- supply curve. However, some of the 

effects of increased spending become- e-vident only after very 
long time lags. 

lnthecaseofcompetitionpolicy,again. itis not easy 

to ide-mify the effects on productive capacity. although it 
is argue-d that the use of competition policy will provide 
ince-ntiVf"s for firms to be more producti=ly dficie-nt, and will 

reduce-thelossofallocativeinefficiencythroughthe-abuseof 
market power. 

P, 
P, 

Y0 Y, Realoutput 

Figure27.10Ashiftin~atesupply 

It is partk,.1larly difficult to isolate the impact of these policies 
when so much else in the economy is changing through time. 
Nonetheless. these policies do ha= the effect of stimulating 

economicgrowthwithoutinflationatypressure 
AnO!herexamplethat isimportanttoexamineistheeffect 

of changing the rate of income tax. When people face high 

marg inal rate-s of income tax, there is a disincentive to offer 
additionallabourhours,or e-ventopanicipateinthelabourforce 
at all . A reductio n in income tax rate-s would therefore provide­

an incentiVf" for people to work more hours or to participate in 
the labour force. This would then lead to higher employment, 
and a higher potential capacity output for the economy as a 

Suchhighmarginaltaxratesarenormallyfoundatthe 
high e-nd of the income distribution. but there may also be 

disincentive effects to consider at low incomes. These effects 
may arise where unemployment benefits are set at such a leVf"l 
that individualswouldbelittlebeneroffiftheyacceptedalow­

paid job - a situation sometimes known as the 'unemployment 
trap" . Thiseffectmaybereinforcedifthesearchcostsfor jobs 
arerelativelyhigh - forexample , ifthe jobsavailablearenot in 

areas where unemployment is high. There may then be people 
who do not find it worth their while undertaking a costly search 
for jobs, especially if the wage they could command would be 

only marginally better than the benefits that they can receive 
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In this sltw.tion. a ttduction in the r.11<: of unemployment 
bcnefilsor90cial~ritybenefuscouldha~thecffee1of 
incrcasingpcople'swillingncss10ac=pijobs. This";o..oldttducc 
unemployment and aµin lead IO an expansion of lhe C'C'l:IOOfll)''• 

potcn1ial producti~ capacity. However. there Is a need to keep 
anapproprlateb<ilancebetweenprovidinginccntivestowork 
andproledingthevulnerable. 

Supply-sldcpollde,mayalsohaV<""aneffoe1on1heb<ibncc 
of payments current account. Polidcs that aFfed trade and 
compctitivene55 fall into this C111<·gory: for example. 1upply­
side pollcics 10 improvc the lkxibil~y of the l:lbour 1rulfkct 
could be seen to improve the intMna!ioruil competitivene55 of 
dornestkfirms.andthusroimprm-.,thecurTcnlaccoun1dcfici1. 
lnaddition.i1mightbcargucdthat s1,ep.s1akcntoincrca.iicthc 
produc!ivecapacityofthc=~ywo..oldallow anincrcascin 
cxporuthatwould(cctcrisparibu•)rcduce 1he currcntaccount 
dcficit 

foreachofthefollaNing,an~theefftctonthtproductive 
capacity °' tht economy, explaining how this happens 

• ThtgovetTVTlffltintroduces~sidiesforfirmstotrain 
unskllledworkers . 

I, Immigrant work.en are encouraged to return to their home 
countries. 

cc A monopoly firm is forced to reduce barTitn to the entry of 
rrewlirmsintoitsmarket. 

d Thereisareductioninthehighestrattofincometax 
• There is an increase in the threshold of Income below 

whichnoincometaxispayable. 
f Thereisadecreaitintherateolsocialsecuritypayment1 

fortheunemploytd 

• Supply-sidepolicitsaredircct.cdatinllutncingthepmition 
oftheaggregatesupplycurvebyincreasingthepotential 
productive capacity of the economy. 

• SuchpolidesincludepoliciestoafftctthelleKibilityof 
labourmarkets,includingeducationandtraining. 

• P~icies that promote competition may also lead to 
eff,citncyimprovements. 

• Changesinincometaxrates,orinsocialstcll"itybtnefits, 
canalsohao.'l:'aneffectonpotentialcapacitybyaffect.-ig 
inctntiYestowork. 

• lmprOYements in efficiency may have spilover effects on 
the balance of payments if they improve the international 
competitiYef"M!SS of dome5tic goods in world mart:ets 
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27.7 Conflicts between 
policy objectives 

Having reviewed 1hc main macroeconomic policy objcaives 
andin.siruments. itshouldbedearthatthed,esigningof 
==ic policy is likely to be .!OffiCthing d a juggling acc. This 
isc.speci:,Jly ,o bcciufftheremaybeconflictandtr:ulc-offs 
ben>.·.-en some of the tarpofpolicy. 

Unemployment and inflation 
Oiap1"r 26 imroduccd tl>c Phillips cur,..,, a m1<le-off 
relationship between unemployment and inflation. This 
trade-off is imponant when it comes to designing policy. If 
the Phillipscurvcrelationshipholds,anempL'ltoreduce lhe 
rat._.. of unemployment are likely to raise inflation. On lhc 
other hand. a reduction in inflation is likely to result in higher 
unemployment. This sugge,u that it migh! be difficult to 
maintain fol! employment and low inll:,tion at the s:1me time. 
For cxample. Figure 27.11 shows a Phillips curve that is dnown 

such that 10 :1ehicvc an uncmployment rat" of 5%. inll;uioo 
would need to rise to 15% f>Cr annum; this would nOI be 
acccptablc these da)'ll, when people h.,,-., become accus1omcd 
1omuch'°"-·erinllationratcs. Furth.,.rmor,,, tobringinllation 
down to zero would r«juirc an unemployment r:ne cl 15%. 
Having said tha1, as rcccntly as 1990 the UK economy w:u 
experiencing lnfla1ion of n._...arly 1006 and unemployment of 7%. 
which is not far from thi, cxampJ...... 

Nonethele55. thePhillipscurvctrad._..-Offoffersatemp!lng 
prospc,ct to poHcy-makcn. For examplc, if an eleaion ls 
imminent. it should be po.ssible to reduce, unemployment by 
allowing a bit morc inflation, thereby <l"'-"'"ating a fttl-good factor. 
Afterthc clec!ionthc process can be re,-.,ISN!. Th is suggests that 
there could be a politic:il business cydc induced by governments 
-=king~Jec1ion.[n01hci-words.thcconflic!bet":ecnpolicy 
oo;,,ctivcscouldbeexploitcdbypoliticiaru!whosccth:at!nthc 
short run an eledoraic Is conce,-ncd more, about unemployment 

(,\1-------»-------=---. " 
Un&mploymentrate(%) 

Figure27.11 1hePhll,pscllNE! 



Economic growth and 
sustainability 
1t is dear that there may be conOkt between achieving economic 

growth and the environment. Nowhereisthisbetterseenthan 
inthecaseofChinaintheearlypartofthetwenty-firstcenrury. 

China's persistently rapid grov,th has had consequences for the 

quality d the envirorunem. Figure 27.12 shows one asf>"<-"I of 
this - the emissions d carbon dioxide, which is one of the key 

so-called greenhouse gases that contribute to the process of 

global warming. Th" acceleration of emis.sions in Chirm in the 
earlyyearsofthecentury is v...ryapparemin the figure , and 

China ovenook the USA to become the largest c,rniner of carbon 

dioxideinthee-arly2000s. 

The link between economic growth and environmental 

degradmion is a dear on.,. In the case of China, there are 

Chinahasbecom,,thelargestemitterofcarbond<oxide 

•'b ~ -~ 8 

' ' -~ ~ 6 

ii ; 
' ' ~ ' 0 

, .~), ea~aai""'~-i=§=~=~=ci::;:~ C..~-i- i-~- ~-§~~ 

Figure 27.12 Carliondioxideemissions 

27.7 Conflicts between polky objectives 11111 
severalaspectstonocice. Duringtheproces.sdindustrialisatioo, 

itiscrucialtoensurethacenergysuppli.,skeeppac.,withth" 

demand, as facrori"s caonOI: operate effectively without reliable 

electricity and othe-r energy sources. O,ioa has become the 

world's second bigg"st oU importer (behind the USA), and is 
the world's largest producer of coal, which accounts for some 

SO.-Oofitst01:al.,11ergrus., - andisnotthedea11estofenergy 

t<."Chnologies. It is alsopossiblethatinadequat.,regulation 

can add to e nvironmental degradation, as in the case of the 

explosion at a ch.,mical plant thm caused pollution in th" 

So11ghuariver,whichnoto11lyaffectedthecityofHarbin, hut 

also pan of Rll.5sia, which was downstream from the incident 

For economic growth to be sustaioabl", these environmental 

effectsmustbetak=intoaccount,orthereisarealdanger 

tha! th" improved standard of living thac flows from the growth 

processwillbeobtainedo11lya1th.,expe11seofthequalityoflifr 

of furur" generations . This may require growth to be slowed in 

theshortrunioordertodevoteresourcesrothedevelopment 

of renewable and cleane-r energy sources. However, it is difficult 

to impose this on newly emerging socie-ti"s in which there is 

widespread poverty, "specially whe n the richer nations of the 

worldcontinuetoenjoyhighstaodardsoflivingwhilstcall.5ing 

pollution of their awn 

Economic growth and the 
current account of the balance 
of payments 
Asn01:ffiinthepreviouschapter, acountryopcrati11gu11dera 

fixed exchange rate system may find that a growth stracegy may 
bethwanedbytheoeffitoavoidaprobl.,mwiththecurrem 

accountofthebalanceofpaym=ts. lfthereisaniocrease 
in real incomes resulting from an accel.,ration of economic 

growth, there may be an increase in the demand for imporu, 

as a proportion of the increase in incomes is spem on imported 

goods . This can lead to a deficit building on the current accoum 

of the balance of payments . The action oeffiffi by the authorities 

tomaintaintheexchaogerateandcorrectth"d"fidti.slikelyto 

becontractionar)',thll.5preventingtheimprowrn=tineconomic 

growth from being sustained. 

Government failure in 
macroeconomic policies 
The 1101ion of government failure was introduced in the cont.,xt 

of microeconomic imervemion, where well-intended policy 

imervemion.s can sometimes hav" adverse effects on resource 

allocation. In similar fashion, intervemion at th" macroeconomic 

level can sometimes have unintended negative effects. There 

are many possible reasons for this , arising from the complexity 

of policy design at the economy-wid" level and the imeractions 

between policy measures and objectives 

269 



m Designing macroeconomic policy 

One, paniculu problem bccd by the govcmnw,nt i• the lime 
lag !ha1 exisu between initi:l!ing a policy and it• dfeeu on 
the economy. It rl'lllY IIOl'Oetimes be !hat by the lime a policy 

has an dfea. the economy has mewed oo, so tha1 tlw, original 
issuc:,whichrequired a .90lut ion has gone aw:iy. lnll0ll\ecases, 
problem.1 are triggered by exicmal shod:$ that are beyond the 

gcwemrnem's contrOl. ln01her situatioJl$, anattempttomalr:e 
financial markeu more Rexiblc may mean that bx ~ularion 
re5ulu in unanticip,ued problems, The financial crisis !hat began 

inthclare20(l()shubeenp.irdy:.Utribu1edtothis.Alterru.li,~ly, 
it may s imply be tll:u firms and households do nOI react to 

policy interv.,mioru in the way !hat governments npec1, so that 

ach=sc conse-quericN follow . 
Attheheanofmany o ftheseaplan.otionsi•theideath.at 

govenunent.1 do nOI have enough knowledge- 200111 how the 

macroeoonomy operate,, or do no( have ,uffident up.to-<:late 
information about the cronorny to take perfect dcd,ioru. This is 

sometimes known as bowuled rmlom,li1y. a situation in which 

a government mke• dcci1loru wi1h the best intention• and with 
the best pos&iblc information available, but ,iiU fail, to pl'OOuce 
the required effoct.1 because knowledge and infonnation are 
inadequate.Thi.si.sp:inlywhatrnakc,econornicssuchan 
exciting chalh.-nge - we arc still lc-Jming about how the world 

Examination questions 
1 Tourism a nd the local worktri; 

Hl!f<'aretwoaa:ountsofthetouristindustryinAfrica 

Article 1 
TheGambia,onthe~tcoastofAfrica,isranked160thout 
of 173 on the Urited Nations Human Development Index 
OverhalfthepopulationliveonlessthanoneUSdollaraday 

andsurviveonsubsistenceagricultureandcarnotcnmpete 
\\ithstbsidisedAmericanfamrers. 

Howe-.,er,thirigsarechangingaslheGambiaellpill'ldsil5 

touristsector,whichlsnoNasignificantpartofthenational 
economy, accounting for 7.8% of GOP. It employs 5000 
di!Ktly and creates work for 6000 other1.. Large European tour 

operatorsplayavitalroleinmarketing,assuringquality,and 
providingllight5andaa:omrnodation.Tourismhasthemajor 
advantagethatdevelopedcountriescannotplacetariffbarriers 

ontouristexportS. TouristsspendonaverageUS$40toUSSSO 
adayonmeals,souvenirs,craftsandtours.Onethirdisspend 
in the informal sector, where income is not recorded, providing 

alivelihoodfortaxidrivers.craltworkersi:M1dlocal guides. 
Howeve r,therearedisadvantages. Tourism is highly 

season~.andtouroperatorsnegotiatelowprice'Swhichkeep 

profitmarginslow-solow,infact,thatmanyhotelshave 
dosedbecausetheycouldnotcO'>'<'fcoo;ts. 

270 

GiYm the following list of policy objectives. discuss~ 
~ble conflicts that may arise betwttn them. and discuss 
how the~e might be resotved: 

• lowinftation 
• knv unemployment 
• higheconomicgrowth 
• alowdeflCitonthecurrentaccountofthebalanceof 

"""""" • maintenaoceofahighenvironrnentalQUilhY 
• equity in the distribution of Income. 

• Macroeconomic variables are inherently inte~onnected 

• Thismeansthattherearealsolikelytobeinterrelationship,; 
between policy instruments. 

• Pol icydesignmustthereforetakeintoaccountthe 
possibil ityoftrade-offsbetweenvariables,andconflicts 
between alternatM! po~cies. 

Artide2 
AunionofficialinTanzaniasaidthatthetourismsector 
is expanding in TllnZania but the return to the country'5 

eca,omy is low and the benefit to the worli::ers is about 
0.5% of the total industry's income. In the hotels the lowest 

wages a~ around USS SO a month. from which tax and 
rent have to be deducted. Someone who has been working 
for S)'<'ilrsormorereceiveinoextra payorplQfTiotion 

Contractsareshort•term,lastin9forayear. 
Hotel operators oppose workers Joiring trade unions. 

Mo5t tour operators come from outside Tanzania. Only 10% 

ofeachUSdollar eamedbythetooristindustryremainsin 
the country, and most of that goes to the management not 
the workers . Top managers are usually foreign work,rs paid 

two or three times as much as a Tanzanian manager. 

Soorce:DevelopmenrMagazme, Issue 27, 2004 

a What evidence isthere thatTheGarnbiaisadeVl:'loping 
country? [4] 

b What does Article 1 mean when it says that tourism 
created work for 6000 others? [3] 

c kticle2mentionsthe lowpayofhotelworli::ers 
Why might many hotel worlr.ers receive low pay? [SI 

d Ooesthe<'Yidencepro,iidedenableyoutoconcludethat 
tourismmerel-f eJl:l)loitsresourcesandisoflittlebenefit? [BJ 

Carnbndge AS ind A Level Economo 9108, 
P11per4,01.NO'tlembor2007 



2 Analyse why the aims of 9()1/ernment polky might conflict 
\\ith each othef and discuss which of the aims ought to be 
gi~npriority. [25] 

CimbtidgeAS...:!Alevel Ecorana9]al. 
Pipe,4,Q7.November2007 

3 In 2006 it w.as reported that a country's unemplCJ'fment rate 
hasrtmainedsteadyandthatitscentralbank,ttvoughits 
interestratepolky,hadpreventedanincreaseininflation 
despiteasharpriselnoilprices 

Soorl:e The Gw,dw,, 6 September 2006 

a Expl.linW'hatmightCoUSeurlemployment. [12) 

b Discusshowinterestratepolicymightpreventarise 
in inflation. [13) 

4 Counting the cost 

CambtidgeAS;ndALevelEconomic,;9708, 
P;,pl'r4,Q5,June2009 

India has transformed itself from a primarily agricultural 
eca'l00lyintoamajorindustrialoneinlessthan60years. Some 

argue thatlndustrialisationresultsinincreasedwealthanda 
betterstamla!'dof!Mng.Certainareasoflndiaarebetterruited 
tothisindustrialisatioothanothers.ThestateofOri=isone 

Orissaisastateofcontrasts-48%ofitspeoplelive 
below the pcwerty line; it is the most heavily indebted Indian 
state; its ~teracy level is below the national average; the leYel 
olinfectiousdiseaseishighandmalnutritionisalarming; 
itissubjKttonaturaldisasterssuchasfloods.Butithas 
urYiYallednatural resourcesindudingoneofAsia'slargest 

depositsofcool,largeareasofforestandextemillemineral 
~- Theseattractbi9 industrialcompanies.Anewsteel 

plarlthasbeenestablishedwhichuilprl)OOCe5ixmillion 
tonnesofsteelayear. 

lnOrissa,abalancehastobeachievedbetweenpotential 

profitsandbenefitsffomlndustrialisationandit'lcO'ilto 
the people and the enYW"Onment. The steel company is 
recruitingfromlocalenglr.eeringcollegesandisabletooffer 

employment and new opporturlitles. People have increased 
incomes. Farm workers earn less than half what the factory 
pa~ its workers. One worker said 'I used to work on t he land 

and was at the mercy of the weather. Now I do not have to 
pray fOf rain. The company also employs my sons and we are 
much better off.' 

However,thefactoryisnotlabour-intensiveandisunlikely 
to employ the huge numbers of people -king work. Also, 
mining and infrastructure ~lopment destroyed some of the 

forest.lndustrialproductionresujtsinsoilel'O'lionandpollutes 
theairwiththedarksmok.efromfacto,ychrflneyswhich 
causesacidra4n.Therivershavealsobecomecontaminated 

withtoxicwastewhichisposingathreattowikfife,such as 
elephant'l,tigmanddeet,aswellastolocalpeople. 

Examination questions 11111 

Theinduslrialisationmeantthatsomepeopielostlhtt 

homes and had to be resettled elsev.t,ete. The new house5 
had safe water pr<Msion and drainage, rike some of the 
original~ but people complained about the poor way 

thehouseswerebuiltln2007, 13werekileddum9apro1:est 
about the lack of compensation for the loss of their homes 

So<ne:~rs.~38.2007 

a Whatismeantbyindustrialisation? [2] 
b Why might some argue that the economic costs of the 

uploitationofthenaturalresoun.:esinOris:saaretoo 
high? (5] 

c Comment on whether the ~opment of the steel 
plantislikelytoha...ebeenabenefit fortheworkers 
inOrissa. [5] 

d ltissaidthatthestaridardoflivinginOrissacontinues 
tobeverylow.Oiscusswhethertheevidenceyoohave 
beengivenissullicienttosupportthisvitw. [8] 

Cambf;dgeASandALevelEcor>omiu9708, 
Pape,41,Q1,Ngyllff'M2009 

S a An increase in investment will raise national income 
butanincreaseinthedesirebycons.umerstosavewill 
reduce national income. Explain why this Is the case. (12] 

b Toincreasenationalincome,interestratesshouldbe 
lowered;indeedloNeringinterestratesistheontypolic:y 
availabletoincreasenationalincome.Oiscusswhether 
you support this opinion {131 

CambndgeASindALeveiEcc:nomic5!HOII, 

P.1pe<43,Q6.Ju>e2011 

6 Interest rates, inflation and growth 

Between1 JlAyand1 October2007.theGDf>oltheUSrose 
at an arnwl equivalent rate of 4 .0%.This was faster than the 

lorecastrateofl.1%.Therisewascausedbyanincreasein 

consu=spendingandbyrisingel<l)Ofts 
By NOYember 2007, ho\\~ver, thereu~re Increased 5igrn 

ofahousingmarketslump,a riseinoilpricesandafallinthe 
val1teoftheUSdo1lar. ThesechaogespresentedtheFederal 
Resel','f'(theUScentralbank)withaproblemabout interest 

rates . 
TheFederalReservehadalreadycutinterestratesin 

October2007anditreducedtheinterestrateagainin 

November in order to help defend the US economy against 
theworseninghousingmarket .Furtherinterestratecut'l 
werethoughtunlikely,asthere wasanxiety~rtheri5ing 

price of oil, which by November 2007 had reached a record 
level.ThefederalReservesaid'recentincreasesinenergyand 

commodity prices may result In further inflation' 

Soum!·TheTimes!MinessSecro,, 1 Ngy,w,be,2007 

a Name two components of aggregate demand not 
mentionedinthefirstparagraphoftheextract [2] 

b CakulatethepercentagelncreaseintheGOPoftheUS 
bell\~l).Jyand10ctober2007. [21 
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c WhydoesFigure4refertoa'fallingdollar'whenthe 
trendofthelineisupward7 (2) 

d Discussthelikelyellectivenessofareductionininterest 
rates as a solution to a housing market slump (6) 

e Towhatextentdoesthedatasupporttheviewthatthe 
USeconomywasfac:ing'conflictingpolicyobjectives'? (8) 

Cambridge AS and A Level fcllflOITTcs 9708, 
Paper41,Q1,June2010 
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Adifficultba lance:conflict ingpolicyobject ives 
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Glossary of key terms 

Terms in black are firs! mentioned in the AS course, terms in blue relate lO the A Jen:l course. 

ab norm al. suJ>ernor mal or economic profits profi ts above bch ,wiou r:, J t.'Con o mlcs· • bmnch of economi~ that builds on 
nom,al profi ts thepsychologyofhumanbe haviourindecisionmaldng 

absolmc ad,·,mtage:the ability to produce a good more b road m o n t.-yOH } MO plus ster Ling wholesale and tttail 

efficiemly(e.g. withlesslabour) depositswit h monetaryfimmcialinst;m1iorui:ruch asbanksand 

ah~o lu tc po, ...-r ty: the situation of a househokl whose income buildmg societ ies 

is Insufficient to purchase t he mirwnum bundle of goods and budget d cficU· • situat ion ln which go,..,rnmem e:1pendi1~ 
serricesneededtosusrninhuman life exceedsgovemmernrevenue 

accdcrmor:a theory by which the Je>.·el of im-·estmem depends hudg« linc::YIO\\'S the boundary ofan indhidual."• consumption-, 

upon the change in ttal output gi,~o the amount ovailable to s~nd and the price'l of the goods 

ad valon,m tax: a tu on expenditutt set al a percemage of the bud g e l ~urplus : a situation in w hi ch govttnmem r"""nue 

price exceed.5110,.·emm e rn expendirutt 

aggregate demand: 1he iota.I amount of effective demand in the bus iness q ·de a phenomenon when,by GDP fluctuates around 

irs un derl}ingtrend ,tendlngtofo llowaregularpm e m 

aggregate demand cun"e (AD):a =~ showing the relationship capllal aecoum o f the babnu- of payments: acrourn 
between the level of aggregate demand in an economy and 1he identifying tt:rnsactions in (physical) capita.I between 1he 

ovemllprieelevel; itshowspbnnedexpenditureat anygiven residentsof acouniryand thetestoftheworld 

overall price ksvel capi tal p rodudhi ty: measure of o ur p m per unit ofc.tpjtaJ 

a lloea tl n · c ffidencr achi eved when society is p roducing an ~a plL'lilsm , a system of production in which 1hett Is priv.ite 

appropria1 e bundle of goods telat h-'<' 10 con=r preferenees ownet!ihip otproducth-'<' resou rees ,and indi,iduals are free 

apprcdallo n :a rise in the exchange tale within a floating to pur,me th e ir object i,·a with mininlal interfettnee from 

exchangero.tesystem 

a rbllroge:a i,roees.s by whkh p riees ln two m arl<et ,iegments will c and, an agreemen1 between firms on price, and outp ut wi lh th e 

beequalisedbyaproc"""of purchaseandtl'Sl.lebymarl<e1 imenuonofnUJ<imising1heirjointptofrrs 

p:miciprnts ccn1rnl bank . !he banker ro the govenuneru,patorming a ranee ol 

as,=metrk Information, a situation in which some p:miciparn s funcrioru!, which m.iyineh1doe fflue oleoim and banknotcs,acrl~ 
in a trutketh:n'<'betterinfonnation:>bout markNconditions a,ibankertoconunetrialbanksand regulating thefinanc:ialoy,;tem 

u-mrally planned ccon o m y:decisions on resource allocation 

aulw n:uk s tahilbers:proecss by which go,·ernme nt ex penditure are guided by the state 

and re,·enue ,.,,ry with th e economic cycle. !hereby helplns u-1crls parlbus: a ~tin phrase meaning 'other things being equal" : 

to stabilise !h e economy without any cons:cious inter,,emion it is used in economics when we focus on changes in one 

ftom go,...rnme nt ,.,,riablewhileholdingotherinfluencesconsrrn1 

a,..,r., ge co,;t. lotal cost divided by !he quantity p rod ucoed . dalmam comll of unn nploymem . the n um ber of people 

•om etimes known as unh cost or a , ...-rnge torn] co,;t claiming 1he Jobsttker"• Allow.,nee each month 

a,·eroi.-c Jlf"open,;lt y 10 consume . th e proponion of income that commo n m.,rke1: a set of trading arrangemems in which a group 

hou5ehold~ devote 10 consum piion of countries remo,·e banitt!i to trade among 1hem,adop1 

a , ·er.igc n,n•uue the a"'r.ige ~nue reccivoed br !he firm per a common set of barriers against external trade,esrablish 
uni1ofoutput:1tistotolre,...nuedi,idedbythequam i1rso ld comrnonturatesandlaW!ltegulatingeconomicactivity.allow 

balance o f payrnenL .. : a set of accounts showing 1he 1ransacrions free mo,·ement of factors of production between members and 

conductedbetween.residentsofacountryand1hetestofthe havecommonpublicsectorprocuremempolicies 

world compara lh"e:odvantage :theabilitytoproduceagoodrolatfoe/y 

h a rrier lO e n try, a cha ro.cte rlsric of a niarlr.et t hat prevents new more effldemly (i.e .at loweropportunitr cost) 

firms from readily joining the marl,:et 
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compar.ith·c siatk analysis: examines the effect on equilibrium customs unlon:a group of countries that agn,e to remove 

ofachall9'intheaternalconditionsaffecringamarket restrictionsonrradebetweenthemembercountries,andset 

compcdtlon polk,,,a ,,.,t of meosurc. des,gned 10 promote a common set of restrictions (including tariffs) against non.-

competitionwithinll'lll.rl<etstoencouraeeefficiencyand 
ptotect corummer interests JeaJ wci,i:ht [Ol§s : loss of consumersurplu. thm ari ses when a 

compctltln, markct:a m:ul<et in which individual firms cannot mono[><>ly restricts output and talses price 

influencepriceofthegoodorsenicetheyareselling,because dcflatlon:aperiodinwhichthegener:i.llevelofpricesinan 

ofcompetitionfromotherfinns economyfalls 

complements: two goods are said to be complements if people deflation ary gap, a sim:uion that :uises when th e c,quillbrium 

rend to col\Sllme them jointly, so that an increase in the price level of incotne is lower than th e fulkmploytnent levd 

ofonegoodcausesthedernandfortheothergoodtof.ill dcm:md:thequamityofagoodorser-icethatconsurnerschoose 

conJtlomcmte merger: a tnef'!!et between two dlflerttu firtn• lO buy at any possible price in a given period 

operaung ln different m:ui:ets demand cun·e: a graph showing how much of a good will be 

constant retun1S to scale : found when long-run avenge cO!>I demanded by consumers at any gh·en price 

remain• constant with an increase in omput - in other words. dcm:u 1J -dcfkkm 1u1employmcnt une n, plorment that :uisa 

w hen output and C05ts rise at t he same rate bec:,use of 3 deficiency of aggregate demand in the economy. 

consumer price index (CPO: a measure of the genen.l lcv.,I of so that the eqnilibrium level of output is below th e full-

pricesintheUK,adoptedasthegovernrnem's inflationtarget e n,plormentle,·el 

since December 2003 dcm:md-pull !nflation:inflation initiated by an increase in 

consumer surpJ, .. : the value that consnmers gain from aggregate denund 

consuming a good or service owr and a bow the price paid demerit good: a good that brings less benefit to consumers 

consumption: household spendins on good• and services in the than ther expect.such that too tnuch will be consumed by 

consumption cx tcrna!Uy: an CiternaHty that impacts on the depredation: a fill in the exchange rate within a flooting 

consumption sid e of a marlo:et . which mar be e it her positi,-e exchange rate srstcrn 

or neg:,ti,·e dcpn-ciatlon: the fill in value of physical capital equiprnem owr 

con.,rnmplion function the relationship between =um p1ion rime as it is subject to wear and tear 

and disposable incon,e :its position depends upon the Olher derived J,;-m andcd"'lland for a good not for its own sake. but for 

flctors that alfect how much hou,,eholds sp.,,xl on consnm p1ion what it produces _ for example. labour is denunded for the 

conics ta bk mad,d,a marlo:.-t in which the ats1ing fim, makc,s output that it produc..,, 

onlyoormalproti1.~i1cannotsetaprice higher thana,-erns,, d~-v:tluatlon: aprocesswherebyacountryinafixedexchange 

cost witllout attractinJI entry, owing to th e absence of barriers rJte srsrem reduces the price of its currency rebri,·e to an 

to entryandsunkcosts agreedrateintermsofaforeigncurrency 

cost cfficlency:1he appropriate cornbinauon of inputs of flctor.i J~·Yelopmcnt a proc""" by which real per capita incomes are 

of production,gin,n the relati>·e prica o f thaie factors increased and the inhbitant~ of a country are able to benefit 

a,st.push Inflation: inflation initiated by an incttas<" in the costs from im prowd living conditioos: that is, lo"·er ~rty 1nd 

flcedbyfim,s.arisingonthesnpply-sideoftheeconomr enhancedstandardsofeducation, health ,nutririonandolher 

,;-n'Oltmultlplkr-aprocess bywhichanincttaseintnoney 
supplycanhaveanmltiptieddfcctonthean,ountofcredilin d!rccttax:ataxle,ieddirectlyonincome 

d!scounl aproces.swherebrthefurure,-aluationofacostor 
cross-price dastklty of J ,;-mand (XED):a measure of the benefit~ reduced (discoumed) in order to provide an cstinute 

sensitivity of quantity demanded of a good or sen·ice to a of its presen t ,-:,Jue 

chatl!!l' in the price of son,e other good or service J!~econonlics of scak: occur for a firm whe n an increase in the 

crowding o ut . proc.,,.,. by which an increase in government scale of production leads 10 highe!" long-nin a\'<,t:lge costs 

Cipenditure ·crowds out' prh-ate sector activity by raising the disposable inconu- the income that households have to devote 

costofbortuwilll, toconsumptionandsaving,takingintooccoun1p:irrnentsof 

current account of the balance of payrncnL .. : account direct tax..,, :ind u,,nsfer p:,ytnents 

identif}ing transactions in goods and sen·ices between tile Jl\is!on of L,bou r: a process whereby the production procedure 

residents ofa country and the rest of the world is broken down into a sequence of stages. and worlo:ers are 

assignedtoparticularstages 
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Glossary of key terms 
d o mlna nL ~tr:ll"Jt) • s,lualion in g:,nw, 1hn>ry whctt • pbyer'• •·,nernal benefi t m benefit that is as,ociatcd with on indh·iduar. 

bnt11trJ1qcyi•indepcndemof1hc»cch os,mbyO(l>tt,i (afinncwho!J'rhokh)pl'OductionOC'othtt«ooonuc 

du.-.J. ,-con om y: oncinwhichatndi1ional(nuinlynr.d)sector 1ctMti""·"tiichisborncbyathinlf"'rlY 

=iMS,.,lllh a modcrn(mainl)· urban)!ICCWI" .,-xtcnta.l co..t. a<:OM th:11 is :as.sociotcd with an individual 's(a 

d y n am k c-fficki>C)· 1 ,·;cw of dliciNK'y Iha! ''*c, imo account lirm o r hou~1h) production o r other «onomic 1cti,l1ies , 

tlrrifttt ofln1>0\":1t10n and t«hnical progrcs,,on produni.., wlbch isbomtby a tbu\l pu,y 

and alloci,lf',-., efficiency in Uw: long run n: toecnialltya cost or a bcndit Uut i• em.•nul 10a marti:et 

econ o m ic a nd n><>n ciary un lon :a xt of t l.>dllll! arnngttuen1s u.msacrlon, and ls lhUJ not rd\cctcd in m,ut.et price,, 

the :arroo, as for a common malke1,bm in addition having Wied facto,.,. o f produc tion : raourca used in the production proc,,""; 

o:chan~ n lc, lx!""Cffl the member coumric,, md a common inp,,u in10 pl'Oductlon, lndudilll! bbour,capital, land and 
monttarypolicy cntttpttnn1rship 

econom ic growth: au expansion in the producih-e ca~ty of financial account o f th r h" l"nc,:, o f 11:l)'mcnL": accounl 

lhc rconomy idemifying traruaction, ln fi112,ncial a54cis hdwem the 

<'cono m k rrou a p")'ll\mt recci,...,d bya foclot ofprodUC!ion ovtt ttsidents ofa courv.ry ..nd the rest of the wotkl 

and abo,..., what would be needed to kcrp it in iu p~ m Utt firm:an organisation that brings 1ogcU1erfactorsofprodUC1ion in 

1'cono m ka.ll)· :,ctk·c th OM: people .. ho an, acti,·e in the labour order to produo, output 

furcr fiscalpo lky:drcisionsmadebythrgovcrnmcnton illi 

ccon o mks o f ~cak ,occur fbr a rinn when an l~ in the ocale expend itutt , tax:ation aruJ borrowing 

o(ptoduct,onlcl(]stoproductionallowttlong-run a,Tfllgecost ftxed coo.t,,CO<'l1t lutdon01•"U')'W1t h thclc•<cl ofm11pm 

<.'«>n o mk-.; o f ~cope, rcotlomie a rising when a-rrage co,t falls fixed exch ange ra te S)i<tem: a system in which the go....rnmem 

u • fi rm lm:reues output ICTOM a rJngc of difkttnt ptodUC!s commits to maintaining the exchange !':lie at a specific Je,,·rJ 

cff<..: tl,-., exch:mgc r.i tc :the exchani,: rJte for I country rela1in, against :mo!htt currrncy 

to a wcighttd "'""'"SC of currcncic1 of its trading partners floatin g exch a nge rJ t•· S)'Stc111: a s,·stcm in which the exchange 

cl<titlclty:a m""lurc of1he scnsitMT)' o( one nril,ble to chlllge r.ne is permined to find its own lc\"el in the matl,:ct 

foreign dlrrcl lm-.,~tmo.·nt ( !"DI), in\"C!ltmmt undcnal<cn by 

cqu l-nL:1.rgln:d 1,rln clpk tlul I consunler doo be:51 in ulibry Klttign companies 

terms bycon,un1ing at !he poim whtte 1hc n tio olmargin.tl foreign exchange rescrvoo:Aocb olfottign curn,ng· and 

u1olitits from ! WO 8')0d1 l1 eq,u l lo 1he ncio of 1hc: ir pricn gold owned by !he ccntnJ banlt o f• ooumry to cru,l,r ii 10 

c,xccg bun.Je n of" a.aJ,..,. tu 1he dead""'iglu ~ to !Klcict)· mec1 any mi>ma1ch bcl"'«n the denu.nd and supply of1hc 

follow1"6t hein,positionof•s;alcs 1u coun1ry'.scuncncy 

exch" " I:" con u u b : a policy undc:t "'hich the auihotirits fre-c. rldcr proble on:whcn an individtiiol C:IRIIOII be excluded from 

n,gub1e the amourv. of fottign currency ....allable jy do-ic con,uming a good,and thus has no incentive ro M" for ib 

n,sidcn.t,toimportgoods.JCT'l-iccsora54cis fromabroad pro,,ision 

Exc h a n t,"' R"te ~k..:h<1nlsm (ERM):a J}'Ste m "'hich -= up frct,- m arket econ omy:onc in which n,SOtl'Ce a llocation is 

by.a group of Europc211com1tic1 in 1979 with the ot,;ccti,..., ol guided by market fon;:e without intervention by the s t.&e 

kttpingmcn1ber countrics·currcncic1 telali•·el)·S1:lblcagainst fn.-.,trndearea:agroupofcoun1rie lh1tagrcctoremo,·et:U"ifh, 

cxch a n i:e r.i te : thepriccofonecum:ncyintcmisofanolher 

expenditure d unpeolng:a reduction in domotic demand fur 

imports"" that the supply curve fort hedomcsticeconomyshift s 

expendlmrc swh chlni;: a situation in w h ich t he de mand 

furexponsofacountryincn:asobec1usesomefun,ign 

consumcr1swltchtobu)'ingfromthatcoumry,thu1sbilling 

thedemandfurthedomesticcurretlC)' 

ex p,oct-kd grow1h. a.; 111;111lonln..,t,iche<:'Ollon1icgrowthis 

1chi.,.....,dth roughthcaploit~tlonofeconomieof""1Jc, 

nude po,e,,blc- by focusilll!I on exports. and"" ttadtlng I wider 
marl:r1 than would be an•ibbk wi1 hin 1h e dorucsiic economy 

export prom ot io n . potic)· cnuilill{C cncounging domnuc fimu 

to expon mone goods in onlertoeun beign exchange 

quotas and othe r restrictions on tndc bct .. ·«n the member 

countrits, but hl\·e no a,;rccmmt on a common barTier ag;,inst 

frlc tlona.lun.,n,ploym1'ril, ut1e n1plormenta51<X:ia ttdwilhjob 

full-c mpJ.oy m e nL income the l<-vel of mcome ac hlc,...,d w hen all 

flctor:sof product ionarcfldtyent plo)'ed 

g.,nw th eory: a mrthod ol m odeD,ug th c strJtegic intcnchon 

bctweenftrm1inanoligopoly 

C. D P d c fl ~tor : an implicit pnce index llhowmg the n,J:mooshl p 

lx-twtt-n tta.l and nomhuJ measure ofGOP.prm·idmg an 
alurn:HIW'm""luA!'ofthe,cncraJlc\"dofpr,cc1,n an 
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Glossary of key terms 
Gener.al Agr<--en1ent o n 1':arJff,. a n d Tr.idc {G,,:rn :1hc lndln.-ct lax: a tu lnied on apcndilurc on goods or Stt>icn 

pttcur,or oflhcWfO,whichOfWlniscd1!1ttic,iof·rounds ' of (e.g.VAl) 

Glnl lndc,x, a meuur,rof thcdq;rccof inft!ualily m a sociNy 

globalls:a tlo n: " process by which the world "• «ooomics .m-

'GoltknKulc' o f f,,;c.,Jpo ll(1' tulc !!h ling1hat. ovtt1hc, 

n:onomk c,·dc. nCI g,:r,'ffllment bonuwiflll wilL Ix lbr 

tn,·c,nment o nly.and no( fOl" cum:nt ~"8 

g<Wrnun.,nt hudi,:ct. thcbiw.ncebd.,.,:engo>·=1en1 

govo,n,me nt fall ur.: :a mi:sd ocation o( teMll.llr.,. arising from 
govttnrnc,ntlrucrvnuion 

g r o,i,; d o nu:,; tlc product (G DP) : a measure of the c,conornic 

activitynrricdoutin:i.ncconomyilutingagiventirnc 

J><rioo 

g..,_ mlllo n:il h ><:0 111c(( ;N I} G DP plus net incon,c from abroad 

ll arrod-l)omar ,undct I nlOdcl of econo mic growth that 

ctn phas1<eJt hc importanceof,,.ving:sanilin,·estment 

h orbon tal m cr~r I m~cr bciwc:cn t wo firms at the oame 
.iag,eofprodu<:1;onlnthcn.mcindustr,· 

h ot m ruu-y: !llod<s offundsthataremovedaroundtheglobefrom 

coumry lo country in search ofthr bdt mum 

Imm an c:o pll.:ll 1hr Mod< of 1110115 and erpenise and oo:her 

dian.ctrriAia th11 contribU1ctoaworker'sproducri,ity; i1can 

bt 111Cn,,na! thro"'8h ed11a 11ion andtrnming.and im~ 

llum.,n D•-~~lopmc nt Index (111)1): • compoM~ indk:uorof 

1hr 1,,,d o(a cou,.ry·, devdopmrm . VV)·mg bct~ O and I 

llypcrlnfla llo n :occurs when inlbtion is very high ,--.eiimrs 

ddinrdasbringabo\·c 5°" pcrmomh 

11.0 m>ern1>ffiYmc n 1 rot.:cmcui.1n,, of t he ptta,hl"f!Coflhr 
workfon;,cwhoarewitho utjobs. bl.nan:a,.ulablc,forwork, 

lrupon .. ub .. 1hutlon po licr enco uragi•lll domcMic production 

ofgoo<b;PfC"iou,ly unponedinol'Ucrtol'Nucct hcnttdfor 

!ofriwtt3'Changc 

ln cklcnceof:o rnx :1hewJrinwhichthebu1Umofp:1ring•so.le1 

tuisdividrdbctwcc-nbu)"CUandsellct5 

Incom e effrct o f a price c h ::m11,c tcllec1s the war that a change 

inthrpric., of•sood affcct~ purcha.51r)8powrr 

In com e elastk h y of dcm :o ntl ( Yl:'n): • mea,mn,, oft he sensitivity 

ofquantitydemandcdtoachangcincon•umrtincom..,, 

Index n umbc.T: • dC\icc fot'comparing the , .. Jue of• , .. riablein 

onrpcriod<lf'Jocatlonwilhabase observ:.tion(c.g.themail 

pri"" indrJ< mea,urcs the 1, ·cnge Je\ld ofpricr• relatfre to a 

ba.seperiod) 

bltllffcrenc,r,cun-n shows 1he o :imbmlllion• of two goo:b thx 

g;,-.,-,quaiuhlily1o a con11umer 
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lndUSU'}· long-nmM> pplyct11'n::underpt'fftaoxnpci:ilion.a-

1hai1 tlhorironal•1htprioe"lldl i:1 1henunmurnpoimof~ 

long-n.-.:n..,...CO!(cunoeb dwf)·picalfirm inllwindu.n,· 

i.nfcrlo r good: onewhen, Uwquantily dem.mded ~in 

tt-!lpon.., 10 an mc .. a.., in OJll§Ulner incomes 

l.nfla tlo n: 1herateo(changco(chc a ,,erag,epricelC\·c1: for 

CDllllplr, thep,,..,rrog,caunualrateof ch~oftheCPI 

Inflationary ,:ap a oiluation thlll arba when the cquilibrmm 

lt-vd o( Income is higher tha111hc fu ll-en1plo)'mcm ICYC l.and 

lnj~-ctlon.an addit ion to the circular flow. com p ri,ur'8 Ul'""'"1~nt . 

go•·ern~nt""penditurcandapor1s. 1hcseitcmsarer,eg;uded 

asaut onomow,, th:.ttls. utttcLlledtothelc.-el ofincomc 

ln s kle,--0ULs !tler 11hc no mcnon:whcre aisting workers c:u, 

protect t heirpoo;ltlon:,gainstncwcomcrsbecausethcyha,·c 

inside infortnationaboutltowt hcfirmopcr-..tes 

!nLernalls!u g an ,·xtc,nalltranau cmpt to deal wi th :tll 

enerna htybrbrmi;ingan a tc rnal co!llotbcncl'it lntothc 
pricroysten, 

im-cstmc n t:ap,,nditureundertakcnbyfinns toaddtothe 

o,pitalsiod<; anincrr-.ucinthc capit::llstodc 

lm·1~1blch:ultltern,~byAtbm Smi1htodclcnbc1hr"-ayin 

whidirrsourcnan,,oJJocatedin1mart:cteconomy 

ln vlslb le 1ra,Jc:1ndeinservic..,, 

1Jn·olunta ry m Kn, p loym r-rot. s i1ua1ionariJillflWhcnan 

mdl\-.dtulwhowonklbkctoacccptalob•tthc:go,"8•"8" 
rateis u nablcrofindempk>)lTIClll 

Ke)"l>esla.n sch ool:a group of econo mists ""ho bclic,·rd thllt the 

macrocconom,· could SCIUe !nan -,quilibrium that w:u below 

1hefullrmplo)mentlt:\"CI 

labourproJuc1h-hy,mt:1i:1Ute,ofot•pt1tpcr•"Ort:rr.oroutpu1 

pn-hour "'Ol"krd 

law of com p:u-.ltlvr OOV".Ult'"l,,'1::: a cheory Slating that the"" may 

brgainsfrotntradearisingwhcncountrie!(orindividuab) 

speciali..,intheproductlonofgoods or sc rviccsinwhichrhey 
havracon,piu-ativeadvantagc 

law of d c m antl :a l:iw that s tates ttu.t Chere is an invet1'e 

""lnionshipbrtwttnqu,,n titydcm~ndcdandthepricc ofa 

goodorservicr .ceterisparibw, 

1:, ... o f dlmlnl~hlng m ,11utnal 11tlltl)' state,i that the mot\" 

unitsofagoodthat..-.,consumed. thc lower thc mi lnyftom 

consumingth.-addttionaJuruts 

Ja .. · o f tllmlnhhln1,1 rerun "' l:lw 111:.t illjj that if~ firm inCtt:lse:'I 

ilJ inpur,ofon rf..:torolprodUClion"'hil c holdmginputsof 

oth ..,bctonrfixrd, eventuall)thefim 1wdlgctd1minishing 

llqultllty1he~tc111 1owhkh:an:1116dc:anbccon,·ttted10cuh 

wi1hou1 thehoklerlncurringaco,11 



liquldltyprtfttco tt•throry1hat~s1hatprof>lewill 

dc..retohoklmonc)·u•n-

long nm.: 1htc pttiod O\ler whkh the firm i5 able, IO ,-.i,· 1htc inpui. 

ofalliuf:1e1orsofproduction 

lo ng-run "l:ltnlt'llc.-, r p ly c u .-.·,: : a cun-c 1h:11 sh.-s 1he 

amounc ofreal 0t11pu1 1hal "111 bt'supplinl in 1hcnconoln)· in 

1hrlongnm, ,11anyg,,-enovallllpri~b·d 

luxury good:onc for w h ich !hie inromc ri."51ici1yofdcmand 

;.po,i1ivr.andgre,.1cr 1hanonc.such1ha1 as incomr risrs, 

roruumeu ~nd proporcio n:dtr more on 1he good 

m acroeco n o m k~; !he st ud)' of !he intctttlatiom,hip,, betwrrn 

n,ottomic n.ri.>.blcsat an ~e(ttonomr·widr) lcvr l 

n >:111:•i:'--.J flomlng e x change rn lc ~)"lltc m :a sy,H rm under 

whichthe<:1<changcratcispcrmittcd to fmdi1sownle>,elin 

thrnurkct , butwithinUmits. withthego.-.,rnmemin tervening 

m arglua l co,.1: thc coSI ofproducingan~dd~ional unit of outp ut 

m arginal coe,I o f labou r(M£.i) the add itioh:ll co5t loa firm of 

an addi11on:iJ unit oflabour in pl~ 

m arw,i:tl 1.t1ys ln tl prodt>c:1 n( l;,hour ( .UPP,) thtc add,tioruJ 

qll3rlti1rof0t>1putptoducedbyanaddi1iom.J uni1oflabourinpu1 

n ,:1rglnal principle the idea that fi rms (and other 1<eonomic 

o.geni,) m:rr ukr deci91ons br oomidrri11111hrrifrn ol 1m all 

chllllW'I from an <:1<i~hng "'''"''°" 
,ru,rgln a l produc tl ~ity th'--OI")· anappro.,,chbolxdonthtc 

Hsump1ioll tha1 1hc dcm;lnd kir labour dcpn,ds upon the 

m:ug,nal1,eYCnutprodtlClofbbour 

,ruuglna l p ropcn ~lt) t<> con liumc I hie proportion of addllional 

,ncomed~ed toconst1nptioll 

1n'1t'l,llnalrrop,cn s ltytowhhdm w 1hc•umoflhr margibal 

propr-ticslo-"1vr, 1axand imporc; il i111hie p roportion of 

add,uona.lln~ U\.Ollillwithdrawnfi"omthecircular Oow 

margina l n.,·enue: the addition;i.l rc>'Cl1 ue rea: i,,ed ht· t hr firm if 

11scllsanadd.itiot12olunilo/001put 

margl.n:ol n..,..._., .. ,... pnl(h >el of ~,bo o r (.lfNI',) the addJtional 

..,..,nucrca,,,.,.J by a firm as~ incrcascsOl•p ut byusirJs an 

addltionaluniloftabour mput.l.ethemargin.:,J p hr.,:iJprodUCl 

of labourmult ,p~edbythrnu.rginal n:venlK'rccffl,edbrthc finn 

m :orglnal "°"ial bcncfi l: thcadditio na l bcnefit t hot societygains 

fromconsun,ing anatraunitof a good 

m :orglnal tax r:11c: taxonadditiorolincome.defined...,the 

chall!!l'intaxpa1mcnts dnc dhtidedbr the changeintaxable 

m :~lnalutlll l) thclldd,1iom.Ju1ilnyg:,inedfromcoruunlingan 

<:1<1raun11of111()1,XlorKT'\iae 

m arkc..,: a!Oelof,.,.,.~nycrnenUlhu:iJJowstr:msacrionstotakcplace 

m :vkc1cconomy; m:iD'.C1forcesarea llowcd toguide1he 

alloc:a1ionofresourceswi1hinaJOciCI)" 

Glossary of key terms 
m.,rket equ illbrlum: a situation that occurs in a marl<ct when the 

price is ouch 1h111htc quantitr that consumen wW, to bur is 

<:Uetlrbatancedbythequm1ilrthatfirmswish1ompply 

m nrk ec fal.luc..-, 1 lilwilion in whichthc~nwtct mccharutm 

doc!lnotlc,-ad1oanop(mll l 1Uoca1ionofrc,,:,,.1n,es . 1or 

e<:am ple , whcrrc there is a d1VC:fFOCe ~ ·ccn marg,nal i,oco:,J 

bcncfi1and margin:il.JOd:>l co,t 

m:vk ec, frie ndlt· gnm th n,onomic 1!'°"'1h in which 

gm...-.nrnr nt,llllcrTcnelnll.,..heremmeuanopcr:uc 

rffN."ti,-cly, but morrcMror'81)'wherenurl<ctsarc.leenrofad 

mw-kc, forlounahlcfuotb thenotion t hathooscholds•"lllbc 

lllllucncedbyther,aeofhUere!'linmalm111&avift8dttisions, 

1h:!.twillt he11dctenn,nc 1hiequant,ryoflo,uublcfunds 

marke t ~tn>e111rc, d,emarke(cnnronmcminwhichatirmoprr:u"" 

mean.~. testedl>cn c fn : abenefn(ln cash or inkind) paidro 

people or hou,icholds wt,,._ income falls below a c t.'l"lain le,·el 

merit good:agoodthatbrlngsunantici p,:,tcd bencfitsto 

consumers,suchthat soclctybcJicvcs th~titwillbeunder. 

m k r occon o m kN:the stud)' of rconomk decil!ions taken br 

individualeconomlc:,gents. includinghouseholdsand firms 

Mllknnhun Dcvc lo pm,·nL Goa l~ {MnG,). targets .lei forrach 

lc1sdn"C:lope<lc0tmtr,o. rcftccting•nngeofdr>·clopmm1 

objf"<:ti,-cJ11obe monitoredcach)"elttOe>"aluateprogttS5 

minimum " .tgc: lcgi,l:11io n under which finns are noi: :iJlo"~ 

to par a wag., below some threshold 1c>·e 1 SCI b)" the 

m b,ed cconomy:~cs arc alloait<ed f"l'tl)"through price 

s igrwsandpanlyon1hcb.asisofdircctionb)"g<»"mmct11 

modcl: a .si111plilicdrcprr,scnt:1tio n ofrcalityused 1o pro>·ide 

insigh1in1on,onomicdccisionsandevc:111s 

Mon e tarls t ,oc hool:1 group of economists who bclie>"d 1ha1 the 

rnacrocconomy al~-s adiuscs rapidly to the fi.JLl-cmployme m 

b·dofOtJ1pu1; 1hcyatsoarguc4th.1tmonetarypolicyshouLd 

be 1htc prirnc inslrumcnt lio r stab ilisi"G the economr 

mo n c taryba..c, notesantlcoins innrcula1ion 

mo n e rnry potlcy:dn,i$ions nl.J.<J e by th e government regarding 

monetaryv:i.riablcs such as moncysupply:tnd interc11 rnt cs 

mo n c rnry lr:on ~m ls~lo n mcchan l!i m the channel br w hich 

monetary policy afkct~ asi:rqµrr demand 

m o ney stoek:the quantit y o f money in th e economy 

money ~uppl)cthe q u:mt ,ry of money in c ircu lation Ill the 1<eononir 

mo nopolt"k compc1hlo n a market tha t shares som r 

ch:11:lctrriotiC!loflnOllopoly~nd!IOll,eofpctfectcompctition 

m o n o poly,a lbnn of nwk<:1 otructurc in which thiei..- i• only one 
.!ellctofagood 

monop,,on ic • nwi:ei In whkhthiere Is asmglc buyttola good. 

""1"Viceorbctor ofproduction 
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Glossary of key terms 
multinational corporation (MNC): a company whose production norni:d profil th e nu e oftetum that a firm needs in o N er IO 

activities are carried out in more than one country remain in business - it is t he opporturuty cost of bring in a 

1uultlpllcr thenttioofachange in e g ui 6briun1 ttalin come tothe 

autonomouschange thatbrough tit,bout: it is definedu 

l dividedbythemarginalproperuiitytowithdraw 

largestnfirms in anindunry 

n arrow m o ney ( M O} notc,s and coins in circulation and u 

conuuercial bank,! d~its at th.-Ban.koff.ngland 

N,..,,h niullibrium:a situ:nion occuning wit lun a game w hen ead! 
p~·er'scho,,enm:lloes,' m:u:imisesp,yolli!gi,'ett theahoer 

player's ch oicc .~noplarer hasanincem in,10al1erbeh>.,iour 

Natiom,I Debt · th e .iccurnula ted Mock of past p ublic debt 

natlonallsatlon:a proces.s wherebr an enterprise is taken into 

Slate owner.ship . 

naLural m o nopoly: ~s in a n ind ustry w h.ere th. ere are such. 

su bstantial rcono1uicsotscale th at onlrone firm is viable 

n:uurn.l rnlc o f unnnploymenL equilibrium fi.dl--employm em 

l,·..-el of unemplormem 

n cgath·c Incom e tax · a S)-"Sl .. n1 wh.tt.-by support for peopl.- on 

low iocomesispro>idcd1h rough th.-taxsy,n .. mn.1 h .. rthanby 

th .. dittct p :tym .. m o f b.-ndits 

net d o m estic p rod uct ( NDP): GDP minus d .. pttciai ion 

nct!nve.lment gross in..-estn, .. mminus d epreciation 

n e t n ational lncom<' (NNO: GNI minus d.-pnri:ttion 

n e t prc,;em , -alue :1h .... siimated value in th e current time period 

of thedilicoumed fmuttnetbenefit ofaproject 

n ,,..·ly Industrialised econo mles:rconomies that haw eq>erimced 

tapidecononlicgrowlh from thel960,stothepre,em 

NIMBY (not In m y b:,c k yar d ) a "!1ldronx- umkr w h. k h peopl.­
:ttt hap py 10 suppon 1he construe1ion ofan uru,igh tly or 

unsocialfacility."'1 lo ngasi1is no1in theirneighbourhood 

(backyard) 

non1h1al exchange rnte :the price of one currency in terms of 

another.withnoaccountbeingtakenofchangesinttlatfre 

pric.-sinthetwocountries 

n omh1al GllP:GDP me.m1ttd at curttm price, 

nominal r.o.luc: value of an rconomk variable based on current 

prices.takingnoaccoumofchangingpricesthroughtime 

non·<>ecckrnting· lnfl:,t lon rate o f ,mcinplo)ntcnl ( NAIRU) 

th.- rate of unemplo,-·mem in a n rconom y at whi ch inll.ation 

non.tariff barrier: an obstacle to tr..e trade other than a 

tariff(forexo.mple.qU.11itystandardsimposedonimported 
products) 

normal good: one where the quantity demanded increases in 

ttsponsetoanincttaseinconsumerincomes 
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normatl\'c srntcmcnt:a statement about wh.u o"gbt to Ix, 

nu,!g,, theory a not ion based on behavioural ecooom ics 

suggesting tlta1peop lecan 1Knudgedioward•behaviourthat 

isb.-neficialfor Jodety 

o llgopoly: a mar1< .. t with a kw sellet!!. In which each firm must 

tal<e:occountoft h. e be haviourand liklyb.-h.aviourof ri..-al 

firm s in the ind ustry 

opportwrlly cost :in decision.making. the value oft he next.best 

alternatiwforgone 

paradoxuf thrlfl :aresuhfrom 1he lncon1e- expendituremodel 
bywh.ichaninctt11seinsavingresuhs in af:i.Jlinin,·eS1ment 

and aggtt,ga te lncome 

Pare10 optimum: an allocation ofresourcrs is said to bt- a Pareto 

optim uru ifnott:dlocation oftt""urct•canmakeanindividual 

betieroffwit hout nu kingoomeoth.-r individual won.- off 

par tldpatlon r-.ot c : the percentase of people of working age w ho 

choose tojoin thelabour forc.-

pc,rfccl com pctltiun, a form of mm .. , structure that produc.-1 

allocat iveand p roductive efficiency in long-run equiHbrium 

Pe rfr"'Cl / fi r,,1 .Jqµ-ee price d l!icrhnln:ulo n : a situation arising 

ina nu. rketwh.ettbyaruonopoly finn isableto charge each 

consumeradifferempric.-

Phlllip,s cun-c a 11':lde--offrclationshipbe1ween un e mployn1ent 

policy trade.off: the siruation o.ri5es wh.en a policy th.at improves 

performanc.- in ttlation to one policr target damages 

petformanc.- inttlationtoanother 

posltl\-c sta tcment :a statement about what is.Le.about/=~ 

po..-erty tr.op :a situation in which an indh-·idual has no inc.-mive 

totakeajob.brcauseanyadditionalincomewillb.-takenaw.,r 

intaxesandlo:stb.-nefits.thusleavingthemworseoff 

p r edalc,ry pricing · an anti-competitin, stnregy in wh k h a firm 

setspricebelowaverage,-ariablec06l in ana.11e mpttoforc.- a 

rfralorriv:tlsmnofth.-nian.<""1and:tch iewrnarketdotniruu1c .­

price cbstkity of demand (PED): a measure of the sensitivity 

ofquantitydetnandedtoachangeinthepriceofagoodor 
servic.- . Itisn,easuredas:% challj!elnqumlllrdemanded 

%change In price 

price cbstkity of supplr ( PES): a measure oft he sensitivity of 

quantitysuppliedofagoodorservic.-toachangeinthepric.-

ofthatgoodorservic.-

prk ctak,·r:a firn,tha1m uS1acc.-p1whatev,:rpric.-L'l•etinth" 

prlnkipal - agcntproblcm.:aoinw:ioninwhichp:ople(princip:,h) 
cant101hesurerhatthosewhoocton theirhehalf (agenu)will 

act in their bnt imet.-Sls. as a result of :1.srmmetric information 

prlson e n "JUcnuna. an e,umpleof gan, .. 1heorywl tharan9"of 

applications in o ligopoly theory 



Glossary of key terms 
prh~>lc bcnd 'u a benefit incurred by an individual (firm or real valuc:value of an economic ,..riable taking accoum of 

coruiumer)aspartofiuproduction or<>1hereconomicacth-ities changing prices through time 

p rh,1 Lc cost. a cost Incurred by an indh-·idual (firm or consumer) rc=~slo n a sit u:,tion in w hich grow1h is negative for 1wo or more 

a,pm of itsprodu crion or<>1hercconomicacrivi11e• consecutJ,.., quaner. 

prh"ate good: a good thal, once consumed by one person, canllOl n,gn,ssh-., truo: : a lax bearing mor., heavilr on the r.,latively 

be consumed br somebodr else;such a good has e:i:cludability poorer members of societr 

n -gub to ry rn p lurc : 1s,n,a1 ion inwhich1heregul a1or<Xan 

prh".itlsaHon, a process wherebr an emerprise is transferred indUSII'}" come• to ttpre,em its irm .•ttsts r:u her than regula1ing it 

from public imo private ownership rclatfrc po,-.,rty, the , Imation in whicb hO\l'iehold income blls 

producer surplus : the differencc between 1be price received by below SOS of median adju,ited househ old income 

firm sforagoodor servicc andthepriceatwhkh1beywould rcsen·ea..,;e;.c1s: stoc.kerofforeigno.ssets(e .g . foreigncurrencyor 

havebeenpreparedtosupplrth:ugoodorservice gold)ownedbrtbecentralban.kofacoumi,-·toenableitto 

produc t d iffcrentl:otlon; a stllllegr adopted by firms th at marb meet any mism:uch between the demand and supplr of the 

rheirprod uctasbeing difljerent fromthe ircompetiior:," coumry"scurrency 

produc tion cxtenulil y :an a ter na 6ry that Imp acts o n t hc rcL.JI prl= index (RPI): a measur., of the :n-·e!':19' level of prices 

producriooside o fa marl<et. w hi ch marb<-eitherposiri>"eor 

produc tion fm1c tlon reb tioruihip lh:u embodics information 

abmn 1echnica.llycffic i<-nt wa}"llofcornbiningla bourand <>1h er 

flct orsof p roductiontoproduccom p m 

production 1,o,;,;lbillty cur..-e :a curve showing !he maximum 

combinatioruiof!J)odsorservicesthatcanbeproducedina 

setperiodoftimcgivenavailableresources 

producti,·c c fftc lcncy· :uuined when a fi rm oper~ies al minimum 

a,·et"a9"' t01al COll! . choosing an appropri:uccombinatfonof 

inputs(COM efficien cy)andproduciD1, lhernaximumoutpu1 

J>O••iblefrom 1h osc inputs (technicalefficiency) 

proda:th"lty-rn easu rcoflhcefficiency<Xobcrorofproduct io n 

progres,;h-., tax: a tax in which th c nu.Jginal rate rises with 

pro h lb lllo n : an anem p1 to prevem the consump1io n of a demerit 

goodby d eclaring it illegal 

public good:a good !hat is non-exclusive and non-rivalrous -

consumers cann<>1 b<- e:xcluded from consuming rhe good,and 

coruiumptlonbyonepersondoes no1affecrtheamountofthe 

goodav:i.ilableforotherstoconsume 

public !,CCIOr net cash rcqulremcm (PSNCR} t he governn,e m 

b11 dge1defid1 - th cam.oum1hat needs1obecovercdby 

borrow ing 

purchasing power parlir th<.-ory: • theoi,-· stating thal, in 

1helongrun,e:xchangera1es(oraflomingratesrstem)are 

determinedbyr.,brh-einflationllltesindifferent coumries. It 

argucs1hatthee:xchangeratewilladju,1tomaimainthereal 

comperitlvenessofdon,esticgoodsandservices 

<1uamha1l\-ecash igaproccss bywh ichliquidityin 1heeco11.omr 

isincreasedwhen the c en1ralban.kpurchasesassetsfrom banl.Ji 

realcxchangcrnte: thenomina.Je:xch:i.nger:iteadjustedfor 
differ.,ncesinrelmh-·einflationra1esbetweencountries 

r eal G DP GDP n1ea,iured al constant p riccs (t hc priers prcvailing 

in aba•e }'ear) mch th a1 inllation h asbeen 1akenin1oaccount 

n>valu:ulon: a process wher.,by a coumry in a fixed e:xchall8" 

ratesrstemraises1hepriceof1hedomesticcurrencyin1erms 

ofaforeigncurrency 

sa lb fi.clng. beh:1'iout u nder wh ich th e nu.nagen o f firms :lim to 

produccsitisfacrorrrcmllsfor th c finn - lbrexan, ple. intem l'!I 

olprofus - ratherthan tryingto maximiselhem 

scarclty:asituationthatarises b<-a111sepeoplehaveunlimited 

s h a dow p r k cc an estimale o f th e mo netary v:i lue of an item th al 

doesnotc:ut-ya mar.ket p ricc 

shon run:theperiod over which a firm is free to v.iryiu inpm of 

onebctorofproduction(labour)butfacesfixedinputsofthe 

short-nm aggrcgaic supply cun-., :a curve showing how much 

ourpm firms are prepared to ,up ply in the shon run :u anr 

s hor1 -nm supply curvc· fora firm o per:i1ing unda-perrect 

competit ion . thecun-..,glvenbyiushon-t-unn1lllginal co•l 

nr,...,ab°'""' thepricea t whichS.lfC:.YVC;for lhe industi,-·. 

theshon -runsupplycur" eislhehorizontalsumof th esupplr 

Cllt\-'esofrhcindividual firm • in th e indu•1rr 

socla l bcnefn, rhesun1 of pri,':lleand enernal benefu s 

soc b l co,;.t· 1hesumofpri,':llean d ex1ernalcosn 

....,1:,J coe;l-b cndil a mt!ysbl:a proc..., of ....-~luating lh<" wonh of a 

p rojecrbycorupo,nngitsCOll!• :>.ndbendits,including bo(hdirect 

and socialcostsandbenefits - including extemallty effect• 

specific tax: a tax of a fixed amount imposed on purchases of a 

commodity 

s tagfl.tion; asltuarionin whichan econorn ysinU1haneously 

a pcriencesstagnatlo n(highnnem p lopnent) andh,ghinfl:uion 

s tructurn.l unc mplo}"lnc nt :u nemp lo)m e m arising bccausc of 

ch angr,sin the p an e m o f activil)'wi lhin anecono my 

s uh!.Jdy:agrantgivenbrthegovemmem1oproducers10 

encourageproductionofagoodorservice 
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Glossary of key terms 
sube<1itutcs: twogood•aresaid1obesubstitutesifconsumel'!l 

regardthemasalternatives,sotha11hedemandfbronegoodi!i 

likelytoriseif1hepriceof1heothergoodrises 

subs1inillon cff<-'CI of a prke change : refl ects !he w:iy !hat a 

chanlJ" intheptkeof ag<X>daffects rel:ttin,pticei 

sunk coo;L.;. :costsincurtedbyafirrnrh.at cann ot br recon:redff 

the firmceaoo tr:iding 

supplycurve:agr:,phshowingthequantitysuppliedatanygin,n 

price 

supply-side polklcs: a ro.nge of measures intended to han, a 

dir=trlfectonaggr-,g:uesupply-andspecificallyonthe 

potemi>.lcapadtyoftheeconomy 

s u s laln:abk d e ,·dopme nl "devdopmem 1ha1 mttu t he need• 

of the p resentwit h.outcon,prom"ing theab ilityoffuture 

gene rmio ns lO meet their o wn need'l' (Brundtb nd ComtniMio n , 

""' m el t collus ion: • sit uatio n occurring when finru; refrain from 
compet ing on price, but wit h.out conun unkat ion o r formal 

a~mem between them 

larlff:ataximposedonimponedgoods 

Ledm lcal dfickney:a11ainini, the ruaxim wn f>O••ib le outp ut 
from ag,n•n Sfiofinp uts 

Leehno logkal u n c mploy m c n1: a type of struemr:i.l 

un emplorn1cntt haiarisesfromtheintrodue1ionof 

technology 

lenns of tr:ide : the r:i.tio of expon priee:s to impon prices 

tige r n,on o m ks: a group o f n= lr indUSlriali'ied economie, in 

the East Asian region. including Hong Kong, Singapore.South 

to tal eOli t themmof allco,;ts that areincurn,din p rodudnga 

gin,nlcvelofoutp ut 

to rn.I fae1orprodue1 lvil y · t heovenge p rod uctiviryofa.Jlfact ors, 

niearuttdasthe to taloutp ut di,idedbrth e totalam ount of 

inputs used 

to tal p h )·~ka l product o f labou r ( TPP,) , in th e short run, the 

totalamountofoutp ut p roducedatdifferent leve b oflabour 

inputwith capitalheld fu:ed 

to caJ ....,..·enue th .. revenu .. receivedbyafirmfromlt•salesof a 

goodorservice: lt i, thequantitysold , m uh ipliedbrtheprice 

trade habnee:the balance between expenditure on expons and 

on impons 
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trade crc:otlon: the replacement of more expensi,·e domestic 

production or impons with cheaper output from a partner 

withinthetntdingbloc 

trade dl\"erslon:the replacenient of cheaper in,poned good• br 

goodsfromales.sefficienttradingpannerwithinabloc 

Lradcunlo n , anorganlsationofworl:ersthat negotia te,with 

emplorenonbeha.Jfof it s niembe rs 

trading posslhilUks cun·e: shows the con,umption pos.s:ibilitie:s 

tr:m s fe r ear nings · the minimum l" 'l'""'"' te<quil'\"d ro keep a 
f:i.ctorofprodue1ion initspresemuse 

trnnsfcrpayn1ent,occurswherethego,·ernmcntprovide• 

benefits(incashorinkind)topoorhouseholds:hencetheteis 

atransferfromtaxp<1yerstotheredpientsofthebenefits 

m1cmploymenl: resuhs when people seeking work at the going 

wagecannotfindajob 

1mlnrsalbendi1: abenefit(lncashorinkind)paidwithout 

referencetotheincomeofthereceivingper,onorhousehold 

urban.ls :ollon, proc,.,.., whereby an in cr..asing p ropon ion of th e 

pop ul:itioncomcstolive in d 11e, 

millty, rhe sariofactionreceivedfromeonsurrungagoodor•ervke 

v11dable cosl~:costs th at ,-aryv.i1h 1h e level ofoutp ut 

n,loclty of clrculatlon:the rate at which moner changes hands: 
thevolumeoftransactionsdividedbythemoneystocl,: 

, ·e rtk a l m e rger: a merg« between two firm s in the sa m e 

ind ustry. but rudillerent sta11esof t heprod uction p roces.s 

,·lslblctrade:tr:i.deingoods 

vohmrnry export rcstr<1int: an agreement bra country to limit 

itsexponstoanothercoumrrtoagivenquantity(quota) 

, ·o lunt a ry une mploym e nt: sit uatio n arising w hen an individual 

ch oosoesnot toaccep,:a job u1hegoingW3f!l" tate 

w ilhdr.tw<1L a Jeab.ge from. the circular tlowofincom e ,apen ditute 
andoLI"put:com prisingsaving.d,recrraxe,, and imports 

working popul:nlon t hat pan of th e popul>.1ion made up o f 

peopleof working:,ge 

World Trade Org:mlzallon (WTO):a multilateral bodr 
tesponsibleforo,·erseeingtlleconducrofintern:uionaltntde 

x . Jnefftckn cy:occurs w h en a firm is n ot opentling at minimum 

cost . perhapsbecauseoforgani,ational sbd 
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