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Everyone has. to decide his or her own r-evision 
strategy, but it is essential to review your work, 
le.: rn it and ·t,est your understandi.n.g. T hese R evision. 
N otes will help you to do that in a planned way 
topic by topic. U se this book as the cornerstone of 
your revisio.n and do.n't hes.itate to v·i.rrite in it -
p,erso.nalis-- your notes and check your progress by 
ticking off each se·ction as you revise. 

Tick to track your progress 
Use the .revision planner on pages 4 and 5 to p lan 
your revision , topic by topic. T ick -each box when 
you havt!: 

• revis,ed a nd understood a topic 
• te-sted yourself 
• p ractised the ex.ann questions and gon e online 

to check your answers a.nd con1plete the 

quick quizzes 

You can also keep track of your revision by ticking 
off e-a-ch topic heading in the book. You 1na.y find it 
helpful to add your o,vn notes as you '\Vork through 
each topic. 

Examiners ' tips and summaries 
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Expert tips are given throughout tbe book to These activities will help you to understand ea-eh 
help you polish your exan1 technique in order to topic in an int-eractiv,e v..ray. 
n1axh:r1ise your chances in the exa:tn. The summaries 
provide a quick-check bullet Jist for each topic. 

Typical mistakes 

The authors identify the typical 1nistakes ,candid ates 
make .and explain how you ca.n avoid then1. 

These sho.rt, knov,..-rledge- based questions provide the 
first step in testing your learning. Ans.v..~ers ar,e at the 
back of the book. 

Definitions and key words 

Cl,t=ar, concis-e definitions of ~ssential key terms .art; 
provided where they first appear. 

Key ~vords fron1 the specification are h ighlighted in. 

bold throughout: the book. 

Debates 

,ebates are highlighted to help you assess arguments 
and use ,evidence appropriately. 

Exam practice· 

Practice exam questions a.re provided for each topic. 
u ·se then1 to consolidate your revision and practise 
yo ur exam skills. 

Go online to check your ai1s."\\-"'ers to the exam 
questions an.cl try out the extra quick quizzes at 
www.hodde r educ atio o.co,.uk/my.revisionnote-s 
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Paper1 The operation of markets and 
market failure 

1 Economic methodology ,and tha economic problem 
7 Economic methodology 
8 The nature and purpose of economic activity 

8 Economic resources 
9 Scarcity, choice and the allocation of resources 

2 Price determination in a competitive market 
14 The meaning of a competitive market 

14 The determinants of the demand for goods and services 
16 Price, income and cross elasticities of demand 

21 The determinants of the supply o·f goods and services 

23 Price elasticity of supply [PES) 

25 The determination of equilibrium market prices 
28 The interrelationship between markets 

3 Production, costs and revenue 
30 Production and productivity 

31 Specialisation. division of labour and exchange 
3.2 Costs of production 

34 Economies and diseconomies of scale 
36 Average revenue, total revenue and profit 

4 Competitive and concentrated markets 
38 Market structures 

38 The objectives off irms 

40 Competitive markets 

4.1 Monopoly and monopoly power 

45 The competitive market process 

5 The m,arket mechanism, market failure and government 
intervention in markets 
47 How markets and prices allocate resources 
47 The meaning of market failure 

48 Public goods, private goods and quasi-public goods 

51 Merit and demerit goods 

53 Market imperfections 
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Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



54 An inequitable distribution of income and wealth 
55 Government intervention in markets 
59 Government failure 

Paper 2 The national conomy in a global cont xt 

6 The measurement of macroeconomic performance 

62 The objectives of government economic policy 
64 Macroeconomic indicators 

7 How the macroeconomy works 
71 The circular flow of income 

75 Aggregate demand and aggregate supply 

82 Aggregate demand and aggregate supply analysis 

8 Economic performance 
85 Economic growth and the economic cycle 

91 Employment and unemployment 

93 In f Lat ion and def Lati on 

95 The balance of payments on current account 
98 Passi b Le co nf Licts between macroeconomic policy objectives 

9 Macroeconomic, policy 
102 Monetary policy 

105 Fiscal policy 
110 Supply- side policies 

117 Now test yourself answers 

Exam practice answer and quick quizzes at 
www .. hoddereducation.co uk/myrevisionno es 
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• Start by looking at the specification - make 
sure you know· exactly what material you need 
to revise and the style of the ,examination. 
Use the revision planner on pages 4 and 5 to 
familiarise you rseU with the topics. 

• Organise your notes, making sure you have 
covered everything on the specification. The 
revis,ion planner wi U help you to group your 
notes into, topics .. 

• Work out a realistic revision plan that will 
also allow yo,u time for relaxation. Set aside 
days and times for au the subjects you need to 
s.tudy. and stick to your timetable. 

• Set yourself sensible targets. Brieak your 
revis,ion down into focused sessions of ,around 
40 minutes., divided by breaks. These Revision 
Notes organise the basic facts intio short, 
memorable sections. to make revising easier. 

I 

REVISED I 
' 

Read through the relevant sections of this book 
a1nd refer to the exam tips,, summaries, typical 
mistakes and key terms. Tick off the topics as 
you feel confident about them. Highlight those 
you find difficult and look at them again in 
detail. 
Test your understanding of each topic by 
working through the-'Now, test yourself 
questions, in the book. Look up the ans.wers at 
the back o-f the book. 
Ma ke a note iof any problem areas as you revise, 
a1nd ask your teacher to go over these in class. 
Look at past papers. They a re one of the best 
ways to revise-and to practise your exam skills. 
Write or prepare planned answers to the 
'Exam practice· questions in this book.. Check 
your answers onli ne and try out the extra 
quick quizzes at www.hoddereduc:ation.co.uk/ 
myrevisio1n notes 

Use the revision aictivities to try out d ifferent 
revision methods,, For example, you can make 
notes using mind maps. spider diagrams or 
flash cards. 
Track your progress using the revision planner 
and give yourself a rew·ard when you have 
achieved your ta rgetl 

Try to fit in at least one more timed practice of 
an entire past paper and seek fe-edback fro,m 
your teacher, comparing your work closely with 
the mark scheme. 
Che-ck the revision planner to m,ake sure you 
haven't missed any topics. Brush up on any 
areas of difficulty by talking them over with a 
friend or getting help from your t,eacher. 
Attend any revision classes put on by your 
teacher. Remember, he or she is an expert at 
pre paring people for examinations. 

REVISED 

The day be,fore the examination 

• Flick through these Revision Notes for useful 
reminders - -for example I the exam t ips,, 
summaries, typical mistakes and key t 1erms. 

• Check the time and place of your examination. 
• Make sure you have everything y,ou need -

extra pens and pencilsi tissuesi a watch, 
bottled water, sweets. 

• Allow some time to relax .and have an early 
night to ensure you are fresh and alert fo r the 
ex,ami nations. 

REVISED I 

My exams 

AS Economics Paper 1 
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Time: ....................................................................... . 

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

AS Economics Paper 2 

Date: ..................... Ii ••• iii ••• Iii •••••••••• II Iii•! ••••• II •••••• II •• Iii .II ••• Iii ••••••• 

Ti me : ....................................................................... . 

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

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



1 Economic methodology and 
the economic problem 

Economic methodology 
Economics is the study of h.ow the world's scarce resources are allocated 
to con1peting uses to satisfy society's wants. 

As a social science·, Economics, attempts to adopt a scientific n1ethodology 
for obs.erving the behaviour of individuals, and groups and then n1akes 
predictions bas,ed upon these obs,ervations,. For exa1nple1 how n1any 1nore 
units of a product might an individual buy if the price of that product is 
reduoed by 25%? 

Positive economic statements 

Positive economic statements are objective s.tatenients d1at can be test,ed 
against facts to be declared either true or false. A positiv,e econo1nic 
statement does not nece ssa r j ly have to be tr u.e. 

Normativ nts 

Normative economic statements ar,e· subj,ective opinions or value 
judge1ne.nts that cannot be tested against facts. These often concern 
vie\'\-"'S about what individu,als, firms or govern1nents should do, based 
upon people's ethical, 1noral or political standpoint. S0n1e economists 
view such stat,ements as being the concern of the field of politics 
rather than econo.mlcs. Howev r, n:iuch of ,econon1ic policy rests 
on norn1ative j udgen1,enr:s about the 'right' levels of, for examplt:,1 

tax~s, n1inin1u111. wages or the a111.ount of govern1ne11t intervention 
in 111.Atkets. 

Which of the following would be classed as a normative economic 
statement? 

An increase in price usually leads to ,a fall in the quantity 
demanded of a good. 

B The government should spend more money on improving public 
transport. 

C A reduction in income tax will Lead to more people 1<:hoosi ng to 
work . 

D An increase in price usually leads to ,a r ise in the quantity 
supplied of a good. 

r n 11 

Positive statement: 
an 01bjective st atement that 
can be tested againsi the 
facts to be declared either 
true or f,alsie. 

Normative statement: 
a subjective opin ion, or value 
judgeme·nt , that cannot be 
declared either true or false. 

Typical mistake 

A positive statement ne1ed 
not necessarily be factually 
true. It simply needs to be 
capable of being tested to be 
declared true or false. 

AQA AS/A-Level Year 1 Econon1ics 



The nature and purpose of 
economic activity 
Needs, wants and economic welfare 
The! 1nain purpose of ,econon1ic activity is to satisfy society's needs 
and \l·ants. 

A need is so1net.hing that hLu1:1ans require to surviv,e, such as food, shelter 

and warn1th.. A want is son1ething not esSiential for survivat but '\vhich. 
p ,eople feel .iinproves their s.tandard of living or economic welfare , e.g. a 

new car. 

Econon1ic welfare refers to the s.tand.a.rd of living o:r general weUbeing, 
of individuals in society. Satisfying society,s needs and "\.Wnts in tern1s 
of n1at,erial and non-1naterial things leads1- in g·eneral, to increas,ed 
econo1nic welfare. I ncr,easing real gross, domestic p,rod uct (G · P) per 
capita is pursued in order fo·t av,erage living standards to increase., as this 
allows pe·ople to be able· to satisfy mor,e of their needs and wants. There is 
debate .. however about ,vhetber people feel genuinely happier simply by 
having n1ore of their wants satisfied. 

Economic resources 
A country's econotnic: resources are know11 as the fa et ors of production . 
Four are usually identified: 
• Capital: n1.an-1nade physical equipn1,ent used to n1.ake other goods and 

s,ervices. This includes nlachinery and computer equipn'Ient. 

• Enter·prise: entrepren·eurs are individuals who take a business r isk in 
con1bining the other three factors, of productiou in order to produce a 
good or service. 

• Land: all naturally occurring resources, such as n1inerals, the sea, 
fertile land and the enviroruuent. Thes,e can be fi.-1rther divided into 
reuewable and non- renewable resources. 

• Labour: people involved in production sometim,es referred to as 
h un1an capital. 

Which of the following would be classified as land by an economist? 
a sewing machine 

B a taxi driver 
C oil in the North Sea 
D a laptop computer 

n r 

Need : someth in19 which 
humans need to survive, e.g. 
food I shelter and warmth. 

Want: something which 
people feel improves the ir 
standard of living but is not 
required for survival. 

Economic welfare: t he 
standard of living or general 
weHbeing of people in society. 

Factors of production : 
a country's pr1oductive 
economic resources, divided 
into capital. enterprise, land 
and labour. 

Typical mistake 

Don't confuse the term 
·capital' for ·money· in 
economics. Money is 
classed as financ ial capita l. 

Exam tip 

The four factors of 
production can be 
m iemorised using the 
acronym CELL, standing 
for capital, enterprise, land 
and labour. 

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



Scarcity~ choice and the 
allocation of resources 
The basic economic problem 
The! basic economic problem is, that of sca.rcity, Le. that ,econo1nic 
res.ourccs. are lintlt,cd r lativ to soc1c;ty"s wants. This n1cans that choices 
ruust be 1nad ,vh~n d ciding how to allocate dtese resources. In so 
doing, the thr,ce funda111cntal econo111ic question.s must be consider~d: 
1 What to produce a11.d i.n what quantities? Goods are usually 

divided into consun1t!r goods and capital goods. Consun1et goods 
are those that give satisfaction to consutners such as pizza. or a fridge: 
fre ,ezer. Capital goods are thos,e used to produce othe.r goods, including 

n1.achinery and IT equip1nent. 
2 Ho·w sh ould goods a n d serv ices b e p roduced? The basic 

production decision is betw,een labour- intensiv·e 111.ethods (v.,,"here a high 
p,roportion of hun'lan capital is used co1npar,ed to capital) or capital­
int,ensive methods (the opposite). 

3 To whom should goods and services be al located? This choice 
affects the degre,es of equity and equality in society. Decisious about 
who in society gets what will be d ,etennined by the econon1ic syst,en1 
that prevails. T~vo extren'le forrn.s of econon1ic syste1n are: 
• The free market or capitalis t economyp . e,cisions are 

n1ade solely by the interactions of consun1ers and firms with no 
governn1ent intervention. 

• The co!lnmand or centrally planned economy. ec1s1011s ar,e 
1nade solely by the planning departn1ent of gov,ern.t11ents. 

Basic economic problem : . 
scarce economic resources 
compared w ith society's 
unlimited wants. 

Why do individuals, firms and governments have to make choices about what to produce? 
How might decisions about the three fundamental. economic questions differ between a free market 
economy and a centrally planned economy? 

r 7 

Opportunity co t 

In making any choice regarding ho,v to allocate scarce resources 
s.01nething n1ust be given up. This is the concept of opportunity cost 
i.,e. that scarce resources have competing uses. It 1neans that when 
son1eone choos,es one us,e, they 1nust tbrgo the next best alte.rnativ,e use. 

5 John bought a German saloon car for £10 OOO 2 years ago. A new car 
would cost £13 OOO. He could sell his German saloon car for £8000. 
What is the present opportunity cost of keeping his car? 

{10000 (3000 
£13 OOO D £8000 

r n • 7 

Opportunity cost : the cost of 
the next best alternative that 
y·ou give up when you have to 
make a choice . 

AQA AS/A- Level Year 1 Econon1ics ·9·, 
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Economic goods and free goods 
Economic goods ar,e those that use up scatc,e economic r,esources in their 
production. Thes,e includ,e n1ost consu111er goods .. 

Free goods ar,e unlimited in their supply and availability, such as sunlight 
or air, and thus the opportunity cost of consu1ning thern is zero. 

Economic good : a good that has an ,opportunity cost in consumption 
because it uses up scarce resources. 

Free g aod : a good that does not have an opportunity erost in 
consumption because-it does not use up scarce resources. 

Production possibility diagrams 
A production poss i bi Lity curve [ P PC] is, a diagran1 which depicts the 
n1aximum combinations of tv,. ... o goods that can be produc,ed by a.n 
econon1y, assutning all resources ar,e fully en1ploy,ed and used efficiently. 
Figure 1.1 sho,vs a PPC. 

0 Capital goods 

Figure 1~ 1 A producti on possibility curve (PPC) 

Any point on the production possibility curve., e.g. X, Y or Z, in1pli,es 
that all fa,ctors of production. at fully en1ployt:d. An eco11on1y operath1g 
at point V must therefore be operating inefficiently, wid1 unused 
resources. e.g. unemployed labour or idle n~achines. 

hifts of he PPC 
Factors leading to shifts of the PPC ., outwards or in,vards ar,e dr iv,e.n by 
changes in the quantity and efficiency (quality) of the factors of production. 

Factors causing an outward shift of the PPC 
• T echnological hnprove1nents that le-a.d to increased productivity of 

capita.I equipn1ent. 
• D iscovery of new resources., ,e.g. oil and gas. 
• Improve1nen.ts in education and training that lead to a 111.ore 

p:r-od u ctive ,vo.r kforc e. 
• Chang,e·s that lead to an increase in working population e.g. increases 

in. in]ln:tigr.atiou or a raised r ,etirement ag,e. 

Factors causing an inward shift of the PPC 
• Disasters such as c.:arthqu.akes or floods that devastate producti·v·e 

resources. 

.RE-VISEDI 

lilllH 
Production possibility 
curve (PPC) : a diagram 
whi,ch shows the 
maximum possible ou tput 
combinations, of two goods 
in an economy. assuming 
fu ll employment of 
efficient resources. 

Exam tip 

Production possibility 
diagrams may a lso be 
refer red to as product ion 
possibility frontiers I PPFsl 
and production possibility 
boundaries (PPBsl . 

Typical mistake 

Do not co1nfuse an increased 
utilisation of -factors of 
production with economic 
growth . An increased 
utilisation of factors of 
production moves the 
economy to a point closer to 
the· PPC. where,as economic 
growth leads to an outward 
shift of the PPC. 

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



• Wars. 
• Global warming/climate change, ,vhich may lead to loss of farn1land, 

.rising sea levels .and more e·xtreme weather. 
• A prolonged recession, which 1nay lead co pertnane:nt loss. of produc'tiv,e 

capacity ifbusin.esses close down and/or \Vorkers lose skills. 

Using a PPC diagr m to show opportunity co t 
The PPC in Figure 1.2 shows the lnaxinnun cotubinations of consumer 
goods and capital goods ·chat can be produced with a given s,et of factors 
of production. 

The diagran'l shows the concept of opportunity cost - as n1ore capital 
goods are produced, more consun1e:r goods n1ust be given up. An increase 
in the amount of capital goods fron1 OM to OS leads to a loss of output of 
consun1er goods fron1 OL to R. 

A subsequent increase in production of capital goods fro1n OS to OV l,eads ·to a 
proportionately larger fall in prod uc don of co.nsun1er goods froin OR to OT. 
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Figure 1.2 The production possibility curve and opportunity cost 

Using a PPC diagram to show economic growth 
Production possibility d iagranis can also be used to shovv e conomic growth. 

The PPC in Figure 1.3 again sho\vs the 111axin1u1n con1bin.atjons of 
consu1ner goods and capital goods that can be produced with a given s,et 
of factors of production. We will assume that the economy is producing 
at point A on the current PP . 

An ln1provement in ·r,echnology, or any of the factors char lead to a.11 

out,vard shift: of the PPC, n1@an that 1:h 0r@ has be,en an incr,ease in the 
productive capacity of the econoin.y. This will lead to the en tire PPC 
shifting outwards. Production at point Eis no,v possible, leading to 
increased potential output of both ,capital goods .and consumer goods. 

Capita I goods 

Figure 1 a3 The production possibility curve and economic growth 

Economic growth : an 
i ncre,ase in the productive 
capacity ofran economy 
over time. 

Typical mistake 

A movement from point X 
to point A is not eco nornic 
growth - it is simply an 
economy making ful ler use 
of its existing. previously 
unemployed. resources. 
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c nomic ff1ciency and production 
po sibility diagrams 
Th(! t,vo .main typ,es of econon1ic efficiency ar,e productive efficiency and 
allocative efficiency. Productive effici~11cy is concerned with how w,ell 
society us,es its scarc,e resources to maxiinise outputs of goods and services. 

At the level of a whole econou1.y, productive efficiency occurs v,.rhen 

1ua:x:in11un output is. produoed fro1n the available factors of production, 
·which i.vould be at any point on the PPC. By d .etmition then., any point 

that lies inside the PPC is productively inefficient . 

The concepts of productive ,efficiency and productive inefficiency are 
shown in the PP diagrain in Figure 1.4. 

AH: points o:n the PPF, 
induding A and 6, are 

/ producttveJy efficient ----- ----e] /· 
,z 

IK1 --------/--1--- --A I 
I L 
I I 

Alli Jpoints inside the : 

0 

frontier, incJudi·n.g Z,I 
are pro du ctiy~y ' 
i neff,ident l 

I 

The economy's 
production 
poss1biHty 
frojntier (~PF) 

Consumer goods 

Figure 1.4 Productive efficiency and ·the P PC 

Allocative efficiency ,exists when an ,econon1yjs factors of production ar,e 
used to produce the co111bi11ation of goods and services. d1at 1naxin1ises 
society;s w ,elfar,e. The PP shows all possible efficient con1bina.tions 
of goods and services that can be produced, but does not sp,ecify an 
allocatively efficient .Poiut. The aUocatjvely effic ient point on the PP 
is the one that best reflects s.ociety~s preferences for particular goods 
and services. 

With reference to the figure: 
What is the significance of point Z? 
Explain why points A and B can be considered 
productively efficient. 

( How might point Y be achieved in the future? 
( Explain how the diagram can be used to show 

the concept of opportunity cost. 
Explain the effect on a PPC of the f oUowi ng: 

improvements, in soil fertility result ing from 
the use of chemicals 

(b a decre.ase in population size due to falling 
birth rates 

(c technological improve·ments in ea pital 
equipment 

( increased government spend ing on education 
and training 

n r 11 

A PPC diagram 

Productive efficiency: 
when maximum ou t put is, 
produced from the avai Lab le 
factors of production and 
when it is. not possible to 
produce more o'f one good 
or serv ice wHhout producing 
less of .another. 

Allo cative efficiency: when 
an 1economy·s factors of 
prod uction are used to 
produce t he combination 
of goods and services. that 
maximises society's. welfare. 

Exam tip 

Learn how to draw PPC 
diagrams to illustrate 
efficiency, scarcity, choice 
and opportunity cost at 
the microeconomic Level 
as w·eU as economic 
growth, fu ll employment 
and unemployment at a 
m ,ac roeconomic Lev1el. 

L Capita I goods 
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Exam practice 
1 Which statement is true? 

A A. positive economic statement never contains words such as 'should' or 'ought to'. 
B A positive economic statement is one that: can be tested against the facts. 
C A normative statement never contains words such as 'wiu· or 'does·. 
D A normative statement can be scientific.ally proven. 

2 Scarcity in an economy means that: 
A There is a misallocation of resources. 
B There are no free goods. 
C People must make choice-s. 
D It is not possible to maximise economic welfare. 

3 When money is used as a medium of exchange: 
A Trade is likely to increase. 
B Specia lis·ation and the division of labour are impossible. 
C Barter be·comes more widespread. 
D Prices must increase. 

4 Which of the following is a factor of production? 
A a Loan from a bank 
B profits made by businesses 
C labour productivity 
D a computer 

5 The diagram shows an economy's production possibility curve. 

[1] 

[11 

.. 
II 
E 
=-111'1 
II: 
0 

V 

[1] 

[1] 

Wh ich of the following combinations o'f consumer goods and 
capital goods is achievable with current factors of production? 
A only A Q Capita I goods 

B only' B and C 
C A, 8, C and D 
D only A. B and C 

Summary 
You should hav1e an understanding of: 
• The meaning of the term 'economics'. 
• Basic economic methodology. 
• The nature and purpose of economic activity. 
• The difference· between needs and wants. 
• Positive and normative eco1nomic statements. 
• The meaning of scarcity and haiw this l.eads to 

choices having to be made. 
• The four key factors of production: capital, 

enterprise, land and labour. 
• The difference between consumer goods and 

ea pital goods. 

A PPC diagram 

[1] 

• The concept of opportun ity cost and its 
sign iflcanc1e for i ndividualsi ti rms and 
governments. 

• The difference between economic goods and 
free goods. 

• Productiion possibility cu rv1es and how to draw 
them co rrectl.y. 

• How to us,e PPCs to illustrate opportunity cost, 
efficiency and economic growth. 

Answers and quick qui1zzes online 
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2 Price determination in a 
competitive market 

The meaning of a competitive 
market 
A market is a situation in which buyers and sellers con1e· together to 

engage in trade. In the modern age, a nurket does not have to occur 
in a physical location, with ,e-co1nmerce now playing an increasingly 
hnportant role in the exchange of goods and services. 

A competitive market occurs, ,vhen there are a large nun1ber of potentia] 
buyers and sellers, all individually po'-v,erless to in.tluence the ruling 
1narket price. This price, known as the equilibrium price, is. deter1nined 
by the interaction of null.rket den1.and and n1arket supply. 

The determinants of the demand 
for goods and services 
Demand r ,efers to the quantity of a good or service that co:nsu1ners 
are willing and able to buy at giv,en prices in a particula:r ti1n·e 
period. Econo111is.ts are concerned with effective demand, i.,e. desi:r,e 
for a product backed up by the ability to pay, rather than an 
unfulfiBed '\.Vant. 

The aw of demand and the shape of the 
market demand curve 
The law of de1nand states that as the price of a good. or 
service falls., the quantity demanded increases. This inverse 
relationship betw,een d1e pdc,e and quantity den1an.d,ed 
of a good or s,ervice is shown in Figl1re 2.1. In analysing 
the effect of a chang,e in price on quantity den1anded~ 
vve usuaHy assun1e that all other possible deter.minants. 
of den1and are held constant. Economists refer to this 
ass.umption as '·c,eteris paribus'. An increase in the quantity 
demanded resulting froi-n a fall in price is known as 
an extension of de1nand; whereas a fall in quantity 
de1nanded resulting from an increas·e in pri,ce is knovvn as a 
contraction of demand. 

p 
e 

IP . '.2 

0 

Market: a situation in which 
buyers and se Hers eiome 
together to 1engage in trade. 

Competitive market: a 
situation where, there is a 
large number of potential 
buY'ers. and sellers with 
abundant information about 
the market. 

Equilibrium price: the price 
at which the p lanned demand 
of consumers equals the 
planned supply of firms. 

Demand : the quantity oif 
a 1good or service that 
consumers are w illing and 
able to buy at given prices in 
a particular t ime period . 

Effective demand : 
consumers· des ire to buy 
a 9010d, backed up by the 
ability tio pay. 

Q~ 02 
Quantity demanded 
per week (kilos) 

Figure 2~1 Movements a long a demand curve 
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Re~_is ion ·activity 

Using graph paper. construct a 
demand curve to show the 
information shown in the table. 

hifts of a demand curve 

Price of 
coffee (£ 
per kilo) 

18 

15 

12 
9 

6 

3 

Quantity of coffee 
demanded per 
week (kilos) 

150000 

200000 

250000 

300000 

350000 

400000 

A 111istake that S,tudents often n:1ake is in co11fusing a n1oven1ent along 
a d en}and curve with a shift of the "\.vhole demand curv,e. As previously 
explained, the only variable that leads to a movement along a giv,en 
demand curve is a change in pric·e of that good or service. Factors that 
1nay lead to a shift in the position of the de·1nand curve are r ,eferred to as 
the conditions of demand. 

Thes,e include: 
• Real disposable inco1nes: the incon1es of individuals after the effects 

of inflation, taxation and henefits. are taken into account. 
• Tast,es and preferences (fashions): the popularity of goods and 

services is often influenced by changes in society's preferences and n1ay 
be infl.uenced by the media., advertising and technological change. 

• Population: the size, age and ,gender co1nposit ion of the population 
will affect the market size for n1any produc ts. 

• Prices of substi.tu e products: substitute products are those 
in com.petitive d , mand that ma.y ht: seen as close alternativ,es to a 
particlllar .good or servict. 

• Prices of 1coinplenrientary produc s: complementary p:roducts 
are those in joint den1a11.d, i.,e. de1na.n.ded togethC!.t ·with other goods 
or servic,es. 

If a.ny of these factors changes, then th,e demand curve 
for the good or service in question will change. This 
leads to either a rightward or a left\vard sabift of the 
de.n1and. curve as shmvn in Figure 2. 2. A ri ght'\v-ard 
shift is kno'\rvn as an increase in den1a11Jd, whereas a 
leftv,.rard shift js kn.o'\.v:n as a dect·ease in den1and. A 
rightward shift means that a greater quantity of a good 
or s·ervice is de1nanded at any given pri1ce~ whereas a 
leftward, shift n1eans that a lo'\.ver quantity of a good or 
service is de1nanded at any given price. 

WMH 
Conditions of demand : 
factors other than the price 
of the good that lead to a 
change in position of the 
demand curve. 

Taxation : a charge placed by 
the government on various 
forms of economic activity. 
Most taxes are on forms of 
income and types of spending. 

Substitute: a good that 
may be consumed as an 
a Lte rnative to another good. 

Complement: a good that 
tends to be cons,umed 
together w ith another good. 

Increase in 
demand 

D1 

0 Q uai ntity demanded per- week (kilos) 

Figure 2a2 Shifts of t he dem and curve 
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Re~_is ion ·activity 

Assume that it becomes more fashionable fo r people to drink coffee, 
which leads to an increase in demand at every given price. Draw a new 
demand curve on your previous graph based on the information below: 

Price of coffee 
, ( £ per k i Lo) 

18 
--

15 

12 

9 
6 

3 

0 rig ina L quantity of 
coffee· demanded per 
week [ki Los) 

150 OOO 
-

200000 

250000 

300000 

350000 

400000 

Ne·w quantity of coffee 
demanded per week 
(kilos) 

-------

180000 --
230000 

280000 

330000 

380000 

430000 

What wo1u l.d be the effect of the following on dem.and 'for cars in the UK? 
an increase in petrol prices 

(b a decrease in car parking fees 
( a fall in rail iares 
(d an increase in fuel efficiency of cars 

r n p 11 

Price, income and cross 
elasticities of demand 

Price elasticity of dem nd (P DJ 
Price elasticity of demand refers to th,e responsiveness of the quantity 
demanded of a good or service to a change in its price~ 

The fortnula is stated as.: 

pe rcentage cha nge in quantity demanded 
PED =~~~~~~~~~~~~~-

percentage change in price, 

Apart from a few cases , the value for price elasticity of del1'1and is 
neg-ativ,e because of the assumed inverse relationship betw,een price .and 
quantity den1a nd ed. In practice, the minus sign tends 'to be ignored ,vh.,en 
presenting the result of any calculation. 

Exam tip 

It is worth memorising the percentage change 
formula as you w·iU be required to use it frequent ly. 

Percentage change ~ ( change ) x 100 
orig in.al value 

Price elasticity of demand: 
t he responsiveness of 
quantity demanded of a good 
to a change in price. 
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Keyva u sand di grams 

Price inalastic· demand 
When den1.and for a prodnct is pric,e inelastic th e value of PED is 
between O and 1, ignoring the ntinus sign. 

E xa·m p l e - a SO% increase in the price of petrol leads to a 10% fall in 
qu an tity demanded. So: 

The change in price bas led to a smaller percentage change in the 
quantity demallded. 

Price elastic demand 
When den1and for a product is price elastic, the value of PED is greater 
than 1, ignoring the ntinus. sign. 

E x am p le - a 10% reduction iu the p r ice of cars leads to a 15% increase 
in quantity den1anded. So: 

+15 PED~ _
10 

c= - 1~5 

The change in price has led to a larger percentage change in the 
quantity dema.nded. 

Figures 2 .3(a) and 2. 3(b) iUustrate an inelastic and inelastic s,ection of a 
dt:mand curv,e. 

-~ -! 
·c 
Q. 

200 

(a) In e lastic segment of a 
d e mand c.u rvt! 

I 
I 
I 

100 - - - --------!--· 

Demand 
0 100 120 

-~ 
5 ·c 
a. 1000 

900 

0 

(b) Ela st ic segment of a 
de mand-curve 

I 
I 

------------~--------------! 
I 
I 
I 
I 
I 
I 
I 
J 
I 
I 
I 
I 

' 1 
I 
I 
I 
I 

1000 2000 
Quantity sold pe r w eek Quant ity sold pe r w eek 

Figure 2~3 An inel astic and an el astic sect ion of a demand curve 

Unitary elastic. demand 
When den1an.d is unitary elastic, the value of PED is exactly 1, ignoring 
the ntlnus sign. The den1an.d curv,e is a :rectan gular hyperbola., as sho'\vn 

in Figure 2.4. 

Exam p le - a 20% increase in the price of a 1nobile phone leads to a 20% 
decreas,e in quantity de1nanded. So: 

-20 PED == - ~ - 1 0 - +20 . -

The cha11g,e in price has led to the same p,erc,enl:age change in 
gL1antity demanded. 
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Perfectly inelastic demand 
When den1and for a product is perfectly pric,e inelastic, the value of PED 
is 0. T he demand curve ·\.-vill he vertical , as sho'\vn in Figur,c: 2.4 . 

.Ex.a n,ple - a 10% ii1tcrt!ase in the pric,e of a carton of milk leads to no 
chang,e i11. quantity den1anded. So: 

The change in price ha.sled to no change i n quantity de111anded. 

Perfectly elastic demand 
When den1and is perfectly elastic. the value of PED is infinity. The 
de1nand ,curv,e wiU be horizontal as shown in Figure 2.4. 

Ex.an"lple - an ex:tren1ely sn1all increase in the price of a product leads 
to the quantity demanded filling ·to zero. 

Th~ changt; in prict! has led to an infmit ly largt! change i.n quantity 
den1anded . 

• "!:!: 
§ 

0 

Perfectly fnelastic 
dema,nd (PED === O) 

Perf ect1¥ e l1a st~c 
demand (PED= oo) 

Unitary 
.__ __ elasticity 

of demand 

Quantity demanded per week 

Figure 2.4 Demand curves showing unitary elasticity, perfectly inelastic 
and perfectly elastic demand 

Calculate the price elasticity of demand in the following examples and comment brief ~y on your results: 
A rise in the price of petrol from 1 OOp to1 120p per titre Leads to a f,all in quant ity demanded from 50 
to 45 litre·s per week. 

(b A fall in the price of igames consoles from £250 to (200 leads to a rise in quantity demanded from 
100 to 150 per day. 

(c A rise in the price of racing bicycles from £2400 to ·£2640 leads to a reduction in quantity 
demanded from ,60 to 40 per month. 

Pric La ticity of d mand and total rev nu 
The price elasticity of de1nand of .a produce determines what happens to 
consumer spending (and ther~forie total rcv,enue) following a. pric,e chang,e. 
• If demand is price elastic., a reduction in pric,e leads to an increase in 

total revenue. 
• If detnand is prict! inelastic., a reduction in price leads to a decrease in 

total revenu . 
• If d~mand is pric{;; t:;1,stic., a pric~ increase :kads to a nxiuction i11 total revenue. 
• If denJ.and is price inelastic, a price increase leads to an incn:~as in 

total revenue. 
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The initial pric1e of tea bags is £1.50 per box ,and quantity demanded is 3000 boxes, per week. Following 
a sales promotion, price is reduced to £1.20 per box and quantity demanded becomes 3300 per week 
as. ,a result. Calculate both the change in total revenue and the price elasticity of demand . 
If demand for hol~days to the Mald ives, is price elastic, what will happen to total revenue if holiday 
companies increase their prices, for holidays to this desti·nation? 
If an increase in the price of milk leads to1 a rise in total revenue, what can be concluded about price 
elas.ticity of demand? 

ns r " 

D t rminants of pric L sticity of d m nd 
The following factors ,vill inflllence the pric,e elasticity of demand for a 
good or s,erv ice: 
• Availability of clos·e substitutes: if a very close subs·titute exists for 

a product, an in,cr,ease in its price will lead to consutners buying n1ore 
of the subs.titut,e. If one or more close substitutes exist, this. ,vill tend 
to mak,e demand for the product pric,e elastic. If there are fe"v close 
substitutes., demand vrill be more inel~utic. 

• Percentage of inco.me spent ,on the product: if a product accounts 
for a r,elativcly large percentage of a const.uner"s inco1ne., such as a n.ew 
car, a change in price 0£ s.ay, 50% is like!ly to have a significant linpact 
upon disposable inco111:e. Therefore de111and for such produces will tend 
to be price lastic. How ver., the sa1n proportional price change for 
a relatively inexpen si Vt! pro duet such as a loaf of bread will not have;.;· 
the sanu! overall hupact upon disposable inco1ne and so cons1uners. are· 

likely to be l,ess s~nsitive to changes in price·. Tht!refon: demand for 
such products "\Vill tend to be price inelastic. 

• Nature of the product: .if a product is seen as a necessity.. or perhaps 
,even has addictive qualities demand will tend to be price inelastic, 

as fe\>V alternatives "\vill exist fron1 the vie'\vpoint of the consu1ner. 
However if a. product is seen as a luxuryt i .e. son1ething that a 
consun1e.r can do ""°~ithout, den1and will tend to be price elastic. 

• Time p ·eriod: the lo11ger the thne period following .a .Price chauge the 
easier it is fo.r a con.su1ner to adjust tb.eir spending patterns to research 
alternatives,, and for n1ore a.lternativ,es to become available. In the very 
short run n1otorists n1ay feel obliged to pay whatever price they are 
charged per litre of fuet and so den1and will be more price inelastic. In 
the long run11 1notorists n1ay be able to switch to alternative fuels more 
fuel-efficient cars us,e public transport or rnove clos·er to work. This 
will make de111and for a product Jnore price elastic in the long run. 

• Broad or specific market definition: a broad n1ark,et category, 
,e.g. food , is likely to have price inelastic d,en1and, whereas a specific 
product in a market seg1ne11t.! ,e .. g. bak,ed beans p,roduced by a particular 
fir1n,, is lik,ely to have mor,e pric,e elastic demand. 

lncom elasticity of demand YEO) 
Income elasticity of demand 1neasures the responsiveness of den1and to a 
change in real income. The fon.nula is: 

percentage change in quantity demanded 
YED =~~~~~~~~~~~~~-

percentage change in real income 

IIUIH 
Income elasticity of demand: 
the responsiveness of demand 
for a 1good to a change in 
consumers· real income. 
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Keyva u s 
For YE the sign is i1nportant. If the value is positive, i.,e. greater than 
0 the product is a norn1al good. This n1eans a. ris,e in i11con1e will lead 
to an iucrease in de1nand. If the value is negative, i.e. less th,ai, 0, the 
product is an inferior good. This means a rise in incon1e will lead to a fall 
in demand. 

Income elastic demand 
When den1and for a product is incon1e ,elastic, the value ofYED is greater 
than +1. 

Exan-iple - a 10% increase in real incon1e leads to a 20% incre-ase in 
de1nand for for,eign holidays. So: 

+20 VED ~ -+10 = +2.0 

The increase in real income has led 'to a gt",eater percentage increase in 
dernand. Incon1e elastic products are· often referred to, as luxury goods. 

Income inelastic demand 
When demand for a product is incon1e inelastic the va]ue ofYED is 
betwee11 0 and +1. 

Example- - a 10% increase in real income leads to a 2% increa.se in 
demand for cartons of n1ilk. o; 

YED +2 0-:- 2 
= +10 = + • 

The increase in real incon1e has led to a s1naller p,ercentag,e increase in 
de1nand. Income inelastic produces are often referred to as basic goods 
or n e·cessi ti e·s. 

Negative income elasticity 
When demand for a product is negative incon1e elastic the value ofYED 
is negative, i.e. less than 0. 

Example - a 20% increase in real incon1e leads to a 10% fall in de1nand 
for a supernu.rket s value brand of baked beans,. o: 

. - - 10 -
YED = +20 = -0.5 

The incr(!a,se in inco1ne has led to a fall in dc1nand. N e·gative income 
elastic products art: refern.xi to as inferior goods. 

In each of the following cases. calculate the income elasticity of demand ,and comment upon your ,answer: 
A 7o/o increase in real incomes c,auses ,a 21o/o fall in demand for a supermarkefs own brand of 
chocolate· biscuits. 

( A 1 Oo/o increase in real incomes causes a 25%, increase in demand f-or holidays to Barbados. 
(c An B'o/o fall in real incomes leads to a 320/o fall in demand for fi llet ste·,ak. 

r " 17 
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Cross elas icity of demand (X DJ 
Cross elasticity of demand 1neasures the responsiv,eness of the demand 
for a product following a change in price of another product. 

The formula is: 

Per cen'tage cha ng e in quantity dem a nde d o f product A 
XED = ~~~~~~~~~~~~~~~~~ 

percentage change in pr ice of prod u et B 

Keyva ues 
For XED the sign is again intportant. 

A pos.itive value indicates that products A and Bare substitutes,. i.e. a rise 
in the price of product B leads to an incr-ease in demand for product A .. 

A negativ,e value indicate·s tha.t products A and B are con1plements, i.e. a 
ris1e in price of product B le-ads to a full in the de1nand for _product A . 

Example - a 20% increase in the price of cod leads, to a 10% fall in the 
dernand for chips. o: 

-10 
XED ~ +20 ~ -0.5 

The tvlo products are tber,efore co1nplen1ents.. 

.RE-VISEDI 

Cross elasticity of demand : 
the· responsiveness of 
the demand for a product 
foUowi ng a change in pric1e 
of a not her product. 

In each of the following cases calculate the cross elasticity of demand and comment upon your answer: 
A 20'% rise in the-price of butter leads to a 15'o/o rise-in the demand for margarine. 

(b A 1 Oo/o rise in the· price of strawberries leads to an 8% fall in the demand for fresh cream. 

n ron • 

The determinants of the supply of 
goods and services 

Supply: The quantity of a 
g1ood or service that firms 
plan to sell a1t given prices in 
a particular time period . Supply refers to th,e quantity of a good or service that firn1s plan to sell :a.t 

giv,en prices in a parti,cuJar time- period. 

The Law of supply 
The la,v of supply states that as pri,ce increas·es 
the quantity supplied will increase. This positive 
relationship is shown in Figur,e 2.5. Firms are assun1ed 
to want to maxin1J.s.e their pro·fits and so a higher price 
gives an inc-eutive for firms. to increase productjon. 

As ·with de1nan~ a change in price ,vill lead to a 
n1oven1e11t along an existing supply curve. An mcr,ease in 
price will lead to an increase in. quantity supplied, known 
as an extension in supply. Conv-ersely, a decrease· in. price 
will lead to a decn:ase in quantity supplit.~-, kno,vn as .a 
contraction in supply. 

9 
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I 
I 

0 Q:3 01 02 
Quantity. sup pi ied per· week (ki los) 

Figure 2.5 Movements along a supp ly curve 
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Re~_is ion ·activity 

Using graph paper, construct a 
supply curve to show the information 
in the table. 

Shif s of a supp·LY curve 

Price of Quantity of 
coffee coffee supplied 
(£ per kilo) per week (kilos) 

18 400000 

15 350000 

12 300000 

9 250000 

6 200000 

3 150 OOO 

Several .non- price faccors ruay lead to a shift of the supply curve. These 
ar,e· kno1.-vn as the conditions of supply : 
• P rod uction costs: these include wage 1costs, raw material costs, 

,energy costs, building r,ent and il'ltt;rest on borrowing. 
• P roductivi ty of lab o ur: this refers to the output p~r worker per 

hour. T his can be affected by the ainount of training offered and the 
qua.lity of capital equip111ent used by workers. 

• T axes o n businesses.: thes,e i11clud.e excise duties, VAT a11d busir1ess rates. 
• Pro duction subsidi.es: thes are govern111ent grants 

to firul.s to en.courage greater p.roductio11. 

• T echnology: in1prov,en1ents in tec..;hnology 111.ay lead 
to increased productivity of fi.rn 1.s. 

0 

Conditions of supply : 
factor s othe r t han the pr ioe 
of the good that lead to a 
change in position of the 
supply curve. 

--7 ~S2 
/ 
Increase rn supply 

Quantity s u pp I ie d pet w eek {kilos ) 

If any of thes,e factors changes, then th e supply curve for 
the good or service in question will change. This. leads 
either to a ri gh t\.va rd or left\.vard :ihift of the su_pply curve 
as shown in Figure 2.6. A rightward shift is known as an 
increase in supp]y, whereas a lefhva.rd shift is kuow11 as a 
decrease· in supply. A rightward shift means that a greater 
quantity of a good or service is supplied at any given 
price, whereas a leftward shift means. that a low,er quantity 
of a good or service is supplied at any given price. Figure 2.6 Shifts of a supply curve 

Assume that warm w·eather leads to a better coffee harvest t han 
ex pected, which leads to an increase in supply· .at e ve ry given p rice. 
Draw a new supply curve on your previous graph [see the Revision 
activity ,above) based on the information below. 

l Price of coffee 
(£ per kilo) 

18 

15 

12 

9 

6 

3 

• • • • • • 
• I .. • I .., 

400000 
350000 

300000 

250000 

200000 

150 OOO 

• • . • • 
I • • .. I . , .. 

430000 

3.90000 

-330000 

280000 

230000 

180000 

I -
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Price elasticity of supply (PES) 
Pdce elasticity of supply measures the responsiveness, of the quantity 
supplied of a good or service to a change in price. 

The for-u1ula is: 

percentage change in quantity sup plied 
PESc~~~~~~~~~~~-

percefflage change in price 

K y values nd di gr ms 

Price elasticity of supply will always have a positive value be·cause of the 
direct relatior1ship betw,een price and quantity supplied. 

Pric in lastic supply 
W hen the supply of a product is pric,e inelastic, the value of PES is 
between O and 1. 

Exa1nple - a 20% incr eas,t= in the price of barley leads to a 5% incrt=ase 
in ,quantity supplied. So: 

+5 
PES = ... 20 = +0.25 

The change in price :has led to a snuiller percentage change in quantity 
supp1ied. The supply curve wHl be relatively ste,ep , as shown in Figure 2.7. 

Price el stic supply 
When the supply of a. product is price elastic, d1e value of PES is greater 
than 1. 

Exa,nple - a 5% faU in the price of carpets leads to a 10% fall in 
quantity supplied. So: 

PES .. -~i = - 2.0 

TI1,e chat1.gt'! in prict: has led to a gr,eater p ~rcentag,: increase in quantit'y 
supplied. The s.upply curve '\iV"ill be telatively sh allo\.v, as sho,vn in Figure 2.7. 

~nefa-stic suppJy 

0 Quantity supplied per week (kilos} 

Figure 2.7 Inelast ic and e lastic s upply 

Unitary elastic supply 
When the supply of a. product is unitary elastic., the value of PES is 
exactly 1. The supply curve is any straight line drawn through the origin1 
as shown in Figure 2 . · . 

Price elasticity of sup ply : 
the responsiveness of the 
quantity supplied of a good or 
service to a change in price. 

UiUi·I.________. 
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Example - a 15',Vc. in.,crease in the price of table salt leads to a 15% 
increase in quantity supplied. o: 

+15 
PE =· +15 = +1 .0 

T he change in price has l~d to the s.an'le pcrc.en tage change in 
quantity supplied. 

Perfectly inelastic supply 
When the supply of a product is perfectly in elastic, the value of PE S is zero. 

E x am p le- - a 5% increase in the price of copper leads. to zero increase in 
the quantity supplied. So: 

The chang,e in price has led to zero change in the quantity supplied. T he 
supply curve is vertical as in Figure 2.9. 

Perfectly elastic s pply 
When the supply of a product is perfectly ,elastic, the value of PES 
is infinity. 

Exam p l e - a 2%, increase in. the price of a do"\-Vnloadable song leads to 
an infinitely large increas,e in quantity supplied. 

The supply curve for perfectly elastic supply is horizontal as in Figure 2. 9. 

Q' -~ 
~ --~ ,.., 
§ ·c 

:, .. .. 
u u 
'1. Q. 

~ s 
·c ·c: 
A. 0.. 

S3 

Perfectly ,iineJastic 
supply (P~ S .. 0) 

Perfect1y e lastic 
supply (PES ~ D:I) 

O Quantity supplied per w eek (kilos) 0 Quantity supplied per w eek. (ki los) 

Figure 2.8 Unitary elastic supply Figure .2~ 9 Perfectly inelastic and perfectly 
e lastic s upply 

Determinants of price elasticity of supply 
T he follo"\-viug factors ,vill influenc th e price elasticity of supply for a 
good or service: 
• Time t a k en to expand supply: if it is difficult or tin:i consurning to 

incr,ease production, e.g. building a ne,v oil refinery, then supply 1.vill 
tend to be n1ore price inela.s.t ic. 

• Size of spare cap aci ty: firn.1s witl1 machinery factory space or 
labour that is not fully utilised "\viJl be n1ore able to expand production 
in the short run. Supply will therefofie tend to be more _price ·elastic. 

• Available st ocks: firms. with stocks of finished or partly finished 
goods, will be abl,e to respond relatively quickly to a price increase and 
so supply will tend to be tnore price elastic. 
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• Ease of s·witching production: if firn1s can easily adjust the way 
they use their factors of production,. such as ca.pital and labour, to 
respond to chang,es in prices,, then supply "'ill tend to be relatively 
price elastic. However, if a 'firn1 has highly s.peci.alis.ed equipment 
and en1ployees, supply will t,end to be relativdy pric,e in,elastic. 

The determination of equilibrium 
market prices 
The ,e,quilibrium market price and quantity are determined by the 
interaction of the market demand and supply curve for a particular good 
or servic,e, as shown in Figure 2.10. 

·when the quantity demanded equals th,e quantity supplied il'l a n1arket for 
a particular product'J d1ie market is in a state of equilibriu111. T h e r.narket 
will continue to be iI1 a state of equilibriun1 until one of th e conditions of 
den1and or supply changes .. 

Excess su,ppty 
ii( .. 

I 
I 
I 
I 
I 
I . : ,.. 
I 

s 

Excess pemand 
I 
I 
I 
I 
I 

Qe 

0 

Qua ntity d e mande d a nd 
supplied per w eek (kilos) 

Figure 2.10 Equ ilib r ium price and quant ity 

Revision a ctivi'ly 

Construct a 
demand curve 
and a supply curve 
on graph paper 
based ion the 
information in the 
table. Find the 
equilibrium price 
and quantity on 
your diagram. 

Price of 
coffee (£ 
per kilo) 

18 

15 

12 

9 

6 

3 

Quantity of Quantity of 
coffee demanded coffee supplied 
per week (kilos) per week (kilos) 

15.0 OOO .400000 

200000 35i0 OOO 

250000 300000 

300000 250000 
350 OOO 200000 

400000 150 OOO 

Market disequilibrium 
Market disequilibrium occurs when the quantity demanded. does not 
equal the quantity supplied. This is illustrated in Figure 2.11. Market d iseq u i Libr ium: 

a situation where the 
quantity demanded does not 
equal the quantity supplied. 
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I 
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I I I 

O 01 Q1 Ge 02 G..i 
Quantity demanded and 
supplied per week. (ki los) 

Figure 2.11 Excess demand and excess supply 

If the price is above the 1narket equilibrimn. price of Pe, for exrunp.le at P
1
, 

then there ,vill be excess supply. As shown in the diagram, d1e quantity 
detl'ianded is only at Q.

1 
whilst the relatively high pr-ioe encourages a greater 

quantity to be supplied at Q
2

• The amount of excess, supply is thus Q
2 

- Q
1

• 

[f the price is, below the ,tnarket 1equilibriun1 price of P fo.r- example at 
e, 

Pa then there will be excess demand. As sho,vn in the diagnun the 
quantity de1na11ded is at Q

4 
whilst the lo,v price leads. to less incentive for 

finus to supply the product, Jeading to a lower quantity s,upplied at Q,. 
The amount of excess demand is thus Q

4 
~ Q

3
• 

Eventually, market forces v.-~ill lead to the excess supply or excess 
demand being resolved. In the cas,e of excess supply, firn1s. will be forc,ed 
to reduce their prices,. leading to a contr.action along the supply curv,e and 
an extension along the den1.and curve, eliminating the excess supply and 
r,estoring ,eq Ltilibrium at price P~ and quantity Qe. 

In the cas,c of excess dt!n'l.and, firtns arc able to incn:ase their prices., 
leading to an extension along the supply CLtrve and a contr-action 
along the den1and curve, eliu1inating the ,e·xces.s demand and restoring 

quilibrium at pric~ Pe and quantity Qe. 

Excess supp Ly : when the 
quantity supplied exceeds 
t he quantity demanded, 
when the price is, more than 
the equilibrium price. 

Excess demand : when the 
quantity demanded exceeds 
t he quantity sup plied I when 
the· price is less than the 
equilibrium price. 

Market forces : also known 
as the market mechanism -
the interaction of t he fo rces 
of demand and supply. 

If the current pric.e is above the free market equi librium price·, s tate whether the re is e xcess demand 
or excess supply. 
Explain how equilibrium would eventually be restored by market forces in question 8, above. 

n n .. 11 

Changes in equilibrium price 
A change in the market equilibriun1 price may be ea.used by either a 
shift of the den1and curve or a shift of the supply curve (r,esulting fi:orn a. 
change in the conditions of demand or supply). 

An incr s in d mand 
An in.crease in demand e.g. for a normal good follo,ving an increase in 
real incotnes would lead to a rightward shift of the denund curve. This 
wouJd also lead to an incr,ease in equilibdun1 price and quantity as sho,vn 
in Figure 2.12. 
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A decrease in dem nd 
A decrease in den1and, e .g. for a 11or1nal .good following a fall in real 
incomes, would lead to a leftward shift of the detna.nd cu.rve. Thi s will also 
lead to a decrease in equilibrium price ~tnd quantity as sho,vn in Figure 2.13 . 

... - D2 8.~ .__ 
D1 ...., s =-~ II ·-g C iii .'t! 

·.: :II " r:: 
a. ·;: :::, 

a: 

~ f , t P1 P2 

s 

Q 1 0 2 Qua ntity de manded 
-........... and s upplied pe r w eek 

0 0 Q2 Q; Quantity d e mande d 
"4111 and sup pi ied per week 

Figure 2.12 An incr ease in demand Figure 2.13 A decrease in demand 

An increase in supply 
An increase in supply, e.g. for coffee follo,ving a good harves.t~ \vould lead 
to a rightward shift of the supply curve. This will also lead to a decreas,e 

in equilibrium prioe and an increas,e in quantity as sho"\vn in Figure 2.14. 

A ecrease in supply 
A decrease .in supply1 ,e.g. for coffee folJowing a poo:r harvest, would Jead 
to a leftward shift of the s.upply curv,e. This, ,vill also le-ad to an increa.se in 
equilibriuin price and quantity as shown in Figu·r:e 2 .15. 

Q1 Q2 Q ua nt ity de ma nded 
..+, a nd su pp I ie d pe r week 

0 Q2 0 1 Q ua ntity demanded 
........ a nd supp lie d per week 

Figure 2J 4 An increase in supply Figure 2.15 A decrease in supply 

1 Using a supply and demand diagram in each of the following cas,es, 1explain what happens to the 
equilibrium price and quantity. 

The market for UK seaside holidays following a rise in real incomes. 
The market for copper follow ing the discovery of more· efficient mining techn iques,. 
The market for petrol following the development of new fuel ... efficient cars. 
The market for mobile phones, following an increase in labour productivity. 

r 17 
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The interrelationship between 
markets 
Shifts of de1nand and supply curves arise not only fro1n changes in niark.et 

conditions for the product in question, but also from. changes in associated 
markets.. They can. also 'be caused by ch anges of prices of goods. in joint 
demand, joint supply con-itposite den1and, or derived dern.and. 

Joint demand 
'-----= 

Products in joint demand are also kno,;.vn as 1con1.plenientary goods 

i.e. goods that tend to he demanded together, such as cars and fuel 
Therefore, as de1nand £01· cars increa.ses, so will de111and for fuel. 

This is the opposite effect to goods that are substitutes, or in competing 
denund, which ,can be used as an alternative to anod1er good. For 
exa1nple, as. de1nand for cars incr,eases, the den1.aud for public transport 
n1ay decrease. 

Joint supply 
Joint supply exists ~Then the production of o.ne good also leads to the 
production of another good. An obvious ,example is the production of 
beef and leather, both arising fro,m cattle fa.rniing. 

Composite dem nd 
Composite demand exists when a good is de1nanded for 1nore than one 
dis·1:inct use . Therefore an increase in the demand for one of the distinct 
uses reduces d1.e available supply for other uses. 

Derived demand 

De rived demand exists '\Vhen a particular good or factor of production is 
nece-ssary for the provision of another good or servicC!, e.g. an increase in 
the· demand for healthcare is likely to lead to an increase in the detnand 
for doctors and nlu·ses. 

Joint demand : goods 
that tend to be demanded 
toget her, i.e. complementary 
goods. 

Joint supply: wh1en the 
production of one good leads 
to the production of another 
good. 

IHIEIH 
Composite demand: when a 
good is demanded for mo1re 
than one disti net use. 

liDMI 
Derived demand : when a 
particular good or factor 
of production is n1ecessary 
for the provision of another 
good or service. 

1 Give an example ot each of the following : 
joint demand 

f joint supply 
I composite demand 
Id derived demand 

1 Which one of the· following best describes the 
relationship between the demand for coaich travel 
and the demand for coach drivers? 

j'oint demand 
B complementary demand 

n 

C competitive demand 
D derived demand 
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Exam practice 
1 The demand curve fo1r games cons.oles will shift to the right following: 

A a fal.l in wages of games console manutact~rers 
B an increase in indirect tax on games consoles 
C a ris.e in consumers· real incomes 
D a fall in games console· manufacturers' spending on advertising [1] 

2 The supply curve for milk will shift to the right following: 
A an increase in advertising by the milk industry 
B a reduction in subsidies to milk producers 
C technological improvements in milk production 
D an increase in population [1] 

3 Wh ich of the following would lead to a ris@ in the price of petrol? 
A improvements in oil extraction technology 
B a reduction in supply of oil from Middle Eastern countries 
C an increase in demand for cars 
D an increase in demand for biofuels [1] 

4 The price elasticity of demand for most normal go1ods is: 
A zero 
B betwe·en zero and -1 
C positive 
D negative [11 

5 An increase in the incomes of UK consumers leads to an increase in demand for foreign holidays 
but a fa l.l in demand for holidays in the UK. The reason for this is: 
A Foreign holidays have a high price elasticity of demand while holidays in the UK have a Low price 

elasticity of demand. 
B There is a negative cross elasti,c:ity of demand between foreign holidays and UK holidays. 
C Demand for foreign holidays is income elastic whereas demand for UK holidays is income inelastic. 
D Holidays in the UK .are an interior good while foreign holidays are a normal good. [1] 

I, Wh ich of the following would lead to an increase ln total revenu1e? 
A a decrease in the price of a good with price inelastic demand 
B a decrease in the price of a good with price elast ic demand 
C an increase in the price of a good with price elastic demand 
D an increase, in the price of a good with unitary elastic demand [1] 

7 With the help of a diagram. explain what would happen in the market for cars following an 
increase in the price of petrol. [8] 

Answers and quick quizzes online 

Summary 
You should have an understanding of: 
• The meaning of a corn petitive market. 
• The nature of the demand curve. 
• The determinants of demand. 
• The nature of the supply curve. 
• The determinants of supply. 
• H1ow to calculate price elasticity of dem.and and 

how to interpr1et the results. 
• The factors influencing PED. 
• The relationship between PED and tota l revenue. 
• How, to calculate income elasticity of demand 

and how to interpret the results. 
• The difference between normal goods and 

inferior goods. 
• How to calculate cross elasticity of demand 

and how to interpret the results . 

• The difference be,tween substitutes and 
complements. 

• How to ,calculate price elastic ity of supply and 
how· to inte rpret the results . 

• The factors influencing price ,elasticity of supply. 
• How changes in pr ice lead to move,ments along1 

demand and supply curves. 
• How changes in the cond it ions of demand and 

supply cause sh ifts of the demand and supply 
curves for pa rticular products. 

• How, equilibrium price and quantity is deter m ined. 
• Excess demand and excess supply and how 

mark,et forces w ill eventually eliminate these 
diseq u ili bri um situations. 

• The possible interrelationships between 
different markets. 
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Production and productivity 

Production 
The tern1 ·production' refers to the total output of goods and se.rvices. 

produced by an individual~ firn1 or cow1.try. It also describes the process 
of converting inputs of raw materials and the services of the various 
factors of production such as labour and capital n1achinei:y, into outputs. 

Productivity 
While the term ''production·, relatJes to the total output produced., 
productivit y is a n1easurem,ent of the rate of production by one·; or all of 
the various factors of production. It is thus a n1easure of how efficient an 
individual worker, firrn or country is a.t generating output. Productivity 
n1ay be defined as the output per factor of production employed per 
unit of tim·e. If one hairdresser can con1plet,e 1 haircuts per day, whilst 
another can con1plete 12 in the satn,e tin1e, the latter is more productiv,e. 
Sin1ila rly, if a footbal1 striker averages 1. 5 go11 ls p ,er gan1e over a s,ea son, he 
or she is more productive than one who av,erages 0.8 goals per game. 

Measurement of productivity 
T he for-111.ula for meas u:ring productivity is: 

P d 
.· . . total outp ut per period of time 

ro . uct1v 1ty ::.. . . . 
number of units of factor of production 

Thus the fon,J.ula for labour productivity ,vould be express,ed as: 

. . t ota l output per period of t ime 
Labour produ ctivi t y =-------------

. number of units of Labour 

Labour costs tend to be the 111ost sigr1ificat'lt part of total costs for rnany 
firn1s. and so Labour productivity is an iinpotta11t deter1ninant of how 
con1.pt;titive ficn11s and individual cou11tric.!s ar,e. 

Explain th1e difference between production and p·roductivity. 

11:WMI __ 

Production : the total output 
of goods and siervices 
produced by an ind ividual, 
f irm or country. 

Productivity : a m,easurement 
of the rate of production 
by on,e or more factors 
of production. 

Labour productivity: output 
per worker per unit of time. 

Calculate the daily productivity of a coffee shop with 3 members of st.aff who make and sell 450 cups 
of coffee per day. 

r on • 1 

hnprovenlents in labour productivity can arise from n1ore aud better 
education and training and from increased. motivation. Advan ces in 
technology leading to workers being equipped with the latest capital 
equipment cai.n also lead to increased labour productivity. Spe,cialisation 
and division of labour also facilitate n1ore ,effe,ctive use of specialist capital 
equip1ne11t which can lead to further increases in labour productivity. 
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Specialisation, division of labour 
and exchange 
Speci Li ation 
Specialisation involves an individual worker., firrn, r~gion or country 
prodltcing a lhnited range of goods or services. Exan1ples of specialisation 
at ,~ ach lev,el includ : 
• an individual v...·orke1~ sp,ecialisi.t1.g as a ta.x accoun.tan.t 
• an individual firn1 sp~cialising iI1 accountancy, e.g. PwC 
• an individual region specialising in invesnnen.t banking e.g. the City 

of L ondon 

• an individual country specialising in the p r ovision of financial services., 
,e.g. tlJ'.,e U K 

Division of labour 
Specialisation at the level of the individual worker is referr,ed to as the 
division of labour. 

Adam Srnith, in his, very fiunous book The Wealth ef Nations published in 
1776 described the division of labour a1nong groups of workers in a pin 
factory. Srnith argued that without specialisation one v.rork,er 1naking 
pins from start to finish might 1nake· 20 pins pe1: day~ "vhile ten workers 
specialising in the individual tasks involved rnight be able to 1nake 48 OOO 
pins per day. 

The importance of exchange 
Specialisation and the division of Labour are only viable if an e·fficient 
syste1n of exchange exists so that for exa1nple~ a tax accountant is able 
to exchange his services for payment so that he can buy food and pay 
his rent. 

Si.tnilarly, a country sucl'l as the UK can only specialise to a large extent, 
in financial servic,es if it is able to ,exchange tl1js output for other g-oods 
and services that it is less able to produce efficiently, such as food and key 
raw materials. 

Throughout .tnost ofhis.tory, and still in son1e parts. of the world today, 
exchange has ndied upon a system known as barter. Barter involves thr.! 
exchang,e of goods and s rvic,es for oth er goods and s,e.r-vic,(!S. A systen1 
of excJ1ang,e involvit1.g n1oney as, a n1:ediun1 of exchang,e avoids the need 
for barter; n1oney also has the benefi:t of being ,easily divisible., unlike a 
pa.rticular good. 

The benefits of specialisation and division 
of Labour 

• Repetition of a linllited range of activities can increase skill and 
.aptitude, l,eading to a worker becoming an expert, e.g. a. neurosurgeon. 

• Reduced tilne, spent moving hetween different t-asks or workstations 

1neans increased productivity. 

MHH 
Specialisation : where an 
indiv idual worker. firm. 
reg ion or country pr,od uces 
a limited r,a ngre of goods . 
or services. 

Division of labour: 
specialisation at the level of 
an individua l w·orke r. 

Exchange: where one th ing 
is, traded for s,omething 
else. e.g. an hour·s work is 
given in return for a set rate 
of pay. 

REVISED 
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• As tasks. are broken up into smaller ones. it becon'les ,efficient to use 
specialist machinery. 

• Division of labour allows peopl,e to work to their natural strengths, 
for example physical strength, technical skill o.r the ability 
to cornmunicate. 

Costs of production 
Short run ver us Long run 
When considering costs of productio11, ,econo1nists often distinguish 
bt!1tW·e(.-;n the short run and the Long run in 'terms of pe.;-riods ofd111.~. Tht; 
short.run is usually defined as the period of ti111,e in which at least one 
factor of production is fix,ed in tern1s of the nu1nbt=r of units a fu1n can use. 
This helps to define its capacity, or scal,e of output. In the short run, the 

111.ost likely factors of production to be fixed are land. or capital equipn1ent, 
·while access to labour tends to be tnon: :flexibl,c.-:, though not entirely. In the 
short run, then, firn1.S will have some fixed cos.ts of production for which 
they .1nust pay even if they do not produce any output1 along witb. variable 
costs of production that change ,vith the level of output. 

In contrast, the long run can be d ·efined as the period of tin1e over which 
a firrn c.an vary all d1:e facto·n, of production it us·es and thus 1nay increase 
or reduce its scale of output. 

Fixed and variable costs 

When an ·entrepreneur co1nbines the various factors of production to 
create output and seek a profit, these factors of production incur costs. 

Costs ar,e the expens.es a business 1nust pay to secure the services of the 
factors of production and to obtain raw mat,erials. A fir.m's total costs. are 
made up of fixed costs and variable costs. 

Fix d cost 
Fixed costs do not vary dir,ectly with output in the short run. Exan1ples 
1nay include: 
• r ... nts on busi.nes.s pre1nis,~s. 
• buildings insura.11c,c: 
• qua.rtierly heating and lighting bills 
• salaries of s,enior staff 
• annual n1ark~ting and adver·tising budget 

Average fi_;-iced costs (AFC), however fall as output increases because the fi.rin 

is able to spread the fixed costs over an increasing vohune of output, as shown 
in Figure 3.1. This is a key incentive for firms to increase their output. 

Vari bl costs 

total fixed costs 
AFC=-----

output 

Variable costs are those that vary directly with the level of output. 
Exampl,es 1nay include: 
• raw 11·1aterials 
• packaging 

Short run : a period of time 
in wh ich the avai liability 
of at least one fa1cto1r oif 
production is fixed . 

Long run : a period of t ime 
over whi1ch au factors of 
production can be varied. 

Fixed costs : costs of 
production that do not vary 
w·ith the leve l of output in the 
short run . 

Cost s (f ) 

0 

Th@ spre,di n·g 
of fixed costs 

Af'C 

Output 

Figure 3.1 Average fixed cost 
curve .slopes downwards 

Variable costs: costs. o'f 
production that vary with the 
level of output. 
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• wages of casual staff Costs(.£) 

• fuel for delivery vehicles. 
• distribution costs AVC 

0 Output 

A s shown in Figure 3 .2, average variable costs (A\tC) initially 
fall in the- short run, but begin to rise at higher le,vels of output 
as 1nor,e un1ts of factors of production (probably labour) be-gin to 
OVt!:rcro,vd fix d factors of production. Thi.s leads to bottle.necks 
and disru.ptio11s ·to pr·oduction. A good analogy her,e is a busy 
r,e-stau.r.ant kitch n that becontes ov~rcrowded with chefs and 
other staff; employees get in each oth·er's v,lay, l,eading to 

increased 1.vastage and reduc cl productivity. 

Figure 3.2 Ave,rage variable costs 

tot a L variable costs 
AVC= . 

output 

Which of the following would be considered a variable cost of 
production in the short run? 

heating and Lighting 
B building rent 
C s ,alaries of senior staff 
D packag ing costs 

r II 1 

Tot L costs (TC) 

Total costs are n1ade up of total fixed costs and total variable cos.ts 
of production: 

Total costs (TC) = tota L fixed costs (TFC) + total variable costs (TVC) 

Average total costs, or costs per unit of output, are found by dividing 
total costs by the output being produced ; 

total cost.s [TC) 
Average total cost (ATC) :;; · 

output 

And, as sho\\i"n in Figure 3.3: 

Costs(£) 

0 

Average total costs (ATC) = average fixed costs (AFC) 
+ average variable costs (AVC) 

AJ.::C 

Output 

Figure 3.3 Adding average fixed costs a nd 
average· variable costs ·to show average total costs 

Exam t ip 

Make sure you know the 
difference between t he 
short run and the Long ru n 
and between fixed cost s and 
variable costs. 

HMHH 

Tota l cost : the addition of 
fi xed costs and va riabl1e 
costs at a given leve l 
of output. 

Average total cost: total 
eiosts of production d ivided 
by the number of units 
of output. 
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From the information in the table, what is the total cost of producing 4 units of output? 

------

I Number of units of-o fixed cost (AFC) (£) I Average variable cost (AVC) (() 

1 

2 

3 

4 

£40 
£100 

r n 1 

60 

30 

20 
15 

0 £160 
D £200 

Economies and diseconomies 
of scale 

Economies of scale 
Economies of sca le a.re the benefits that can arise as a firn1 increases 

40 
30 

20 

25 

its output, leading to red.u.ced average total costs. These cost reductions 

reflect irnprov,enl.ents in productive efficiency. They n1ay give a. finn a 

co1npetitive advantage in the n1.arket in which it operates by enabling it 
top.ass on lower prices to consun1,ers and/or ge.n,erating higher profits that 

1night he re-invested or passe·d on to shareholders. 

Economies of scale : t he 
reduced average total cos,ts, 
that firms experience by 
increasing output in the 
long run. 

Ii 

There is a rang,e of potential e,conon1ies of scale 
av~ilable to firins, depending on the spe,cific features 
of the industry in which the firm operates1 and several 
may be available at once. For example, the cost of 
laptop computers has ~ended to con1e down steadily as 
1nanufacturers such as Apple HP and Lenovo ,exploit 
econo1nies of scale in production and pass. thes,e cost 
savings on to consun1ers. Figure 3.4 shows tbat, as 

Costs (f) Long-run 
average costs 

(LRAC) 

D;is ~conom1es 
of scale 

C 1 -- - - - - - -------- - _........,,__-

a firm increases its output fron1. 0 in the long ru.n, 
average costs begin to fall up to ou·cput Qr due to the 
effect of one or more econo1nies of scale. 

0 Q, Output 

Figure 3.4 Long-run average cost curve 

Internal economies of scale 
Internal economies of scale are ·those that come· about as a .result of tbe 
growth of the firn1 itself, and include: 
• Financial eco11omies of scale. The larger and mor,e reputable a 

firm is, the n1or,e likely it is. tha.t banks and other lenders will dee1n it 
crcdit-,vorthy and a less risky recipie11.t of loan funds. This Vlill lead to 
it being offered cheaper loans with low,e·r rat,es of interest, which reduce 
irs costs. On th~ other hand, smaBer, 1 ss w,ell-known firn1.S t ,end 
not to be able to acc,(.;ss the cheapest costs of borrowing, as they are 
p,erceiv d to be mor . risky. Purchasing economies, \\-"'here larg,er fir1ns 
can take: advantage ofbnlk-buying discounts, are another example of 
financial ,econon1ie~ of scale. This: n1eans that fir1t1s such as the la rge 

. 

Internal economies of 
sea le: reductions in long­
run aver,age tota l costs 
arising from growth of 
the firm . 
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supern1arkets ,can exert significant buying power ,vben purchasing 
groceries fron1 suppliers that a sn1aller,, conv,enience store cannot do. 

• Technical economies of scale. Larger businesses can generally 
afford the latest., sp,ecialist capital equiptnent, ,vhich is often very 
exp,ensive. For exampl,e the Vilorld's biggest ca.r rn:anufacturing firn1s 
such as Toyota and the Volkswagen Group h ave tbe financial resources 
to inv,est in bespoke assembly lines that: increas,e· productivity and 
reduce averc ge costs of production. A s1naller manufacturer such 
as Aston Martin would not find it cost effective to invest in such 
technology, so its unit costs are likely to bt: higher. 

• Marketing ecooo1nies of scale. Larger flnns are likely to have huge 
advertising budgets, for e;xa1.np1e M arks a.nd Spenc,er's typically lavish 
TV marketing campaigns around Christmas. Hov.."'ev"'er~ because of the 
larg,e volun1,e of sales. 1nade by Marks .and Spt:ncer, tht! firtn can spread 
this budget ov,er a la:rger output tl'lan a sn1.aUer retailer. This can giv,e 
larg·er firms. a s,ignificant con"'lpetitive advantage. 

• Managerial economies of scale. L arger firms, can afford to recruit 

the highest- profilt!' chi,ef executive officers (CEOs) who tend to 
attract substantial salaries but also tend to be the n1ost effectiv,e in 
increasing profits through a co1nbination of increasing revenues and 
reducing costs. Furthermore, larger firn1s can take greater advant.age 

of the division of labour. Large financial services firn1s such as PwC, 
can afford to have specialist nianagers in areas such as aud it tax and 
corporate finance leading to increased productivity and con1petitive 
advantage in these areas. A s1naller firm of accountants. n1ay be forced 
to provide a ni.ore general servic,e relying on p ,ersonal s·ervice .as a 
source of con1petitive advantage rather tba11 ,cost efficiency. 

External economies of scale 
External economies of scale occur \\-"hen firms benefit fro1n the growth 
of the industry in which th,ey operate. For exampl,e, the develop1nent of 
a successful financial s,ervices industry cen tred on the City of London 
has meant that firins, in London have benefited from easier acce,ss to 
specialised labour a11d infrastructure, such as 'transport links. to the Cc;11'tre 
of the: financial district. 

Dis conomies of scale 
Oiseconomies of scale occur when an increase in a finn"s output ceases 
to yield a reduction in averag,e costs and begins to lead to an increas,e in 
averag,e costs of production. This is shown in Figure 3.4 at output levels 
beyo:nd Q

1
• Res,earch suggests several poss.ible sources of diseconontles of 

scale., arising 1nainly from probl,ems of n-ianaging large businesses: 
• Coordination and contr,ol. As a firm becom,es larger,, it becom,es 

more difficult to 1no11itor what all resou rces are doing and bow they 
are deployed. This is likely to l,cad to increased \.\1astage and loss of 
quality, l1ead ing to increas,ed costs. 

• Co.n11""11unicatio11. As a firtn gro,vs in siz,t!:, particularly if it is a 
1nultinational con1.pan.y operath1.g on diffi rent continents in different 
thni:;.; zones, it can b~col11.t!: difficult to con1mu11icaCt: effectively with all 
offices and staff, leading to ineftective decision n1aking and delays in 
action. Further1nore, 1nanag~n1ent theory suggests that e1nployees are 
more likely to fe,el Ii k e t sn1.all fish in a big pond, in larger busi n essc s, 

leading to a lack of n1otivation and productivity~ 

Explain how any two 
economies of scale may 
be applied to the sea 
f ish ing industry. 

External economies of 
sea Le: reductions in long ­
run ,average total costs 
arising from growth o'f 
the industry in w·hich a 
f irm operates. 

Di seco n om ies of scale : . . 
1 ncreases In average 
total costs that firms may 
experience by increas,i ng 
output in the long run. 

Exam tip 

It is, worth being aware 
of a few examples of 
very large businesses 
that have suffered from 
diseconom ies of scale. 
Large supermarkets and 
banks have arguably be1en 
affected in rec1ent years. 
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Average revenue. total revenue 
and profit 

Total revenue (TR) and average revenue (AR) 
.A fi.rn1~s total revenue is found by n1.ultiplying price (P ) X quantity sold 
(or demanded) (Q): 

To·tal revenue (TRJ ;;; price (P) x quantity (CJ 

Figure 3.5 shows how total r venue changes as price changes. A t a price 
of £500, 20 products are demanded per W·cek, giving a total r,evenue 
of £10 OOO. If pric~ is r edu.ced to £300, 60 products ar~ den1.andt;d pe r 
week, giving a ·total revenue of £18 OOO. In ordt:r to ca.lcula.te average 
revenue, total 1·,evenue is divid d by th~ quantity sold: 

total revenue (TR) 
Average· revenue (AR) =-------

q ua nt ity (Q) 

lmriHH 
Total revenue: the moniey a 
firm receives from selling 
it s output, ca lcu lated by 
price x quantity sold. 

Average revenue: total 
revenue divided by units. of 
o utp ut . Equa l to p rice in a 
firm that s.e Us one product 
at a fi xed price. 

N ote that average revenue is the san1e as price, as a sin1ple 
examination of the above tvvo fo.tmulae reveals. Thus the average 
rev,e:nue shows the quantity demanded at each pric,e which 

Prke (£) 

500 

1-ueans that the de1nand ,curve can also be said to be the average 
r-ev,enue cu:rv,e. .300 I ----- -•-------- · -I 

I 
I 
I 
I 
I 
I 

o ~~-2~0~~~-6~0~~Q~ua_n_t-it-y 

What is the average reven ue of a firm that sells .SOO units of a 
prod uct for a total of £5 6 OOO? 

£7 
B { 77 
C £70 
D £700 

Fjgure 3.5 Total revenue, ave rage 
revenue and the demand curve 

r 

Profit 
Profit is the difft::ren ce hetw e:en total r-even.ue a.nd total costs. In 
other \Vords: 

Total profit= tot al revenue - tot al cos ts 

If this .figure is negative, th,e t1rm is 1uaking a loss. 

P rofit is an important driver of busines.s activity because it creates an 
inc,entive for entr,epreneurs to take a business risk. Economists distinguish 
betwe,en normal profit and supernor1nal profit. N or1nal profit is the level 
of profit required to .n ~ward the entn:preneur for taking a. risk, while 
supernormal profit is the profit over and above normal profit, sometimes 
ref (!rr d to a.s excess profit. 

REVISED 

Profit: the difference 
betw·een tota l revenue and 
total costs. 

Typical mistake 
----------

Don't confuse profit with 
revenue. Profit takes cos.ts 
away from total revenue. 
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Complete the foll.owing table, assuming each football sells for £5 and that variable costs are constant 
at (2 per unit. 

I Quantity of Total revenue Total fixed Total variable 
f o otba Lls sold ([] costs(£] costs ((] Profit(£) 

- -

10 A 100 H L p 
-

20 B E I M a 
30 C F J N R 

40 D G K 0 s 

r n 1 

Exam practice 
1 Wh ich of the following is most likely to lead to increased labour productivity in an industry? 

A an increase in the number of firms in the industry 
B a reduction in wages paid in the industry 
C an increase in new capital equipment in the industry 

I 

D an increase in demand in the industry [1] 
2 Calculate the productivity of the four firms in the following example and complete the table. 

Firm . Total output (units! I Number of employees 
tiv ity (output 
ployee) 

A 

8 

C 

D 

1.,0 

350 

88 

261 

7 

25 
11 

9 

3 Explain why specialisation and the division of labour may increase productivity. 
4 With the aid of a diagram, explain what happens to a firm's fixed and variable costs in the 

short run. 
5 With the aid of a diagram. explain possible rea5,ons tor the shape of a flrm'5, average total cost 

curve in the long run. 
6 Explain how the airline industry might benefit from economies of scale. 

Answers and qujck. quizzes online 

Summary 
You should have an understanding of: 
• The distinction between production 

and productivity. 

• The difference between fixed and variable 
costs of product ion. 

• Economies and disecono mies of scale. 

[4] 
[4] 

[6] 

[8] 
(8) 

• How to c,alcul.ate labour productivity. • The differenice between internal and external 
• The meaning of specialisation and the division 

of labour. 
• The need for exchange in allowing for 

specialisation and divisio1n of labour. 
• The dis,ti nction betw·ee n the short run and long . . run 1n economics . 

economies of scale. 
• Average revenue and total revenue. 
• Simple cost and revenue curve diagrams. 
• Profit 
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4 Competitive and 
concentrated markets 

Market structures 
The t,ern1. market structure r,efers to the 11un1.ber and size of firins with in 
a 1narket for a particular good or service and the extent to which they 
co.tnpete with one another. 

on1e :rnarkets are supptied by a large nun1ber of small fir1ns; for exa·mple 
comrnod ities such as wheat. ther 111arkets are s:upplied by one firn11 

or a sn1all 11t.unb,er of firms for exan1ple internet s,earch engines such 
as Google. 

The spectrum of competition 

By far the best ,vay to appreciate this idea is to consider the spectrum 
of ,con1petition. A s sho'\vn in Figure 4.1, this rang,es. from perfect 
competition at one end to pure monopoly at the other end. 

Perfect competition 
Pri ea takers 

Various forms of imperfect competition 

Figure t..1 A spectrum of competit ion 

Monopoly 
Price maker 

In theory perfect co1np,etition is the most con1petitive for1n of market 
structure. Few exan1ples ,exist of such n1arkets . ., but the workings of the 
stock 1natket; or so1n,e agricultural 1narkets such as wheat far.ming; have 
been considered exarnples of perfect cornpetition. 

P ure n1011opoly ,exists when 011e, and only on,e., firn1 supplies the market 
and it is the least competitive forrn of market, in theoryL Again, there are 
few e..x:a1nples. in reality, although the Royal M ail used to have a legally 
enforced tnonopoly for the delivery of l etters. 

The objectives of firms 
An objective is a target or aiin. Firn:1s nuy have a range of possible objectives. 

Profit maximisation 

The n1ain obje,ctiv,e of firn1s is assun1ed to be maximising profit, i.e. 
1uaking the 11uximun1 positiv,e diff.er·ence betw,een costs and :rev,enues. A 
basic assurnption of econon1ic theory is that entrepr,en,eurs ar,e encouraged 
to take business risk and start trading if they believe a profit can be .tnade. 
There are several ben,efits to fin11s of n1.axin1ising profits .. M aking large 
profits can enable firn1s to: 

Market structure: the 
number and size of firms 
within a mark,et 'for ,a 
particular good or service. 

Perfect competition : 
a market structure t hat 
has, a large number of 
buyers, and sellers who 
have perfect information 
about the market, identical 
products and few, if any, 
barriers to entry. 

Imperfect competition: any 
market s t ructure· that is not 
perfect competit ion. 

Pure monopoly : w ·hen 
only one firm s,uppUes 
t he market. 

Profit malCimisation: when 
a firm seeks to make the 
largest positive difference 
betw·een total revenue and 
total ,costs .. 
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• re-invest :funds into developing new products that lead to them to gain 
1nore customers 

• pay out higher returns to shareholders ,vhich may encoUiage ruore 
people to buy shares. in the company; or help boost the share price 

Exam tip 

Unless told otherw ise. assume that the primary objective of firms in 
economic theo ry is to maximise prof its. 

Sales maximisation 
T his occurs ·when firn:1s1 sales r,evenue is at a n1axin1unl.. Sales 

maximisation occurs. at the level of output at which the sale of one rnore 
unit would not add to overall revenue. This can help t he firn1 benefit 
from econornies of scale. 

Survival 
A la:rge proportion of new busine,;SSC!S, fail in the first fc.;\V years of 
operation. In its early stages of life, th refore, a key objective of a firn1 
n1i.ght simply b~ to surviv-~ the critical period before it establishes a 
custo1ner base and r p ,eat sales., a11d is able to cover its costs. 

Grow h 
Once a firn1 has survived the critical first few years, of its life, its 
o'\-vners are liki::ly to pursue an objt;ctiv,e of growth. T his will involve 
a firnl. i11.cre-asing its output .and scale of op,erations, possibly in ter111s 
of ,expanding its productive base and the size of its '.Vorkfbrct:!. Growth 
o-ieans tl'lat a fi1·n1. n1ay be able to take advanta.ge of various econ on1ies, of 

scale outlined earlier in Chapter 3. This obj,ect ive will also help a busin,ess. 
fend off any takeover bids fron-i rival co1.npanies. 

Increasing market share 
Linked to the obj,ectiv,e of growth is one of increasing market share. 
Having the highest n1arket share for a particular product can give a fir111. 
the benefits of monopoly po\ver outlined later in this chapter, although 
this may also attract attention fron1 the governn1ent "Which may fear 
that such fir1ns could abuse their po,ve.r. 

takeholder objectives 

The precediug objectives a.ssun1.e that all firn1.s. are predo111inantly 
interested in achieving financial obje,ctives. A tnore modern view is that 
firn1s .tnay achieve financial and non-financial objectives at the san1e tilu,e. 
Firi-ns are s,een to be looking to satisfy the needs of a range of business 
stakeholders. Firms may take· the view. for example, that looking after 
the needs of their e1nployees is at least as important as maxin1ising profit. 
If there is a genuine cotnmittnent to doing this; this may show the firm in 
a good light, which 111ay lead to it being seen as a good place to work. 

I 

REVISED 1 

Exam tip 

Don't confuse profit 
maximisat ion with sales 
revenue maximisation. 

I 

liliiHHi-_ 
Increasing market share: 
when a firm seeks to 
maximis,e its percentage 
share of ,a market in terms 
of sales value iar number of 
units sold. 

Stakeholder: any individual 
or group with an interest in 
how a business, is run. 
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A. newly started business, is most likely to aim for which of the fo llow ing objectives in the short run? 
sales maximisation survival 
stakeholder objectives O growth 

Competitive markets 
Understanding perfect competition 

'P erfecf does not n ,ecessarily n1ean 'best' in this s nse. It n1.eans an 
extn:m,ely co111p,ctitiv,e n1arket, n-iade up of a la:rgc nun1ber of sn"talJ fi1·ms, 
·with ,each firn1 being too snu1]l to influ ence the rnarket price on its own. 
Indeed .. :firins which exist in a perfectly con1petitive n1.arket are described 
as price takers, since they are obliged by n1arket forces to accept the 

market equilib:ritun price, or risk going out of business. 

Assumptions of perfect con1petition includ ,e: 
• few if any, barr·iers to entry to a market 
• consurners and firn1s, have cornplete, or per£ect; knowledg,e of all the 

.Products supplied by firn1s.~ as well as their prices 
• .Products are identicalj! or hon1ogen·eous 

The ilnpact of these features. is, that any firm that tries to s,ell its product 
at a price higher than the market eg.uilibrium will not 1nake any sales, 
since consumers vtill kno,v about the cheaper alcernatives and, sinc,e a.ll 
products ar,e identical, have no loyalty to any particular firm. Therefor,e 
all firms must accept the n1arket price if they are to re1nain in the 111arket. 

Price determina ion in highly 
competi ive marke s 

We can show how perfect co.mpetition works us.ing supply and deman d 
analysis., shown in Figure 4 .2. 

(a) One firm in the market 

Price 

(b) The whole market 

Price Market 
supply, Market 

suppiy
2 

/ D i. AR, 
P1 t-------------., - --===· P1 i.........---~-- """"""Sl'~-- Market 

pnice, ID • A~ Pi 1---------------. ------· P2 ~-~ ......... ~-~---- M~l'rk@t 
Market priicez 
dernahd 

0 Output 
(hundreds) 

0 0 t t - y _py 

(millions) 

Figure 4 .. 2 Price determination in highly competitive markets 

Figur 4.2(b) shows a highly con'lp~titivt; 111tarket, with fir111s, supplying 
this n1.arket ,earning supeT11orrr1al p:rof1ts .. Initial 1narket equilibri u u1 

price is P 
1 

and n1arkt!t output is Q
1

. This l,eads to each individual firn1 
facing price Pi' as in Fig ure· 4.2(a). B ecause of the key fe·atur,es of higbJy 
co1npetitive 1narkets'l if other firms hecome a"\var,e tha t the existing firn'ls 

Price taker: a firm that 
is unable to inHurence· the 
ruling market pr ice and thus 
has to accept it. 

lil:fflMH __ 
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in the n1arket are ,earning supernorn1al profits which they can easily 
do because of th,e existence of perfect infor1nation 1 they will enter the 
market easily due to the lo,~.r, possibly non-·existent barriers to entry. 

This will have the effect of incr,easi11g overall supply in the 1narket, as 
shown in Figur,e 4.2(b), which leads to a righ·tv.rard shift of the 1narket 
supply curve. This. rcduc s the eq uiH.brium pri,ce to P 

2 
as output increa.ses 

beyond Qt. This increas,t: in supply and .r<;;duction in price vi.rill occur up 
to the: point at ~thich o.L'l.1.y normal profit .is nude, 111 .. c:aning that only th~ 
111ost cornp,etitiVt! fir111.s survive in the n1arket. 

Which of the foUowi ng is not a feature of a perfectly competit ive market? 
large number rof buyers and sellers product diffe·rentiation 
perfect information D no barriers to entry 

r on . 11 

Advantages of perfec competition 

Econon1ists usually agree that a highly con1petitive niarket functions ,veH 
in 'static' tet"n1s, achieving productive and allocative ,e,fficien cy. 

• Productive etTiciency. Highly con1petitive markets h~lp to achieve 
productive efficiency. This occurs vihen goods and services ar1e 

produ.ced at 1niniu1.1.un average cost, or "\Vhen n1inin1llil'l inputs a:re used 
to produce n"1axin1un1 outputs. Any firn:1 tha t does not achieve this 

will lose its 1narket share to rival firn1s which can produce the san1.e 
product 1nor,e cheaply. For exantple in the 1113:rket for barbers where 

£ew barriers to entry exist and there is little to diffe:rentiate one frou1 
anothe:r, any barber that does not m-inin1ise its costs and hence price is 
likely to stru.ggle to retain c usto1n:ers. 

• A llocative effic·iency~ Highly con1petitiv,e niarkets "\vill lead to fir1ns 
_producing what consumers demand sineie if they do not, they will lose 
1narket share to firms that are producing the most d.,esired products. 
This leads to cons.un1er sovereignty., i.,e. the consun1er is 'king; (or 
queen!). Again , in the market for barbers if a supplier does not offer 
haircuts that customers desire at a competitive pric,e· then it ,vill lose 
sales to rival barbers. 

Productive .and allocative efficiency are 1:he components of static 
efficiency, i.e. efficiency 1neasured at a point in tin1.e. 

Monopoly and monopoly power 
Monopoly 

A purt: 1non.opoly e.'tists when there is a single supplier of a good 
or service, which therefore has 100% mark.et share. As \-Vith p..:rfect 
co:n1petition~ there are few exan1.ples of purt! 111.onopoly in reality. 

Econon1ists study these theoretical n1odeJ.s in order to exalnine the· 
pe.rforniance of firn1s in real life co:rnpared with these extt·,en1.e exan1ples. 

Tesco, with a niarket share in the groceries nurket of arow'ld 30% and 
Google., ,vith a n1.arket shafle of around 90% of internet traffic, 1nay be 

considered n1ouopolies in the UK. 

Static efficiency: efficiency 
measured at a point 
in time. corn prising 
productive efficie,ncy and 
allocative efficiency. 

REVISED 
' 
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Monopoly power 
A fir1n need not have a _pure 1nonopoly in order to exett monopoly power 
and ther,e are n1any industries dominated by a s1nall nu1nber of firn1s with 
monopoly povver. [n such industri,es, barriers to entry to the market will 
tend to be high. Firms with n1onopoly power can restrict their output 
in order to raise price~ which boosts their supernor1nal profits. Becaus.e 
of barriers to entry, fir1ns are able to n1aintain t hese profits becaus.e it is 
unlikely that new firms can easily enter the market to compete the profits. 
away. Tl1is is shown in Figure 4.3. 

Price 
lb~ Monopoly .Prke 

IP2 - and qu ant1;ty 

I 
I i ! .... ---competitive price i--------- a~ alilal quantity 
I 
I 
I 
I 
I ,~ Market dema·Ad 

0 O; Quantity 

Figure 4.3 A firm with monopoly power restricts output to raise price 

Barriers o entry 
9arriers to entry are features of a 1narket that 1nake it difficult for ne\\o" 
firms to ,ente r that n1.arket and can. thc:refore lead to monopoly pow~r. 
There are sever-al possibl1e barriers to entry, ,vhich include th follo\~ling. 

Natural barriers to entry 
These 111.ay include naturally occurring cl in1a tic geographical or 

geological factors that n1ake the product difficult to r eplicate e lsewhere. 
For exan1ple it is said that the soil and weather around R ebus and 
Epe:rnay in northern France a.re ideal for the production of die grape 
varieties that are conlbined t o nuke chatupagne. Therefore other 
sparkling Vilines do not have the sa..me exclusivity. 

Economies of scale 
Econon1ies of scale occur when a fir1n's average costs. of production fa ll as 
output increases. These n1,e--an that large· firms can set their prices below 
thos·e of any potential new entrant firn1s to the tnarket., and still make a 
supernorn1al p rofit. For exan1pl·e, a large super111arket such as Tesco will 
be able to 11.egotiate a. much cheaper price per unit ,1v~ben buying dairy 
products from farn1ers in tern1s of a bulk-buying discount than a 1n.uch 
s.m aller, independent convenience store. This, ac ts as a d,eterrent for ne'\v 
firms to enter ·che market. 

L gal barri rs 
Thes,c include p a tt=11ts1 copyrights and trademarks and essentially giv,e 
a single firn1 or individual the .right to have a monopoly over a new 
produc t process or other intellectual property either for v(;r or over a 
giv,cn. ti111,e. For exan1ple, the British in:v,entor Jatnes D yson holds 111.any 

pat nts ov r his original designs for a range of household appliat1ces most 
notably vacuun1 clean<!rs., "'"hich cannot legally be copi,r.;d. 

.RE-VISEDI 

Monopoly power: the power 
of a firm in a market to act 
as a price maker. 

Price maker : a firm with 
the power to set the ruling 
market price. 

Barri er t o entry : any feature 
of a market that makes it 
difficult or impossible for 
new firms to enter. 
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Product differentiation 
Existing firms in a 111.arket tnay have spent considerable sun1s of n1oney 
over many years on advertising and branding in order to build up a 
significant consumer loyalty and tnarketing profile - the proc,ess of 
product diffe rentiation. For exa:mple~ it ,vould be extre1nely difficult for 
any new cola n1anufacturer to take n1arket share from Coca-Co1.a and 
PepsiCo. Both firms. have spent biUions of dollars over many y,eJ.rs. on 
advertising, including ·the sponsorship of major sporting events such as the 
football World Cup and American Super Bowl. 

Sunk costs 
Sunk. costs are the costs that cannot casHy b~ recovered if a firtn is 
unsucc,essful il'l a n1arket and has to ,exit, i.e. these fi11ancial con1.n1itme11ts 
are ss:~ntially lost, or ·sunk'. Such costs may include sp,endh1g 011 

specialist rnarket research or specialist equip111.ent that could not easily 
be sold to another firm. For example, an. oil company 1nay have to spend 
1nany millions of pounds on detecting resources of crude oil before it 
begins to extract any. The threat of losing this money acts as a deterrent 

to Ile\V fi.rms considering entering a market. 

Which of the following may create a barrier to entry? 
two small firms merging in a large industry 

P roduct differentiation : 
using advertising or product 
design to make .a product 
seem different from those 
of competitors. 

Sunk costs: costs that 
cannot eas,ily be recovered 
if a firm is unsuccessful in a 
m,arket and has to exit. 

a government granting exclusive rights to a firm to run a rail fr,anchise on a major route 
C ,a fl rm cu1ti ng its price in a highly competitive market 
D the setting up of a price comparison website 

r o .. 1 

Co centrated markets 
Monopo]ies and oligopolies (c]ose to monopoly on the spectrun1. of 
co1npetition) a1ay bt= consider,ed concentrated markets, Le. 1na.rkets 
do1ni.na.ted by a s.n1.all number of firn1.s. It is possible: to calculate the 
degree of conc,entration that exists by using the concentration ratio. This 
is ,equal to the total tnark t sharl'; h,eld by the largest firms in a n1ark:et. 

Which of the follow ing would be a consequence of a perfect ly 
competitive market being replaced by a mono poly? 

Low·er price and higher output 
Higher price and restricted output 

C Lower profit 
D Lower barriers to entry 

ro .. 

Advan ages and dis dvantages of mono oly 
lf perfect coin petition lead::i.; in d1eory at l,ea.s.t, to desirable outcon1es in 
tern1s of productive and allocative ,eftlcie11cy this iu1plies that 1nonopolies 
ar,e undesirable. Inde,ed; in theoryt there is a rang·e of potential 

Oligopoly : a market 
structure dominated 
by a smaH number of 
powerful fl rms. 

Concentrated market : a 
market dominated by a 
small number of firms,. 

Concentration ratio : a 
measurement of how 
conc,entrated a market is 
- the total. market share 
held by the lar1gest firms in 
a market. 
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disadvantages of fi.rn1s. holding n1onopoly power. Howev,er, ther,e ar,e 
nuny examples of industries. dominated by a s.n1all nu1nber of large firms 
and so ther,e must .also be potential advantages of n1onopolies to society. 

Disadvantages of monopoly 
T here are son1e potential disadva,ntages of monopoly, which the 
gov,erntn,ent would take into accow1t '\Vhen deciding whether or not a 
large fir11.1 is op,crating in the public~s best interests. 

Productive and allocative inefficiency 
As you saw in Chapte·r 3 productive efficiency occurs when firn1.s 
produce at minifnum average total cost, i.e. ,vhen minimum inputs are 
used to produce n1axin1um outputs. If it is assu1ned that monopolies do 
not have to be competitive to survive; because they do not face the threat 
of fir1ns taking their n1arket share and so there- is little incentive (other 
d1a.n g,enerating profits fo-r shareholders) to cut costs to a. n1inimum. 
Allocative efficiency occurs when firn1s produce products that consurners 
value tnost highly, in the right quantities. Because n1onopolies do not 
have to produce the ''best' goods and services,, because there are iew, if 
any, competitors, consu1n,ers may hav,e little choice but to buy whatever is 
produced. This would be allocatively inefficient. 

Diseconomies of scale 
D isecono1.nies of scale exist v.rhen a f'urn~s average costs of production 
begin to incre-ase as it expands its output . Very la rge firn1.s nJ.ay snf:Fer 
froni proble.rns of control or conu1'lunjcation. In a :n1ultinationaJ con--ipany 
that operates across ti.n1.e zones and languag,es, the co.r:n p an y's operations 

niay be so vast that it is difficult to coordinat e every etnployee a.nd 
product line. 

Possible advantages of monopoly 
There :tnust be some possible benefits arising froni the existence of 
1nonopolies, or they would surely be outla.w,ed. 

Economies of scale 
On,e of the· main adv.anta:ges of monopoly is a range of potential 
economies of scale., which il:lt!ans. that as a firm increases its output., its 
avera.ge· coses of production fan. Such econo1nies of scale could be= 
• .fi.nancial 
• technical 
• r la.ted to n-ia rketin.g 
• rtJLanagerial 

Innovation 
inc,e firms in concentrated markets such as. 1nonop,olies n1ake 

supernormal profits the-re is. arguably niore funding available to invest 
in res,earch and developn1.ent, leading to innovation a11d better-quality 
products. This is the argument in favour ofg.1:anting 1,egal monopolies in 
the forn-1 of patents to large pharmaceutical cotnpanies.: if they could not 
make supernormal profits, they might argue, people's quality of life might 
suffer due to a lack of new medicines and vaccines. 

Innovation: new products and 
prod uct ion processes that are 
developed into marketable­
goods or services. 
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S Which of the following is a potential benefit to consumers of a monopoly? 
.allocative efficiency 
perfect information 

C supernormal profit 
D innovation 

r on 1 

Natural monopoly 
One special case which is another argiunent in favour of concentrated 
markets, is that of~ natural monopoly. This is where i t is unecono1nic for 
more than one :firrn to supply a market because a fir1n enjoys continuous 
econonues of scale. 

Exan1ples often used are the utilities n1arkets1 such as household gas. 
electricity and water. Using the language of eco11on1ists the supply 
infrastructure of these n1arkets most closely fits the concept of a :natural 
n1onopoly. For exa1nple if more than one fir1n '\Vere responsible 
for supplying gas p,ipeliues. to hon1es and businesses, roads would be 
constantly dug up when us,ers changed their supplier. As it is~ effectively 
just one firn1 (Transco) deals with the pipeline aspect of gas supply, but 
allows other energy billing coi--npanies, such as E. N and npow,er1 to 
use the pipelines to supply the· gas itself to ho1nes and busine·sses. It is 
productively efficient for just a single frrm to supply d1e market, as several 
individual firn1s could never achieve the lo\\-" ,costs of the single firtn. 

I11 a natural n1.onopoly~ firtns experience continuous econon1.ies of scale, 
which n1cans chat as they increase their output, their average costs of 
production continue· to fall. This hnpli,es that if the market '\\-",t:re· broken 
into more than one firm, av r.ag costs ,vould be h igher tha11 for a singl 
firn1, meaning that prices 1night h.av,e to b e higher. 

The competitive market process 
How firms in concentrated markets be ave 

Price competition 
Firms in concentrat d nurke·t:s a.r likely to benefit fr-01n eco.non1.ies of scale, 
which reduc~ their average costs of production such that fir1ns rnay be able 
to reduce prices while still being able to n1ake a supernormal p:rofi.t. 

These firn1s, n1ay, as we have seen also he able to n1ake use of these 

profits to re-invest into research and developn1ent in order to co1ne up 
·v.rith .n,ew i nnovative products and 111,ethods. of production. This, can lead 

to a dynamic efficiency v,.rhich leads to a reduction in the· fir1us costs 
at ,every given output level. Againj this can allow firms to reduce prices 
·while still b,eing able to n1ake a sup ernorn1al profit. 

If a. firrn wjshes to take n1arket share fron1 rivals, it tnay initiate a price 
war, ,vhereby one firm begins. by undercutting others. This ·\vilt 
howev,er, tend to reduce the profits ,earned by all firms and is therefor,e 
often only used as a last resort. 

Natural mono po Ly : a market 
wher1e a s ingle firm can 
benefit from continuous 
economies of sea le. 

Price competition : reducing 
the pric1e of a good or 
service in order ·to make it 
morie attractive than those 
of compe.tito rs. 

Dynamic efficiency: 
improvement in productive 
efficiency over t ime. 

Price war: where firms 
in an industry repeatedly 
cut prices below those of 
corn petitors in order to w in 
market s.ha re . 

AQA AS/A-Level Year 1 Econon1ics .45·: 
.... ! ··.• 



Non-price compet1ti n 
Firn1s in highly conc,en.trated rnarkets con1pete vigorously on the basis 
of £actors od1e:r than price. This is, because any attempt by one firm to 
under,cut the pri,c,es of its rivals 1na.y spark extreme pric,e con1petition 
- a price \.va.r - which can damage the profits of all firms involved. 
For example, quality of service can attract cus.torners to give a fu1n 
r,ep,eat business. A number of rnajor car r,etailers _pride therr1s,elv,es, on 
high-quality after-sales service to maintain a strong consum,er ]oyalty. 
Sin1iJarly, the major sup,ermarkets n1ake ,extensive us,e of customer loyalty 
cards,. In return for exchanging commercially valuable infor111.ation "'~ith 
the supermarket, consun1ers build llp points that give special offers. 

Exa:m practice 

Non-price competition: 
competition on the basis 
of product features 
othe·r than price. such as 
q ual.ity, advertis ing or 
after-sa les service. 

1 Exp Lain tw·o reasons why you think some firms may seek objectives other than prof it maximisation. [4] 
2 Identify four main features of perfectly , .ompetitive markets. [4] 
3 With the help of a diagram, explain how price, is determined in a competitive market. [8] 
4 Using a supply and demand diagram, explain what would happen in the market for wheat 

following the entry of several new firms. [8] 
5 With the help of a diagram, explain how price is determined in a concentrated market. [8] 
& Using the table, c,alculate the market share of the top five firms in the UK banking market. [2] 

Market shares held by selected high street banks in the UKj 2014 

Market share (0/o) 

Lloyds 15.6 
Barclays, 13.2 

NatWest 11.4 

HSBC 11.2 
-
Santander 10.1 

Halifax 9.1 -
Nationwide 6.2 
Bank of Scotland 4.2 

Royal Bank of Scotland 3.8 

Co -operative Bank 2 .1 

Source: GfK/NOP 

7 (al How would you expect existing firms in a highly concentrated market such as petrol stations 
to behave,? [4] 

[b] How· might the existing firms respond to the threat of a potential new competitor? [4] 

Answers and quick quizzes online 

Summary 
You should have an understanding of: 
• The meaning of market structure. 
• The main types of market structure. 
• The features of compe,titive marke-ts and 

perfect corn petition. 
• The features of concentrated markets 

and monopoly. 
• Monopoly and monopoly power. 
• Obje·ctives of firms. such as profit maximisation. 

• How prices ar1e determined in ,competitive 
markets. 

• How prices are determined in monopoly' 
markets. 

• How· bar r iers to entry influence market structure. 
• Concentration ratios. 
• How firms, in co nee ntrated markets compete 

on the basis of price and non-price methods. 
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5 The market mechanism. market 
failure and government intervention 
in markets 

How markets and prices 
allocate resources 
The functions of prices 

The prict: 111echattisn1 has four key functions in a fre.e market econo1ny: 
1 T h e rationing function: as priot:s rise, excess demand is rcn1ov,e;d 

and only those consun1.,ers with the ability to pay are able to purchase 
the good. 

2 T h e signalling functi,01:1: prices provide important n1arket signals 
to 1narket participants e.g. to p.roduc.ers to ,eicl'ler increase or 

decrease production. 
3 The ·incentive function: incr,eased prices strengthen incentives to 

firn1s to produce nJore in order to n.1ake a profit. 
, The allocative function: the allocative function acts to divert 

reso1u·ces to ,vbere they can 1n.axi111ise their returns and a,vay fi:on1 uses 
where they do not. 

When any of these key functions of prices breaks down; inarket failure is 
said to occur. 

The rationing function of prices means that : 
Changes in prices provide information to producers and 
cons.umers about changes in demand and supply. 

8 An increasre in prices will encourage more firms. tor enter an 
industry. 

C When there i's a shortage of a product, prices w ill rise and put 
some consumers off buying the product. 

D A rise in pri,ce will worsen any shortage of a product. 

I 0 

The meaning of market failure 
Market failure o ccurs whenever a n--i.arket leads to a misallocation of 
n.=sourc,es. - in other \\-"'Ords., when a market fails to achi,t!"Ve productive 
efficiency, allocative .efficiency or equity. 

Market failure can be con1.plete or partial. Complete market failure 
o ccurs when the free n1arket fails to create a nu:rket for a good or service 

(i e. a rn.issiing n~arket). A pri1ne exan1ple would be for so- called 'public 
goods"' such as lighthouses, since everybody "\Vould hav,e an incentive to 
·Vi.rajt for sou1ebody els,e to provide the1n. Partial market failure arises 
VtJThen .a n1arket e..1cists, but does not provide resources in the optitnum 
quantities, i.e. there is either over-production/.consun1ption or under­
production/consun1ption of a good or service. 

Rationing function : 
increasing prices rations 
demand to those most ab l.e 
to afford a good or service. 

Signalling function : 
prices provide 
important information to 
mark1et participants. 

Incentive function : prices 
cr,eate incentives, for market 
p.articipants to ch.ange their 
actions. 

Allocative function : the 
function of pr ices that acts 
to divert resources t io where 
returns can be maximis,ed. 

Market failure : when the 
f ree market leads to a 
m isallocation of resources . 
1n an economy. 

Complete market failure : 
when the free market fails 
to ere.ate a market for a good 
or service. ,also referred to 
as a missing market. 

Partial market fa i Lure: 
when a market for a good 
or service exists, but it is 
consumed or produced 
in quantities that do not 
maximise economic welfa re . 
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2 Partial market f aiLure exists when: 
A. product is both nqn -1exc ludable and non- rival. 
There is excess supply in a ma rket at the current market price. 

C A market exists but there is under -production. 
D The market can only be competitive w'ith gove·rnment subsidies . 

r on 1 

Public goods, private goods and 
quasi-public goods 
Public goods are th ose that poss,ess t,vo key charact,er istics: they are non­
excludable and non-riva l. 
• Non-excludable means that non-paying customers ,cannot b e 

,excluded from consuming a good~ once it has b een produced. For 
exan1ple, once a lig hthouse h as e111.itted its beam of light, all ships i.n 
the vicinity can use dtis light to avoid rocks and other l1az.ards at sea .. 

• Non- rival means that one person's ,e.njoyn1cnt of the good does no t 
din1inish another p,t;rs,on's enjoyment of the good . For exan1ple, one 
p rson. lis.nm.ing to a radio broadcast does not dimin ish t h e quality o f 
.radio signal to any o th r listener. 

A good is non-excl.udable if: 
its price is zero 
it is supplied by 'the government rather than the free market 

C it is not possible to prevent non-paying customers from 
enjoying it 

D one pe rson's, use affects the quantity available for others 

The free-rider probl m 
PubHc goods ar·e an exa1nple of co,mplete n1arket failure.~ as the fre·e market 
would h ave no incentive to provide them. For exa1nple, in the case of sea 
defences such as flood protection, coastal hon1eov{ners ,Nould have an 
incentive to wait for their neighbours or others. in a similar situation to 
fund the flood protection and thus it will not be provided at all. T h is is 
referred to as the free-rider proble1n, since ind ividual consum ers hope to 
get a ' free ride' without paying for the benefit they enj oy. 

Private goods 
Private goods are the opposite of public goods 1 i.e. they are both 
excludable and rival. This rneans that non-pay,ers can be excJuded frotn 
consuming a good and consun1ption by one pers.on d i.m.inishes th.,e 
enjoy1nent of the good by another. For exa.mpl,e, if you eat a slice of pizza, 
anoth,cr person cannot also enjoy tha·r slice. 

Exam t ip 

Make sure you understand 
the di ff ere n c,e between 
complete and part ial 
market fai Lu re. 

Public good : a good tha t is 
non-excludable and non ­
rival in consumption. 

Non-excludable; where it 
is not possible tio pr event 
non-paying customers from 
consum ing a good. 

Non- rival: where one 
per son's enjoy m ent of ,a 
good does not diminish 
another person's enjoyment 
of the good. 

Exam tip 

Make sure you understand 
the two key characteris t ics 
of public goods . 

Private good : a good that 
is rival a nd e xcluda ble 
in cons,umption. 
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Quasi - public goods 

Quasi- (or nea-r) public goods ate thos,e that possess son1e but not all, 
characteristics of a public good. For exa111ple, they tnay be partially 
excludable., or partially rival. epending on location and thne of 
day, roads rnay be considered private goods, qL1asi-public goods or 
public goods. 

Ex ernalities 

Externalities a.rt; the knock-on effects of cconon1ic tran.sactioos upon 
thitd parties. T her,e ar,e 111any instanc~s ·,vhe£,e the actions of individual 
consun1ers or produce£s have consequences that affect oth er s. 

Pos,itive externalities in production 

Positive externalities in production occu r ,vhen the actions of firn1s 
have \vider benefits to society. For example, ·v,thcn a new airport .runway 
is built there 111ay be positive knock- on effects in. tern1s of increased 
tour isn1 revenue to UK f ums and an increased anracr:ive nc ss to the u ·K 
for foreign inv,estn1ent. In this. cas.e, it is said that the private costs to the 
firm are greater than the costs ·co society, as shown in Figu.re 5.1. 

Price/cost 
of runway 

0 

S1 (private 
supply curve) 

S2 (social 
supply c:urve) 

Quantity of 
runway capacity 

Figure 5.1 Positive externalities in production 

he private costs in this. case a.re given by supply curve 
1 

while social 
costs are given 'by supply curve 2 • he vertical distance between the t,vo 
supply curves. shows the ,external be11efit from the building of the runway. 
The free market quantity of runway capacity would be Q

1
, at price Pi. 

The free 1uarket would thus lead to underproduction of Q
2 
-Qi as the fre,e 

market would be unlikely to take into account the full benefits. to society. 

Positive e ternalities in consumption 

Positive ,externalities in consumption o ccur when the actions of an 
individual consumer have positive knock-on impacts on others in 
soci,ety, i.e. external benefits arise. An individual vvho adopts a healthy 
lifestyle and gets regular 111edical check- ups n1ay be expected to take 
fe\-v,er days off work throug h illness and he more productive than 
somebody who does not. As such., th~y n1ay r,i;;quir,e less ov,erall 
governn1ent health spending over the course of their lives a.nd may 
contribute to a higher S'tandard of Jiving tor the nation as a whole. 111 
such cas.es, socia l benefits xce,ed private benefits, as shown in. 

.RE-VISEDI 

Quasi -public good : a good 
which exhibits some, but not 
all, of the characteristics 
of a public good. i.e. it is 
partially non-excludable 
and/or partially non-rival. 

REVISED 
I 

Externality: a knock-on eHect 
of an economic t ransaction 
upon third parties. 

liiii'I 

Positive externality : 
A positive knock~on effect 
of an 1economic t r ,ansaction 
upon third parties, also 
known as an exte rnal benefit. 

Private cost : the cost to an 
individual producer involved 
in a market t rans action. 

Social cost: the total of 
private cost plus external cost 
of an economic transaction. 

Social benefit: the total ot 
private benefit plus external 
benefit of an economic 
t r,ansaction . 

Private benefit: the benefit 
to an individual consumer 
involved in a market 
t ransaction. 
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Figure 5.2. In a fr,ee n1arket with no governn1ent intervention, 
there will be under-consumption of goods with positive 
ext,ernaHties. In other words, den1and is too low. There is overlap 
with the concept of a n1erit .good. 

?2 

s 1 

In the dia,grarn, demand curve Di reflects C:be private benefits 
of ext::rcisc and a healthy lifestyl,c,. However, the full benefits 
to soci ty of all citizens pursuing a healthy life;styl , sho,vn by 
demand curv,e D,,., are not fully appreciated and thus there is. 

P1 --/ ! ~ D2 (1odal 

D 1.,.. • ho ,benefit curve) 
1 """riva i.e 

benefit curve) 
,ir 

under~consun1ption of~ -Ql' 0 Qua nt ity of exercise 

l=i g u re 5~2 Pos it ive externa li t ies in 
consumption 

Positive externalities are present if: 
social co,sts exceed private costs 

B private benefits exceed priv,ate costs 
C production leads to private benefits 

private benefits are less than social benefits 

r " 1 

Negative externalities in production 

Negative ex tern a Li ties in production n"'lay aris,e if a firn1 fails to take 

into account cl'l!e wider negative unpacts of their activiti s upon society, 
i.e. there ar,e ,external costs. A coastal oi] :refinery not obliged to account 

for its wider in1pact 1nay pollute the atn1osphere and local heach,es 
,vith its emissions and was.t,e products. This ,vill clearly have negative 
consequences for groups beyond the owners of the factory~ including 

health and environn1ental consequences. In these situat ions social 
costs exce,ed the private costs of production (such as raw materials and 

\vages). The nurket failur,e arises because output is greater th an the social 
optitnum and the pric,e is too lovil to take full account of all costs of 

production including external costs, as shown in Figure 5.3. 
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Figure 5. 3 Ne gative externaUt ies in production 

REVISED I 

Negative externality: a 
negative knock-on effect 
of an eco,nomic transaction 
upon third parties. a lso 
known as an exte r nal cost. 
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Neg tive ex ernalities in consumption 

In this situation individuals. consume 'too mud1' of a product, as. shown in 
Figure 5.4, and the be-nefits to the individual consumer exceed the benefits. 
to society. In the case of goods such as less-hea]thy foods, alcohol tobacco 
and drug5, individual ,consun1ers/users fail to appreciate that society 1nay 
not benefit as. 1nuch from their consumption. Indeed., information fai Lu re 
may explain son1e of the ov,er-consu1nption of such goods if people 
becorne intoxicated or addicted and less. able to 1nake 'rational' d,ecisions .. 
Thus there is overlap with the concept of demerit goods. 

0 

s, 

Exie rnali costs 

~ D1 (p/Nate 
benefit curve) 

D'2 (soda I . 
benefit curve} 

02 Q , Qua ntity 

Figure 5.1. Negative externa li ties in cons umpt ion 

.RE-VISEDI 

Information fai Lure : a 
source of market f ai lur,e 
where market particip,ants 
do not have enough 
info r mation to be able to 
make effective judg,ements 
about the ·correct' levels of 
consumption or production 
of a good. 

Exam tip 
--- -- - --

Make sure you can draw 
accurate diagrams to 
illustrate positive and 
negativ,e exte r nalities. 

Which of the products below· has a market price which most accounts for neg.ative externalities? 

A 15 5 16 

B 20 2 22 

C 12 10 13 
D 16, 7 21 

n r n 1 

Merit and demerit goods 
S01nctin1.cs., society judges. that son1~ goods or services are either und,cr­
consu1ned or over-consumed. Goods that are under-consumed in a 
free n1.ark,et arc kno""' .. n as merit goods, whit~ those that ,vould be: 
over-co11sL11ned are known as demerit goods. 'Un.der-consumptio11, 
and 'over- consun1ption' in this sense are norinative, subjective terms 
that involve value judge1nents being n1ade by the govern1n,ents of th 
countries concerned. 

Merit goods 

Classic exa1nples of ruerit goods include education and bealthcare1 

though several other goods and services n'lay fit the criteria outlined 
below,, in.eluding: 
• ,exercise 

• car insurance 
• healthy foods 

Merit good: a good that 
w·ould be und,er-consumed 
in a tre,e market. 

Demerit good : a good that 
would be over-cons,umed in 
a free m,arket. 
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There is some overlap behveen the concepts of a merit good and a 
positive externality in consumption. 

Merit goods would be under- consun1ed in. a free market, for sev,eral 
possible r,ea sons: 
• People are not av.rarc of ·th~ potential private benefits. to th,emselv,es 

from consun'ling the 1ncrit good, esp~cially in the long t , r1n. In the 
case of · ducation, it is. very difficult for son'le individuals to appreciate· 
fully the benefits to th~mselv-,es fron'l .attendh1g school or coll ge for 
s,everal yt!ars; it can be hard to s,ee th(;! relevance of parts of a standard 
curriculu1n to thc.;ir daily liv,e~. This is an exan1ple of i11forn1ation 
failure, \-v"'hich n1~ans that one, or both, parties to an economic 
transaction do not possess all the inforn1.ation ·they need to n1a.ke an 
accurate decision, or they are not aware of how to use the inforn1ation 
available. In terms of education, people n1ay not see pers.onal benefits. 
such as increased productivity and e1nployability, leading to higher 
,earnings over the course of their lifetime. 

• People n1ay not be able to afford the product. It ,voLild cost an 
individual several thousands of pounds per person per year to fund 
their o\.vn education and .tnany would n.ot be able to afford this. 

• People rnay not take into accour1t the '\vider benefits to society of 
their use of merit goods. These wider benefits can b,e seen as positive 
·externalities and n1ay includ,e, in the cas,e of ,education a greater ov·eraU 
standard of living for society as a result of high,er output and inc:reas,ed 
innovation. Individual consun1ers are not, however,. r ,equir,ed to take 
these into account. 

A merit good I such as education is: 
non-excluda ble with positive exter nalities in production 

B non-rival with positive externalities in consumption 
C rival w·ith positive externalities in production only 
D excludable with positive externalities in consumption 

n r " 

Demerit good 

Demerit goods include 'recr,eational' drugs., such as alcohol and tobacco., 
and other aspects of an unhealthy lifestyl~ such as fatty., sugary foods. 
0 ,emerit goods arc those· that would be over- con.s.u1ne,d in a free n1arket., 
arid often giv rise to negativ~ ext,e:rnalities in consun1.ptio.n. 

O ,en1erit goods are over- consun1.ed for a nun1ber of reasons: 

• People 1nay not be aware of the daniage to their· health arising fron1. 
consun1ption. For ,exan1ple., in the case of sn1oking cigarettes~ people 

are not aware of or choose to ignore the various sn1.oking- related 
illnesses. This is another e-1{an1ple of inforn1a.tion failure. 

• Goods are too cheap and so peop]ie can too easily afford tl1en1, or they 
are too acces.sible. For example., sonu." people are concerned that strong 
alcohol is too cheap and too easily available, even to the under- aged. 

• Individuals do not take account of the V\7ider external costs. associated 
with their consun1ptio11. For ,exainple, cigarette s1noking by one person 
111ay inflict health da.111.ag·e on odi,,ers in the vicinity. Sin1ila.rly~ ,excessive 
drinking by c,ertain groups 1nay lead to antisocial beha:viou.r ·v,.rhich 
111ay create noise or other disturb·ance to others outside the group. 
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Market imperfections 
Economists oft,en make us,e of theoretical 'perfect' n1.arkets in order to 

n1..ake cou1parisons with nllarkets in reality. Perfect n 1ark:ets have rhe 
following features: 

• perfect information 
• no barriers to ,en.try and exit 
• homogeneous p t~oducts and factors of production 

• large numbers of buyers and sellers 
• perfect mobility of factors of production 

Thes,e £eatur·es are clearly untealis·tic and real-life· markets tend to have a 
range of ilnperfections as outlined below. 

Imperfect and asymmetric information 

Imperfect information exists when eco11ornic a.gents (consu1ners, 
e1nploye,es, producers or government) do not kno,v ev,eryd1ing they 
ne,ed to know in order to rnake a fully infor1ned decision. Individual 
consumers n1ay not be fully a,vare of the positive and negativ,e 
consequenc,es of their us·e of c,ertain goods., especially in th-e long term. As 
a r ,esult t~1ey n1.ay consurne insufficient or excessive an1ounts. in 'terrns of 
maxirrtising the overaJl '\-v,elfare of society. 

Asymmetric information is a similar co·ncept hue hnpHes that one 
economic agent knows 111ore than another, giving that agent n1ore poVv .. ~r 
in the· decision-making pr-ocess. A good xampl of this is in the 1.narket 
for second- hand cars, where the seller often k11.o\-vs whether or 11ot 'the 
car is in full ,,,torking order. U .nless d l.e buyer knows what he ot she is 

looking for,, tht: only signal they n.-iay hav,e as to the quality of th·e car is 
the price. Being a\Vare of this, the seller will p.rice good and bad ,exa1nples 
of the san1e ca.r at similar prices n1:aking it ev,en more difficult for 
uninforn1ed buyers to 1nake favourable decisions. Unscrupulous producers 

may thus exploit consun1ers. Appropriate govern1nent .intervention h ere 

may be designed to i:tnprove the quaHty and r eliability of infor1uation 
held by economic ag,ents, and to red1·ess th.e i1nbala11.ce in the case of 
asy1nu1etric information. 

Monopoly 

Monopoly is an extren1e exan1.ple of a n1arket structure that in its pure 
forn1, n1e3.ns that only one firm supplies a n1a:rket. In a free n1arket 
,vithout government intervention, a n1onopoly producer h as no incentive 
to be econon1ically efficient, since there are no rival finns to take its 
1narket share. This is because of significant barriers to entry to the 
1narket such .as product differentiation and large e,cono1nies of scale. 
This means. that consu111,;ers wilJ not benefit from d1,e lowest prices~ or 
ha.ve a choice of products. Thus th,e 1narket failure leads to productive 
and allocative ineffici,ency and possjbly reduced choice for consun1ers, an 
equity is.sue. 

NMH 
Imperfect information : 
when economic agents 
do not know everything 
they need to, know in 
order to make a ful ly 
informed decision. 

Asymmetric information : 
a source of information 
failure where one economic 
agent knows more than 
another, giving them 
mor1e power in a market 
tr,ansaction. 
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A. highly competitive market is taken over by· a monopoly pr1oducer. Th is may result in: 
lower costs 
Lower prices. 

C lower profits 
D Lower research and development 

r on 1 

Immobility of factors of production 
Factors of produ,ction, espe,cially lahollr are 1H1.likely to be perf~ctly 
n1obile bet\.-v,een diff~rent uses or occupations. For exan1.ple, a former 
steel worker n1.ay not find it easy t-0 switch quickly to , ,,lorlcing as an IT 
consultant, since he or she 1nay lack the specific skills. and qualifications 
requir,ed. This is referred to as occupational immobility. 

In addition individuals may not be aware 0£ or easily able to 111ove 
to, '\vhere jobs exist. For exan1ple an [T consultant currently living 
and working in the north of England 1nay not be able to afford 
accommodation in London or the southeast of the country; and so 
nuy not be able to obtain a promotion in their field of work. It is also 
possibl,e that d1,ey have dependent rela.tiv,es in th,eir cur.r,ent Jocatjon 
and so n1ay not ,vish to leave their ho1ne city. Tbis ,voidd lead to 
geographical immobility. 

Which one of the following is most likely to lead to immobility 
of labour? 

government s.ubsid ising training courses 
regional ditfe·rences in house prices 

C improved information about job availability 
D government subsidising public transport 

ro 

An inequitable distribution of 
income and wealth 
Equity is the notion of fairness in the allocation of econo1nic r,es.ource·s. In 
a n1arket ,economy, \Vith no governn1ent int,ervention., thos.e individuals 
with the greatest ability to pay, i.e. the highest incon1c:s, will tend to hav,e 
access to the greatest share of resolu··c,es .. 

Different conon1ies around the world and over titne hav taken a 
range of vie,vs. about "\.vhat level of inequality is acceptable. Free n1.arke t 

capitalists would argue that inequality creates useful incentives an1tong 
econo1nic agents that positively influence overall national inco1ne and 

can 'trickle down' to poorer .1nen1.bers of society raising overall living 
standards. Critics of free market capitalistn 1night s.ay that inequality 
creates social tensions between the relatively rich and poor, leading to 
reduced living standards. 

Occupational immobility : a 
source of factor immobility 
1hat means workers find it 
difficult to move between 
occupations for reasons of 
lack of desirable skills. 

Geographical immobility : 
a source of factor 
i mmobi Uty that means 
w·orkers have difficulty 
in moving to locations 
where jobs. are available 
for reasons such as a lack 
of affordable housing or 
family commitments. 

Equity : the notion of fai rness 
in society. 

Inequitable distribution of 
income and wealth : wh 1en 
the way in which income and 
w·ea lth are distributed in 
society is considered unfair. 
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Government intervention 
in markets 
Rea ons for governmen interv ntion 
The! fre,c .ma,rke;t often fails to achieve an fficic:nt or equitable allocation 
of resources. Cases such as ov . r-co11.sun1.ptio11. of certain d merit goods 
and th potential .hilting of pric s by n1onopoly firnis provide justif1cation 
for some fot1n o.r fortns of intervention. 

Howev,er, reasons for govern1nent interv,ention are not solely 

n'licroeconomic. The government has i1nportant v.rider 1nacroeconon1ic 
objectives that are focused on i111.proving the overa11 performance of the 

UK econon1y and living standa:rds for the population as a v.1hole. 

o the 1nai n reasons for govern 1nent intervention a re to: 
• correct any n1arket fai lure 
• achi,eve a fairer (or n1ore equitable) distribution of inco1·ne and w·ealth 
• a:chieve the governmenes macroeconomic objectives for the econon1y 

Indirect taxation 

Governn1ents can us.e indirect taxes to :alter d1e supply of certain goods 
or servic,es. Indire,ct taxes have the effect of increasing the costs of firms., 
·which n-i,eans they lead to th,e supply ,curve shifting leftwards. 

The goven'lmen:t can use t\vo different types of indir,ect taxation: 
1 Sp,ecific~ or unit taxes - these involve a fixed a1nount being added 

per unit of a good or s,ervic,e, such as that on bottles of alcohol. 
2 Ad valorena. taxes - these involv,e adding a percentage of the price of 

a good or service~ for ,example VAT at 20% would add 20p to a product 
cos.ting £t, but £20 ·to a product costing £100. 

M¥4-M 
Indirect tax: a tax on 
spending, sometimes used 
to reduce consumption of 
demerit goods,. 

The i1npacts of the tivo different types of indirect 
tax art: shown in Figllr·e 5.5. 

(a) Ad va lorem or percentage t.ax (b) Specific or unit tax 

Advantages of using indirect 
taxation 
Indirect taxes a:re often plac,ed on goods that have 
inelastic den1and. This means that strong tax 
r,evenues can be g~ined for governments., VvThich can 
d1en be assigned to specific areas of spending such 
as healthcare. 

0 Quantity O Quantity 

figure 5~5 Indirect taxat ion s hifting a s upply curve 

Use of the pric,e n1 .. ecbanisrn leaves it up to consun1ers and producers to 

decide how to adjust their behaviour. 

Assun1in.g govern1nents have applied tht: correct rate of taxation, cll:e tax 
helps to internalis,e an eXte.r nal cost, i.e. to reflect n1ore accurately the 
iinpact of a negative ext·t!rnality on price and quantity. 

Disadvan ages of using indirect taxation 
Because indiflect taxes are often placed on inelastic goods the quantity 
de1nanded 1nay not fall very inuch un]ess. the tax js very large, which 
reduces the in1pact of the tax. 
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In practice, it can be extre1n,ely difficult to place an accurate monetary 
value on ext,ernal costs, which n1akes it aln1ost it·npossible to correctly 
'int,er na Use' a neg-ative externality. 

I11dir,ect taXt;S ·tend to be regressive in nature, \-Vhich means they take a 
larger perc~ntage of a poorer person's income. This may be seen as unfair. 

UK fir111.s n1.ay be concerned that their international con1petitiveness 
may be reduced by th,e hnposition of indirect taxes which increase their 
production costs relative to thos,e· of foreign con1petitors. 

Subsid ies 
Subsidies are government grants paid to producers to ~ncourage 
increas,ed production of certain goods or services, s.uch as nrerit goods. By 
reducing the price of specific goods or services, the governn-:1ent is a lso 
otte1upting to increase theh:- consumption. Subsidies can also be used to 

pro1not,e the use of products 1i,vhich reduce extern al costs, such as p ublic 
transport. Granting a government subsidy has the effect of shifting the 
supply curve to d1.e ri,ght. 

The impa,ct of a subsidy is shown in Figure· 5.6. 

Advantages of using subsidies 
Subsidi,es on merit goods. can increase their consumption. bringing the 
equilibriun1 quantity clos,er to the socia] optin1urn; helping to internalise 
the external benefit. 

Subsidies reduce the pric~ of a good, making it more affordable for those 
on lower incomes, so r,educing tht: effects of relative poverty. 

Disadvantage of using subsidies 
As in the case of taxing negative externalities,, it is extr,emely difficu lt 

in practice to place an accurate 111onetary value on th e siz,e of 
ex tern al benefits. 

Funding for subsidies carries Qll opportunity cost: i.e . th.e money co uld 
have· been spent on other things such as building new hospitals or roads. 

Firn1s receiving subsidies may become r,eliant on then1 encouraging 
productive inefficiency and laziness, and reducing international 
co1upetitiveness. jn the long run. 

Subsidies for UK firms may be viewed by foreign governments as a torm 
of artificial trade prot,ection, encouraging them to retaliat,e by erecting 
their own fortns of protection. 

If sllhsidies, .. re plac1ed on goods or services with inelastic demand, they 
n1ay r ,educe price but not significantly increastz co11sUlllptio11. 

A igovernment subsidy: 
leads to a rise in the e-q u ili brium price of goods 
shifts the supply curve of a good L,eftwards 

C leads to an increase· in the equilibrium output of goods 
D reduces thie price elasticity of demand of goods 

r n 1 

ldfUi·I 
Subsidy: a payment made· 
to prod ucer.s. to encourage 
increased production of a 
good or service. 

S.upply before 
subsidy 

0 

/ 
Supply 
;;fter 
subsidy 

Quantity 

Figure 5.6 A subsidy 
s h if ting a supply curve 
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Minimum prices 
Minimum prices ate price floors that establish a legal level below which 
prices are not alJo,ved to fall. Exa1nples of this intervention include the 
setting ofa National Mi:nin1utn Wage and guaranteed minimum prices 
_paid to farmers for their a.gricultural productsf such as with the European 
Union's 01nm.on Agricu1tural Policy (CAP). 

The hnpact of a minimum price is sho"\\7n in Figure 5. 7. A 
minimu.m price (P 

1
) s,et a.hove the fr,ee n1tairket price (P*) 

for a good will create ,excess supply, equal to Q~ - Q
0

, as 
shmvn in th,c diagram. 

Ad antages of minimum prices 
T hey ;giv--e produc,ers a guarantt=ed n1in i111u n1 price and 
incom-e, which helps to generatt! a reasonable standard 
of living, such as in the ea.Sc of farn1 rs il1 less dev~loped 
countries. 

0 

.RE-VISEDI 

Minimum price: a price 
floor placed above t h,e free 
markre·t equilibrium price. 

Price ~loor (or 
mrnimum price) 

-99•~~---•-e~---~---~---• : ~re@ market ,priice 

~ : ~ 
Demand 

Quantity 

They encourage production of ess,e.n rial produc ts such 

as the foodstuffs produced by EU farn1ers covered by the 
CAP. 

Figure 5.7 The effect of a minimum price 

Excess supplies 111ay be bought up and stored; to be released in ti.n1es of 
future shortage. 

Dis dvantag -s of minimum pric s 
Consu1n ,ers must pay a higher price, reducing their d isposable income. 

T hey c~u1 encourage over- production, especially in the:- case of the CAP, 
which is an inefficient us,e of resources. T his excess supply n1.ay need to be 
put into storage, ,vhich generates further costs. 

If gove:rninents or oth er authorities .hav,e to purchase excess supplies 
this l,eads to opportunity costs, i.e. these funds could have been 
used elsewhere. 

They 1nay r,educe international co111petitiveness if the price is raised above 
those of foreign con1petitors. 

In the case of interventions to r,educe the affordability of d,en1erit goods, 
such as hard drugs or alcohol, they tnay encourage people to seek cheaper., 
potentially more har1nful alternatives leading to govenunent failure. 

Maximum 
. 

rices 
A maximum price is an up,p,er li1nit, or price 1ceiling, above which pri,ces 
are not p·ermitted to rise. The justification for d1eir· use is usually that the 
fre,e 1nark,et equilibrium price "\vould be too high for n1a11y consu1nersl 
leading to probletns of r ,educed affordability. Examples include rent 
controls i:n densely populated cities, and 1i1nits on the· ability of utility 
co1npanies to rais.e their price above the rate of inflation. 

T he impact of a 111.axin11-1m pric,e is shown in Figure 5. 8. A maximun1 
price (P

1
) set below the free ll'lark t p-rlc,e (P*) for a good ,vill create 

excess detnand, equal to Q
2 
- Q

1
, as shown. in the diagran-ii.. 

Maximum price : a price 
ceiling a bove which prices 
a re not permitted to rise . 
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Figure 5.8 The effec:t of a max imum price 

Adv ntag s of maximum prices 
Without a tnaximun1 price, so.me people would not be able to afford 
certain goods and servic,es, for exan1ple son1.e prescription medications. 
Thus maximum prices promote equity or fairness. 

They can reduc,e the ability of firms with n1onopoly pow·er to exploit 
consumers through charging hjgher prices. 

Disadvantages of maximum prices 
S01ne people who want a good or service will simply not he able to 
obtain it, leading to frustration aud dis.satisfaction. 

The creation of e_xcess de1nand implies queues .. s.hortages and ""~aiting 
lists which in the cas,e of inarkets such as healthcare in the UK can have 
serious implications. 

Maxirnum prices rnay l,ead to the ,establishment of black n1arkets for 
goods and services.1 such as s.econdary n1arkets for n1usic and sporting 
event tickets. 

Direct provision 
ometim,es. a gov,ernn1ent 1night take the vie,,v that provision of a good or 

service cannot be left to the free n1arket at all, since it rnay be provided in 
insuffici,ent or e..iccessive quantities. (in the case of 1nerit and detnerit goods) 
or not at all (in the case of public goods). Typically, the government will 
organis,e provision of the product in question, ·then raise the necessary 
funds out of tax revenue. The government its-elf need not produce the good 
or service; it m .ay pay a private se·ctor firm to do this., ,vholly or partially. 
For example., it may pay a construction firn1 to build a new school 

Generally, thes,e goods or s,ervices may b e fr,ee or nearly fre,e., tat the point 
of consu111.ption', so individuals do not have to worry a.bout making a 
payni.ent ,every titne they .att 11.d state school or r ,equir,e m edical treatn1ent. 

Regulation 
Regulations are rules or laws used to control or restrict the actions of 

economic ag,c:nts in order to reduce n1ar~et failure. 

Exa1n.ples of regulations use-d to tackle market failures include: 
• ban:nin.g sn1oking in public places 
• a n1inin1u.m legal age to drink alcohol 

Exam tip 

Practis,e drawing accurate 
minimum and m.aximum 
price diagrams and 
illust rate how they may lead 
to excess, supply and excess 
demand respective ly. 

Typical mistake 

Getting maximum price and 
minimum price the wrong 
way round. Remember that 
a maximum pri,c:e is intended 
to stop prices rising too 
high and a minimum 
price is, intended to stop 
prices falling too low. This 
distinction is often tested in 
m ulti plre-choice questions. 

Regulation : rules or laws 
used to control or restrict 
the actions of economk 
agents in order to reduce 
market failure . 
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• rnaxitnun1 ,en1issions levels on new cars 
• nois,e thresholds on aeroplaues as they take off in urban ar,eas 
• ,establishing green-belt land .around major cities 
• setting up regulatory bodies (s.uch as OFGEM) to restrict the activities. 

of don1inant firms 

If firms or consumers do not adhere to the rules and laws they 111ay be 
punished, tor exa1nplf;; with fines, lhnitatio11s, on trading activities, or 
even in1.prisonn1.ent. 

Correcting information failure 
Governn1ents n1ay atten1pt to int~rv,ene in markets ,vher,e they beHeve 
tha.t. consun1:ers consun1e 1;;ither too 1nany or too few goods or St!rvices 
because of a lack of infor1natio11 about the effects of consumption 
and production. 

Goods wh.ich qualify as merit goods would be under- consun1ed in a free 
market because consmners lack knowledg,e, or are unable to make rational 

decisions, about the benefits of consun.1ption, especially in the long run. 
Conv,ers·ely demerit goods would be ov,er-consutned in a free market, 
again because of a lack of knowledge or ability to Jnake rational choices 
about d1e problems arising fron1 consu1nption. 

Goveminents !'nay us,e a range of 1nethods. to r,ernedy info·rmation failure;; all 
of which will affect the demand for the good or s·ervice in question, which., 
if done succ,essfully; will bring the quantity den1anded closer to the social 
optirnum. Exan1ples of attempts to corr,ect information failur,e include: 
• compulsory lahelling on food, along with traffic-lighting' levels of fat, 

salt, etc. 
• strong health "'arnings on packs of cigarettes 
• TV advertising campai,gns discouraging exces.sive· alcohol consumption 
• the publication of local and national league tables tbr schools and hospi'tals 

There are several dra,vbacks of government au:en1pts to corr et 
infot"11:1.acion fa.ilurt'.: in these ,, .... ays,, howevt;r. For ,examplt:, advertising 
can1paigns often have a high cost .and th.ei.r ,effc ctiven. ss is question,ed, 
particularly chc:ir ability in thr: long ter111. to cause p.:ople to change: thr:ir 
beha.viou£ an1idst the volu111e of information v,lit.h. which consu.nters 

are regularly bon1ba.rded. Indeed, the n1arketing po,ver and skill of the 
wodd ''s leading soft drinks companies sud1. as Coca- Cola 1nay be greater 

than those of individual gov,ernn1:ent atternpts to counter then1 .. 

Government failure 
Government failure is said to occur when governn1ent intervention 
in a market 1,eads. to a mis,allocation of r,esourc,es. There ar,e a .nuinber 
of reasons for government failure, and s,everal causes may exist at the 
sa1ne time. 

Reasons for government f ai'lure 

lnad quat information 
As noted ,earlier, governn1ents often act 1Nith v,ery in1perfect information. 
For example, it is ext,eremely difficult in practice to place an accurate 
monetary value on external costs and benefits. For this reason, the 

REVISED I 

Government failure : when 
government intervention in 
a market reduces over,all 
economic welfare. 
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subse·quent indirect tax or subsidy used to deal wid1 the is.sue is 
unlikely to internalise con1pletely these externalities and lead to the 
s.ocial optimum, or allocatively effici,ent, quantity being produoed 
and consumed. 

Unintended onsequence 
A government seeking to reduce the consu1nption of demerit goods 
such as alcohol 1nay in1pose a nunin1u1n price per unit of alcohol. 
How,ev,er, this 111ay lead to arguably n1ore harn1ful intoxicants such as 
hard drugs beco1ning relatively cheap. encouraging greater consun1ption, 
with associated irnpacts upon health services and policing. R ,educed 
consumption of alcohol 1nay also lead to increased un,en1ployn1ent of 
people ,vorking in the drinks industry. Th,ese consequences n1a:y have 
been unforeseen by the government and so would be considered to be 
unintended. 

Market distortions 
Atte1npts by goven1n1·ents to corr,ect 1narket failure rnay lead to 
inefficiencies surpluses .and shortages. For exan1ple, a maxitnun1 price 
on aspects of healthcare such as pres,criptions may lead to excess den1and; 
"rh.ile a n1i11imun1. wa.ge n1ay lead to an exce·ss supply of·~vorkers. in some 
low-paid occupations. 

Administrative costs 
It is possible that the costs of researching and i n1ple1nenting any 
in terv,ention nl.ay outweigh the benefit of the policy its.elf le-adi ng to 
a worsening of the allocation of res.ources . For example, the cost of 
recruiting and paying a staff of inspectors to enstu:e frrn1s and i ndividuals 
adhere to specific regulations may exceed the siz,e of the external cost 
arising from the 1narket f~ilure. 

Regulatory cap ure 
This is said to occur when the regulato:ry bodies (such as OFGEM in the 
case of gas and electricity suppliers) set up to oversee the behaviou r of 
privatised rnonopolies coine to be unduly influenced by the .firn1s they 
have been set up to n1onitor. This is becaus.e to an ext,ent, the :regulators 
depend upon the existence of do.lninant fi.ru1s in such i ndustries for their 
existenc,e·, and so n1a.y be n1or,e ea·sily S'\.Vayed. 

1 Which one of the f oLLowi ng is an example of government f allure? 
state provision of national defence 

B all subsidies given to firms 
C the 1government allowing the free market to raise the price of petrol 
0 the governme·nt overproducing a merit go1od 

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



Exam practice 
1 Market failure arises whenever firms: 

A make workers requndant 
B increase prices 
C create negative externalities 
D make a loss [1] 

2 The following table shows the marginal private and external benefits and the marg·inal private and 
exte-rnal costs of a product provided by the free market. 

J Benefits/costs 

Marginal private benefit 15 

Marginal external be-nefit 12 

Marginal private cost 15 -
Marginal external c.ost 0 

Government intervention in this market may improve economic welfare bec,ause the product is 
likely to be: 
A an inferior good B a public good C a demerit good D a merit good [1] 

3 Market failure may be corrected if a government: 
A provides public goods 
B subsidises all private sector firms 
C pl.aces an indirect tax on merit goods 
D places a maxim um price on de merit goods [1] 

4 Market failure may best be reduced by: 
A the existence of merit goods 
B reduced mobility of factors of production 
C increasing economies of scale 
D improving the availability of information to consumers [1] 

5 [al Define the term ·demerit good'. [3] 
[b) With the aid of a diagram, explain why individuals may consume too much unhealthy food. [8] 

6 Using a diagram, explain how a government subsidy may be used to correct the market failure 
associated with merit goods. [8] 

7 Evaluate the effectivene·ss of methods, that could be used to tackle the under-consumption 
of merit goods such as education. [25] 

Answers and quick quizzes online 

Summary 
You should have an understanding of: 
• The four key functions of prices. 
• The meaning of market failure. 
• The distinction betwee·n complete market 

failure and partial market failure. 
• The key characteristics of a public good. 
• The difference·s between a public good, 

a1 priv,ate good and a quasi-public good. 
• The concept of an externality. 
• Diagrams showing positive and negative 

externalities. 
• How positive and negative externalitie·s lead to 

market failure. 

• The difference between a merit good and a 
demerit good. 

• How the under-consumption of merit goods 
and over-consumption of d1eme rit goods may 
lead to market failure. 

• The concept of information fa il ure. 
• How monopoly may le·ad to market failure and 

a misallocation of resources. 
• How income and w·ealth inequality may lead to 

market failure. 
• How governments may intervene in markets in 

order to correct cases of market failure. 
• Government failure: meaning and ,causes. 

AQA AS/A-Level Year 1 Econon1ics 
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6 The measurement of 
macroeconomic performance 

The objectives of government 
economic policy 
Any governn1ent wi11 aiin to infl.uence how the macroeconomy perfonn.s 
ov,et· time and will h.ave macroeconomic objectives. These objectiv,es are· 
goals or ain1s that they '\Vish to achieve. Macroeconotnic objectiv,e-s are 
d1e goals a government wants to achieve for the whol,e eco1101ny. 

The tools. and rnethods that are used to influence d1,e 111acroeconomy are 
r,eferred to as economic policies. Tber,efor,e the obj,ectives of government 
econon1ic policy are the goals a govern1nent would like to achieve 
through the manipulation of the various tools it has available to use. 

The 1na.in objectives of goviernn1ent n1a.cro~conomic policy are 
outlined below. 

Economic grow h 

Economic growth measures how n1uch the value of output produc,ed in 
an econo1ny (known as national incon1e) has grov..Tn over a p ·eriod of ti1ne, 
usua.lly over one y,ear. It is calculated as. the percentag,e change in national 
incon1,e over a period of tin1e. 

Price stability 
This is concer11:ed with hovl fast the· av'"crag,e level of prices of a ra11ge of 
goods and services rises over a period of one year. 

Minimising unemp,loyment 

This involves minimising the nun1bers of those of working ag,e who are 
looking for work but are unable to find a job. 

t ble balance of payment on current account 
The balance of payments n1easur,es tbe difference bet\veen the value of 
goods and servic,es sold abroad and the value of goods and s.ervices bought 
fro1n abroad. 

Balancing the bu get 

The gov,ernm.~nt would like the value of gover111ne11t ,expenditure and the 
value of taxation to be the san1e as ,each other so that the government's 
budget is balanced. 

Government's budget: the budget refers to the value of government 
s pending c.o mpa red with the money earned by the government 
through taxation over a period of time. 

Ma croeco n om ics : 
macroeconomics refers to 
the economy as a whole, i.e. 
on a national scale. 

Macroeconomic objective : 
a 190.al a 1gove rnment 
w·ould like to achi ,eve ·for 
the macroeconomy. 

Economic policy : the 
economic tools and 
i nstrume.nts available 
for a government 
to use to influence 
economic p,erformance. 

---

.. r • -
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Economjc growth : the change 
in national income measured 
over a period of time. 

IIIHH 

Sa Lance of pay men s : 
1he record of fi na ncia l 
transactions between the 
UK and the rest of the world. 
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Achieving n equitable distribution of income 
Inco1nes are not shar,ed out equally across households. in the economy. 
Achieving an equitabl,e distribution of income n1eans the gover1unent 
would lik,e to ens;ure that the gap betwe,en the richest and poorest does 
not be,con1e excessiv,ely wide. 

Distribution of income: ho1w evenly incom,es ,are shared between 
indiv iduals and households across the economy. 

If national income in one year was £800 billion and rose in the 
fo Llow i ng year to £820 billion . what was the rate· of 1economic growth 
over this time period? 

n " 1 

Conflicts in achieving these objectives 
Achieving different ,econon1ic objectiv,es sin1ultaneous]y is difficult. This 
is because there is the possibility of conflict arising in atte1npts to achieve 
differ,ent objectives at the satne titne. 

A policy conflict that has occurred frequently conc,erns ·the conflict 
between minjmising une1nploy1n,ent and achieving price stability. Success 
in reducing the lev,el of unemployn1.ent ha.s often come .at the ,e>i.."Pense of 
prices rising at a faster rate and vice versa. 

The conflicts that exist are oft,cll said to exist only in the short tcrn1.. I t is 
suggested that in th long ter1n, it is possible to achi,eve all the objectives 
at the san"l.e tin~e~ ·with no policy conflict. Son1e would argue that there is 

no conflict even in the short ternJ.. T his is open to debar.~. 

Typical mistake 

Do not assume that being unable to achieve an objective means it is 
not worth trying to achieve it. Getting as close as possible may be seen 
as good enough. Economics is about m,aking the best use of scarce 
resoureies or getting as close as poss ible to the best us,e . 

Importance of economic objective 
The following are generally seen as the main prioritie,s among the 
gov1ernn1,~n.t 's ~conon.1.ic obj ctives: 
• econo1nic growth 
• pric~ s.ta bility 
• 1nin.in1ising unen1.ploy1nen.t 

Gov,enunents do not viev.,~ all their economic objectives as equally 
in1.portan.t. They have priorities in terms. of which are considered tnore 
important to achieve. These priorities wiH change as circumstances change. 

For example, after winning the 2015 general election, Ge·org,e Osborne, 
the hancellor of the Exd1eguer, decided to make eliminating the budget 
deficit less of a. priority than it had been in the pr,evious parliament. 

.RE-VISEDI 

Typical mistake 

The· level of national income 
is important but most 
people are more interested 
in the change in the level of 
national income - Le. its 
rate of 1growth. Be careful to 
make it c l.ear wh ich one you 
are talk ing about. 

Policy conflict: .attempts 
to ach ieve one economic 
objective move us further 
away from .another 
economic objective. 

Exam tip 

The concept. of a trade -off in 
achieving multiple objectives 
is a g1ood way of developing 
extended answers - and 
a w ay of evaluating the 
success of a policy. 

MHH 

Exam tip 

The conflict between 
obje ctives in t he short 
term may not exist in the 
long term. 
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in1ila.rly, son1e objectiv,es have become less important over time. For 
example achieving a stable 'balance of pay1nents- on current account is. no 
longer seen as in1portant as it was up unti] the 1970s. 

Macroeconomic indicators 
In order to assess how close we· ar,e to aclueving econo1nic objectives i.ve 

have to ex:amine the data fron1 a range of 111.ac.roecon.01nic indicators. 
These indicators each focus on an economic variable that n1.easures 

eco1101nic perforn1ance. The niain econon1ic indjcators ar,e outlined below. 

Real gross dome ic product (GDP) 
Gross domestic product (G'DP) is a measure of the national income of 
an econo1ny. It is based on the value of all inco1nes earned in aJl economy 
ov,er a period of time (data are produced every quarter., though the yearly 
figute is the one that attntcts n1os.t att,ention). 

Real G P 1neasur,es the value of G P after r,emoving the ,effe,ct of pri1ce 
cl1anges fron1 its value. This ensur,es that an increas,e in G P from on·e 
year to th,e next r,epresents increased output of ,goods and S-ervices rather 
than just increases iu prices. 

Although there is no actual targ,et for growth in real GDP, the 
gov,ern111ent ,vould like· to achieve .a positive rate - usually growth of 
bctw·e,en 2% and 3% per year. 

Gross domestic product: 
the term used widely to 
represent the national 
income of 1an economy. 

National income: the total 
income generated within 
an 1economy over a period 
of time. 

2 If economic growth in 2015 was 20/o but then fell in 2016 to 1°/0,1 what has happened to the level of GDP? 

ron II 

Real GDP per capita 
Real GDP is often used to make co1nparisons betw·een countries in ter1ns 
of the standard of living enjoyed by the population.. 

To n1ak:e compa:ris,ons tnore meaningful, average income per person is 
often used. This is kn.own as real GDP per capita and it is. calculated 
as follows.: 

Rea l GDP pe,r capita (m easu red in real GDP ('to ta L) ( £ ) 

monetary units, e.g. £ s) = popu Lation level 

Real gross domestic product : real variables are those adjusted for 
changes in the level o'f prices, adjusting real GDP national income 'for 
changes in averag 1e prices .. 

Per capita : a variable adjusted to give an .average amount per person. 

11:HHH _ __. 
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Calculate the GDP pe r ca pita of the UK and Norway bas ed on the following estimates: " - ~r - 1 ---------- ---
1 

GDP 2014 Population [estimate) ] 
(US$ billions) (millions) 

--------

UK I 2945 64 

Norway I soo 5.2 

Explain why a government wants to ach ieve economic growth a s one of its objectives. 

r 11 

E:xam tip 

Real GDP per capita is very useful in telling us. about the standard of 
living in a country but it doesn't take into .account how that income is 
shared out - this, depends on the distribution of income. 

Consume price index (CPI) and retail price 

Typical mistake 

When dealing with large 
numbers ensure you don't 
confuse millions and 
billions - a lways check 
to s.ee if your answer 
makes sense·. 

_i n_d_e_x_(_R_P_I_) ___________________ •:~:&•1m•1~I -----
--

' ' -

One govern n1ent objective is to achieve price stability. This is w he·re th e 
avera.g,e level of prices is. .reasot1ably stable. A n h1creas·e in t b e price level 
over tin1e is referred to as i nf Lat ion. 

H igh and unstable inflation is. so1nething governments \-Vish to avoid. 
A s a result the gov.e·rnn1e-nt has a ·targ,e-t rate of inflation chat i't wishtss to 
achieve· of2%,. T his n1ea.ns that tht:· govern1nen t w ish es to see m:he average 
l,evel of prices ris.ing by no 111.ore tha11 2% annually (actu ally th targ·t! t 
allows a 1nargi11 of error of 1%·, iw~hich 1nean s inflation can. still be on 
target as long as it is .no lower than 1% and no high.:er than. 3%). 

In the UK, h.Vo main n'leasures o f the price level are used to record the 
r.at e of i nflation: 

• consu1ner p r ice in dex (C P I) 
• retail p rice i ndex (RPI) 

Both m·e-asures include the prices of goods and services, typically bought 
by hou ehold s in the UK. 

Although d1e CPI meas.1.1re is the 'officia] ' n1easure used to calculate 
inflation, the RPI is still used by the governn1.ent. For example, the ,prices 
of tickets set by rail companies are regulated by th,e govern :tnent and can 
rise no faster than the inflation rate based on the RPI. 

It is the job of ·the Bank of En.gland (m:h t: UK's central bank) to achieve 
this inflation target. 

Price Level: the ,average 
level of p ri ces of a ra nge of 
goods and s e rvices at a poin t 
in time !measured monthlyL 

Inflation : an increase in 
the average level of prices 
measured over a perio1d 
of time. 

Inflation rate : the 
percentage change in the 
price level measured over 
the p e r iod of 1 year. 

Typical mistake 

Falling inflation does not 
mean falling prices -
just that the rate of price 
increases is lower. 

If the rate of inflation fa Us f rom 3'o/ro to 2°k i explain what is happen ing to average pr ices in t his 
economy. 

r p 1 
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Measures of unemployment 

There are plenty of people· who are not working in the economy 
(children the ,elderly; thos,e rajsing fan1ilies) - but people only count as part 
of the unemployment statistics if they are part of the Labour force (i.e. 
those in work or activ,ely seeking work). 

In d1e UK there are two main n1easures ofunen1ployment: 
• The c laintant count - includes the nun1ber of people r,eceiving 

w ,elfare bc:ne·fits for being une1nployed. The: usual ben,efit received by 
those unemployed is jobs,eeker's allowance QSA). 

• The Labour Force Survey (LFS) ~ bas,c..-d 011 a monthly sa1nple of 
people, it records those who report they an, looking ,vork but cannot fu1d 
it, regardless of whether they receive b~nf!fits or not. This information. is 
used to produce an esci.n1ate oftbe national unc.1nploym,ent lev,el. 

In the UK~ the LFS n1easure is norrnally higher than the clai1na.nt count 

rneasu.re as it includes all those receiving benr.!fits. as well as thos,e vvho do 
not qualify for (or do not wish to claiin) henefits. 

Although the: level of unen1ployn1,ent (expr,e:ssed as a number) is 
published it is the rate of une1nploy1nent vvhich ,viii often be seen as 
n1ore significant. The unemployment rate is calculated as: 

. number of people unemployed _ 
U nem ploy ment rate (%) ;;:- x 100 

size of Labour force 

Explain why the ctaimant count rate may be lower than the LFS 
measure of unemployment. 

n r n 11 

Productivi y 
Productivity n1easures hov,.r n1uch output is being produced by each unit 
of labour (such as p ,er worker:ii or per hour worked). Labour productivity 
measures, the output of ,vorkers v.rher:eas capita L productivity looks at the 
efficiency of 1nachine,ry and equipu1ent. 

Econo1uic gro,vth in the long run n1ainly con1es from in1provem,ents in 
productivity (i.e. getting n1ore output fro1n existing resources). 

hnprovements in productivity will con1e fro1n 1naking workers n1ore 
etl1cient (either faster or better) in produ.cing output and also improvin,g 
the ,effici,ecncy of the ,econo1ny's capital equip1necnt (n1achines etc.) 

Explain two reas,ons why labour productivity may not grow as fast 
as the government wishes. 

I . 11 

Exam tip 

Be car1ef ul to distinguish between short-run and long-run growth 
when writing about economic growth. 

_.RE-VISEDI 

Unemployment: those 
of working age who ,are 
currently out of work but are 
actively seeking work. 

Labour force : those of 
working age who are e ither 
in work or actively seeking 
work. 

Claimant count: the 
measure iof une mployme·nt 
in the UK that co,unts 
those W'ho are receiving 
unemployment benefits. 

Unemployment rate : the 
number of unemployed 
people expressed as a 
percentage of- the current 
labour force. 

Typical mistake 

Many people Lose or choose 
to leave their jobs, but the 
vast majority find w·ork 
a lmos,t i mmediat,ely. 

Productivity: a measure of 
effici ,ency comparing the 
level of output with the level 
of inputs. 

Labour productivity : the 
output 1of the workforce 
comp,ared with the amount 
of labour (either in people 
or in hoursl used to produce 
the output. 

Capital productivity : the 
output per Hem of capital 
equipment me.a1sured over .a 
p,eriod of t ime . 

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



Current account on the b,alance of payments 

The balance of payments is divided into three sections: th,e cur rent 
account, the capital account and the financial account. However, at A 
l,evel we are concerned only with the current a.,ccount. 

The 111.ain section of the current account relates to foreign trade, i.e.: 
• exports of goods and services (produced .in the UK but sold 

to foreigners) 
• imports of goods and servicc:s (produced overseas but purchased by 

the UK) 

T he difference betw·,e·-en these two v.ah-1.es (exports 1ninus iniports) is 
referred to as the 'balance of t r a d -e. 

Value of exports > value of imports = trade surplus 

Value of exports < value of imports = trade defici t 

Although the" cu.rr-e11't account includes otb.er co1npo.ne.nts (,vhich are 
e..""<plored in Chaptet" 8, see pag s 96- 97)., it is foreign tr-adt! ,vhich largely 
detennines the current account balance. 

The UK norn1ally has a surplus on the balance of trade for s.ervices but a 
deficit on the balance of trade for goods. 

verall. the UK normally experiences a current account deficit. The 
gov,ern1nent would like to see this balance n1ove closer to,vards a current 
account surplus. 

Exam tip 

The bala nee of payments should always balance; it is the i ndivid ua l 
compoinents of the balance of paym 1ents that may be in surplus 
or deficit. 

Uses of index numbers 

Index numbers are frequently used to illustr-ate econontic variables when 
data are presented. 

Index nun1bers are useful when n1aking cotnparisons ov-er periods of 
titne. They are particularly useful '\vhen i t is the size of changes in 
variables that need to he highlighted (rather than the actual values of the 
variables themselves). 

Index numbers ,vill start off with a valu,e· of 100 and this value is kno,vn 
as the base year value. The chang,e i n the index 11un1ber ,vill sho,v ho,v 
fa:r the variable has 1nov,od away from its s.tarting value. 

For example, an index number of 120 would indica'te that the variable''s 
value· had increased by 20% since the bas,e year starting value·. P r,est!nting 
these index nu1nbers. as a line graph increas,es. the ,ease with which th e 
changes in values can b e u11.derstood and in.t,erpret d. 

Exam tip 

If two variables ,are translated into index numbersi even if they both 
start at 100~ this does not mean they have th,e sam,e value in reality -
the index number is used to make compar isons and contrasts. as the 
variables change. 

.RE-VISEDI 

Current account : p,art 1of 
the balance of payments 
which looks at the net 
income Hows earned 
through e ither trade in 
goods and services 1or the 
reward from investments 
located 1QV1ers.eas. 

Current account deficit : 
w her,e the flows, of 
money from trade and 
other incomes out of the 
country are greater than 
t he· equiva lent flows, into 
the country. 

Typical mistake 

Many people - including 
many TV broadcasters -­
will talk about the balance of 
payments when they mean 
the· current account of t he 
balance of payments. 

Index number : a number 
desi1gned to be used to show 
t he size of changes in a 
variable over t ime. 
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Th is diagram shows, the index of output for each oif the main contributors to GDP: construction, services 
and manufacturing. a Long with total production. 

We don't know the actual output level of each of these sectors but by using these as index numbers we 
can quickly see how e·ach sector has performed in relation to the others. Key points would include: 

the output of all sectors fell in the recession of 2008-9 
recovery in aU sectors started in 2009' 
the services sector has grown qu ickly compared to other se,ctors 

Although all sectors. start with an index of 100, this does not mean their output was. all at the same level 
- it is how the levels change 1over time that concerns us. 

Exp Lain why index numbers may be used to show changes in the pr ice of a commodity over time. 

r Ii 

Consumer price index (CPI) 
Cont.rolling inflation is a n1ajor nucroeconon1ic objective. In the UK the 

inflation rate is n1easured through the annual percentage change in the 
CPI - an ind ex number 1neasur-ing the average level of prices for the UK. 

The PI is calculated by con1bining price data for the UK as a whole for 
a variety of differ,ent products bought by an imaginary 'typical' £an1ily. 
This Jneans, the CPI is n1eant to r·epresent the spending patterns of a 
typical; average UK household. 

The range of goods a.nd s,ervices included in the calculation is often 
referred to as a basket of goods and ser vices. T his i rrflation 'basket' 
inclndes over 700 items and the pric,es of thes,e are checked in thousands 
of shops across the UK each month. 

The basket of goods and services is updated annually as new products 
emerge and old ones decline in popularity. For exa111ple., in ?015 
E - cigarettes. were added to this inflation 'basket" whereas froz,en pizza 
\Vas reu1oved (ive still like eatin.g piz2.a 1 but largely prefer chilled ones!). 

The C PI is a weighted price index. 'Weights1 are attached to iten1s in the 

CPI according to their relative in1.portanoe to an average fan1ily in d1eir 
sp,ending patterns. For example a doubling of the price of light bulbs will 

Price index : an average 
level of prices based on a 
selection of goods bought by 
the typical house hold. 

Basket of goods and 
services: the· s,election 
of products to be 
included w ithin the price 
index based 10n typical 
household purchases. 

Weighted price index : an 
average level of pri·ces 
adjusted so that price 
changes in popular items 
affect the price index more 
than price changes in 
seldom- bought items . 
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have less in1pact on the CPI nun1ber than a doubling of the price of cars, 
or holidays ... or restaurant n1eals. because light bulbs are a less. significant 
ite1n in our average spending plans. 

Issues with th CPI 
As it .is based on an 'i1naginary typical family, the CPI never really 
r,eflects a:nyone''s exact spending patterns - ho'\.-v representative it is 
depends 011. hoVv· clos,c an individu.al's spendin.g patt,er11s are to those 011 

which the CPI .is based. 

The inflation 'basket" has to include many goods and services that not 
everyone buys· for ,exanJ.ple, n.1ost people don'·t sn10ke- hut cigar-ettcs are 
still included. "\.vithin the basket to account for those who do. 

Regular updates to the basket n1ean. we are uot always co1npa:ring like 
with like (i.e·. the 2016 basket will differ frotn the 2015 basket) though 
the updated items are s.maU in number. 

N o account is taken of the quality of the ite1ns included. A co1nputer rnay 
cos.t slightly more in 2016 than in 2009 but it will be much better in ter1ns 
of capability - does this mean it really has becon1,e more 'e.."ICpensive'? 

Typical mistake 

House prices and mortgages 
are not in the CPI basket, so 
r.apid house price increases or 
cuts, in mortgage repayments 
will not show up in the CPI. 

Exam tip 

An inflation rate of.ze ro 
means that on average 
prices are stable. In reality, 
even with .a zero rate, some 
prices .are rising and some 
are fa lling at the same time. 

Revision activity 

Make an A4 sheet with brief 
details on how each of the 
governmenfs main objectives 
is measured in the UK. 

Give two reasons why inflation may not be a reliabl.e indicator of price changes. 
This table shows the weights used (expressed .as percentages] within the CPI basket of goods and 
service used to calculate the UK inflation rate. 

Weight Weight 
CPI (consumer price index J 2015 (O/o) 2014 (0/o) 

-

Food and non-alcoholic beverages 11.0 11.2 

Alcoholic beverages and tobacco 4.3 4.5 

Clothing and footwe,ar 7.0 7.2 

Housing. water_ electricity, gas and other fuels 12.B 12.9 

Furniture. household equipment and maintenance 5.9 6.0-

H1ealth 2.5 2.4 
Transp1ort 14.9 15.2 

Communication 3.1 3.2 

Recreation ,and culture 14.7 14.4 

Education 2.6 2r2 

Restaurants and hotels 12.1 12.0 

Miscellaneous goods and services 9. 1 8.8 -
Source; Office fo,r National Stat1stiics 

Explain why the largest weightings, are attached to housing, transport, and recreat ion and culture. 
[b Explain why you think the weights used in the-CPI are updated and, if necessary, changed each year. 
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Exam practice 

USA 

China 

India 

Germany 

GDP ($) 2013 
estimates 

16720 

13390 

4990 

3227 

Sourc,e: CIA World Fa,ctbook 

1 Based on the data above: 

Population (millions) 
2013 

304 

13.30 

1150 

82 

(al Calculate the GDP p1er capita for 2013 for each country. 
[b) Which of thre countries has the (i) largest and (ii) low:est GDP per capita? 
[cl Explain two limitations of using GDP per capita when making judgements about living 

standards in different countries. 

Answ rs and quick quizz s online 

Summary 

[4] 
[2] 

[8] 

You should have an und1erstanding of: 
• What the government's main economic 

objectives are and how these are measured 
through indicators in the UK. 

• How index numbers are used to show changes 
in economic variables. 

• How there· may be poli,cy conflicts in attempting 
to achieve multiple objectives. 

• What is meant by a price index and how this is 
used in the UK. 
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The circular flow of income 
National income 

We know that nationaJ inconte r,efers to the in.come of an econo111y 
(a country) earned by all \\o"Otk,ers and businesses ove.r a p ,eriod of ti1nt=. 

Inco1ne is a flo""· variable that is n1ea.sured ov..:r tin1e. A stock variable,, 
s.uch as household wealth, is, n1easured at a pojnt in tin1e. 

N ational income can be calculated in three ·\vays.: 

1 ,expenditure n1ethod 
2 i ncon1e 111,ethod 
3 output metl.1'.od 

Expendi ur metho 
This involves adding up all the sp·ending ove1· a period of time: 
• Consumption ( . ) 
• Investment (I) 
• Government expenditure (G) (not including '\v,elfare benefits paid out) 
• Net exports (X - M) 

lncom m thod 
This involv,es adding up all incon1es earned over a period of tin1,e: 
• wa.ges and salari.es earned by those i11 \Vork 
• rent earned by thos·e who allo,v their land and property to be used by others 
• int,er,est earned by those ,vho ir1vest capital in fir1ancial assets 
• profits, earned by con1pa.nies trading goods and services 

Output method 
This involves totalling the value of all output produced in the economy tor 
a period of time for each s,cctor of th·t: econou ry. Steps need to be taken to 

avoid double counting; for exa111ple, the output of the steel industry may 
be used in the production of cars and this should appear only once. 

For th·e non- traded sectors~ such as stat,e education and the N .HS1 a value 

of their output is based on the cost of their provision, i.,e. how 1nu.ch the 
governrmient spends on these s,ectors ov,er a period of tin1e. 

Comp rison f the three method 
All three n1etbods should gjve the sa1ne value as they include all the 
same econon1ics, transactions for a period of tiine~ but each n1ethod vie,vs 
the transaction fro,m a differeut perspective; i.e. one person's spending 
is another person· s incorne. In reality., the totals for the three 1nethods 
"dll often differ by a small amount, which is mainly du·e to u:-1istakes and 
unr,ecorded transactions. 

Bear in mind that: 

nat ional income : natio na L expenditure : natio na L output 

11~1M __ 

Consumption : spending 
by households on goods 
and services. 

Investment: s,pending by 
bus,inesses on additions to 
the ea pi tail stock, such as 
new premi,ses or equipment, 
or the building up of 
inventory I stock) levels. 

Government expenditure : 
spending by the government 
at both national and local 
lev,els w ith in the economy. 

Net exports : the value of 
exports less the va lue of 
imports in an economy over 
a period of time. 

l:::xa m tip 

Although you will not be 
directly tested on t he 
const ruction of the n,ational 
income account s, it is useful 
to see the three methods 
and how they are related . 

AQA AS/A-Level Year 1 Econon1ics .7:1 - ~, . 
", 



Explain why total expenditure in an economy s hould equal total income. 

n 

Real national income versus nominal 
national income 

eal national inco1ue 1neasures national incon1e after r,en1oving· the 
effect of price changes from its value. This means that any increase in 
real inco111,e r ,efers to increas!es in output (or inco1ne) and does not n1ere1y 
repres,ent higher prices charged fo·r the sarne a1nount of production. 

N ational incom,e that is. unadjusted for changes in prices is known as 
nominal national income or money national incon1e. 

How to calculate r ,eal n ational inco1ne is shown in the following ~xan1ple. 

If nominal national income rose from ( 13 00 billiron in 2015 to £ 1,00 
bi Llion in 2016, then the nominal increase of £100 billion would 
re present a per,centag,e increase 0 1f 7.70/o, betw een 2015 and 2016,. 
However, if we ar,e told that the price index rose from 100 to 104 over 
t h is. period thien part of the rise in national income is explained by 
price increases rather than increases in output. 

Real national income IN n would be calculated as follows: 

(
price level in previous yearl 

Real NI= nominal NI x --.----.-----­
price Level 1n curre nt year . 

Real GDP for 2016 is calculated as follows: 

(
100) Rea l NI = £1400 bn x 
104 

= £1 346.1 5 bn 

Economic igrowth would be measured by the percentage change in 
real national income over the period of one year. For example, using 
the data from the previous question, economic ,growth could be 
calculat1ed as foUow·s: 

. . ( £1346.15 bn - £1300 bn )-
Econ om 1c growth for 201 b = ( (

1300 
bn I x 100 = : 3. b'Dto, 

IJIHH 

Nominal national income: 
national income unadjusted 
for changes in prices (,also 
known ,as m oney incomel . 

From the data here, calculate: 
real GOP for 2016 ( ec"onom ic growth for 2016 I in real terms) 

2015 

2016 

n 

800 

980 

ro 

ce level 

150 

175 

Ii 
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GDP and real nation l income 
eal nation-al i11con1e is, one of the n1ost used macroecono1nic variables . 

It is often referred to as gross do111,es.tic product ( :r. P). Technically, real 
national inco1ne and real G Pare not the sam,e variable as som,e UK 
nationaJ income con1es front iuco1nes earned outside the UK but still 
belonging to UK citizens. 

Gross national income (r,eal GNI) .includes incomes from ove:rseas -assets. 
Howev,er, the differenc,t: between GDP and GNI is small a.nd these terms 
are oft,en used int,ercl1angeably. 

Uses of real nationa 
. 
income 

Real national incon1.e provides useful information: 
• I t is a measure of how successful the economy is - countries are· often 

ra11ked i1'1 in1.portance by thi:.; s.ize of their national incotnes. 
• It shows ho,v well off the population is - through .n1easuring national 

incon1e per pers.on. 
• I t allo\.\rs a govern1nent to ~stin1at,e how much ca.n be coUected in 

taxation (most taxes. ar,e placed 011 i11co111es and expenditure - both. 
ffi(.;asures of nation.al incon1.e). 

.RE-VISEDI 

Cff H+I ............... 

State three ways in which real national income per capita does not provide a good indicator of living 
standards within a country. 

The circular flow of income model 

A simple circular flow of income 
The co1111ectior1 b,er,ve,en national income,, output and expenditure c~u1 
be incorporated into a simple n1odel of the n1acroeconon1.y known as. 
the circular flow of income. This shows how n1.oney flows. around the 
economy as a :result of the transactions taking plact!:. 

In a simple two-sector econon1y (consisting of just the business a:n.d the 

household sector)~ business,es employ factors of production suppJied by 
households to produce goods and servioes. 

In r,eturn. as Figure 7.1 sho'\W.'S., hous,eholds supply their labour (and other 
factors) and earn inco111es fron1 firms which households then spend as 
consumption on goods and services. 

The level of national incon1.e will remain constant as money flows froin 
households to businesses and back ag.;iin; although obviously this is not 
how the actual UK economy behaves. 

A n1odified 1nodcl. of the circular flo\V allo\.VS for injections (in th(.;' fonn of 
inv,est1nent by businesses) and withdrawals (in th fortn of household savings). 

If injections are greater tha.n withdra\.vals, more is being added to the 

circular flov.r and incom:e' overaU i.lliill ri5e. The opposite is also tru e~ a 
greater quantity of 'hiTithdrawals than injections wjJl ]ead to fall ing incon1e. 

IUtMH 

Circular f low of income: 
a model of the ecionromy 
wherie income and spending 
flow between households 
and firms. 

Injections: extra money 
placed into the circular flow 
of income. 

Withdrawals: money taken 
out of the circular flow 
of income. 
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Figure 7.1 The circular flow of income Figure 7. 2 The two-sector model of the ci rcu la r flow of 
income, with money withdrawn in ·the form of savings and 
injected back into the flow in the form of investment 

A more complex circular flow of income 
Adding 'the gov, rn1111, nt sector and the foreign S· ctor to the n1.odel giv1;;;s 
the following r,epresentation of the circular flo"v of incon1 .. e. 

ARMS 

llncome 
(Y) 

i:.:-----· Investment (11) 
II'&----- Government 

exp@ndiitu.re (G) 
"'----- Experts (X) 

Con su mpt~o n 
(0 

- - - --· SavJ1n 9 s (S) 
i---..,., fet·Xeii1JI01'l m 

--------------,,,.. Imports (M1) 

Figure 7.3 The circular flow of income with the addition of the 
government sector and foreign trade sector 

There are no"' thre·e injections. into the circular flo\'~l: 
• inve stn1:en t (I) 
• governn1ent exp,enditure (G) 
• ,eJi.."Ports (X) 

There are no,v also three \'\iithdrawals fron1 the circL1lar flow: 
• savings (S) 
• ·caxa tion (T) 
• in1ports (M) 

Equilibrium in the circular flow of income 
Macroeconomic equilibrium is reach.eel in the circular flow of incon11e 

1node]. if there is no pressure on national incon1e to rise or to fall. 

In the circular flow n1odel the econon1y will .r,en1ain in ,equilibrium as 
long as the total of planned injections is. e·qual to the total of planned 
withdrawals .. This can be stated as: 

l +G+X =S +T+M 

If the total injections, arc: higher than total withdraVi,,"als, then national 
income will incr,eas.e until a ne\\i~ equilibriun1 level of national i.t1.co1ne 

Macroeconomic 
equilibrium: the lev1eL of 
national income where there 
is. no tendency for the level 
to change. 
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is reached when injections are again equal to withdra'V'17als. Likewise if 
withdrawals, are greater than injecti.ons 1 then national in.con1e "rill f,all 
until a nevv equilibrium is reached at a lower level of national inco1ne. 

To sum1narise: 
• injections= withdra\vals! macro~conon1.ic ,equilibrium 
• inje·ctions > withdra\fftals: national income incr . as,c,s 
• withdrawals < inJections: national i11con1.e, falls 

If a governn-ient wishes to i n.crease national incon1e in the economy the-n 
it could increas.e government spendin g. As long as nothing else changes, 
this should lead to an increas,e in the level of national income. 

Using the table of data here, state whether the economy is in 
eq ui Ubrium. Back this up with numerical justification. Explain w hat 
is li kely to happen to national income . 

Investment 120 

Exports 80 
Imports 140 

Government expenditure 600 
Taxation 550 

Savings 75 

r . 11 

Aggregate demand and 
aggregate supply 

Aggrega e demand 

Another 1nodel for looking at macro,econo1nic ,equilibriutn is aggregate 
demand (A ) and aggregate supply (A, ) analysis. 

This considers the equilibrium position of the 01.acroeconomy in ter1ns of 
the level of real national incon1e (or real GDP) and also the price level at 
that equilibriutn position.. 

It is mort! us.eful th.an. the circular flow of incon1e 1nodel as it is possible 
to s.ee the potential inflationary and deflationary in1pacts of changt'.!s in 
governm,en.t policy, as well as 'tht! effect on nc.tional i.ncome. 

Aggregate de.1nand consists of: 

• consu111ption (C) 
• i nv:estmen t (I) 
• governm,ent exp,enditur,e (G) 
• net exports (exports - in1po.rts) (X - M) 

AD ~ C + I + G + X - M 

Exam tip 

It does not matter whether 
imports are equal to exports, 
or whether gover nment 
spending matches taxation, 
it is the· total of injections 
and withdrawals what 
matters. As long as they 
are equal, then the national 
income for the economy will 
remain constant. 

'•'•'.",,'. -;.1 
REVISED 

'. . 

Aggregate demand: total 
planned spending in an 
economy ov,er a period 
of t ime ,at any given price 
leveL It is calculated as 
C+l+G+X - M. 
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0 Real GDP 

Figure 7.4 Aggregate demand (AD) showing the amounts of planned 
expenditure that would occur at different price Levels 

The AD curve appears as downward sloping fro.rn left to right. This is 
because: 
• At a lower pric,e level, the value of any assets such as property and 

shares. will incr,easc in real tern1.s. This n1a:y lead to a wealth effect -
1nakh1g consumers feel as though they have ,greater wealth, le·ading to 
higher consumption levels.. 

• A lo,ve.r prict; l,evel will n1akc: UK exports more price co1npetitive 
(con11pan:d to foreign substitutes), thus leading to a higher level of 
,(:xports sold abroad. It "rill also 111.ak:e domestic goods r,elativt;ly ch t!ap r 
than i1nported goods, which should reduce the level of in1po1"'ts. 

Factors determining aggre ate demand 
Higher levels of national i11con1e ·"vill 1.nea11 thet·,e is mort.: n1oney to 
~pend. Ho~lever ver1 with a consta_llt level of national inco111e there 
will be chang,es to the level of aggregate denund if one of its 
con1ponents, changes. 

Consumption 
Consumption is the largest competent of aggregate de1nan d., con1prising 
a.round 70% of overall AD . . Households do not sp,end all of their income 
on consun1ption as they v,.rill .inake decisions on. whether or n.ot to save. 
Factors affecting consun1ption include the follo,ving. 

I nterast rates 
Interest rates affect co11su1nption. in three ways.: 
• If intcn;·st rates ris.e then those who have var iable·-rate n1.ortgag,c:s will 

find that their monthly payments increase, '\.-Vhid1. means less .1noney is 
available for households to .sp,end on ,consumption. 

• Higher· inter.r.-:s.t rates r due<.; the desirability of households to engage in 
credit-.financ,ed ,consumption (i.,e. cons111111.ption financed by borrowing). 

• Higher interes.t .rat~s incr~a.s~ the reward for savjngs wh.ich, by 
definitio:n~ redUCC!S the lev,el of consu1nption .. 

Consumer confidence 
Households will hav,e varying degrees of confidence about the future. 
lf they feel that their in,comes are likely to fall or that their jobs are· 
less secure, they are more likely to reduce their current consumption 

0 

Typical mistake 

Label the axes correctly -
it is price level and real 
GDP lor real output, or real 
national i ncomel on the 
axes. Do not use price ( Pl 
and quantity (OJ; they belong 
to microeconomics. 

Wea Lth effect: increases in 
the value of a hous,e hold ·s 
ass,ets cause· peop le to fee·l 
wea Lthier and encourage 
the·m to spend more of 
t hei r current income lor to 
borrow more to finance the 
i·ncre,ases in spending]. 

Wea Lth : wealth refers to the 
value of the assets. held by 
households. Most wealth 
w ill be held in the value of 
property (or equity] owned 
by the household. 

Real GDP 

Figure 7. 5 Shifts in the AD curve 

Interest rate : the cost of 
borrowing money expressed 
as a percentage of t he 
a mount borrowed. 

Exam tip 

Although interest rates 
affect consumption in three 
ways, the incentive to save 
·etfe·ct · is, not significant. 
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in pr,eparation for thes·e tit"!1es. The convers.e is also true. Ther,efore 
consumption will rise and fall in line ,vith consumer confidence. 

Taxation 
Chang,es in taxation will affect hov,l n1uch households hav,e to spend. 
Increases in tax,es, es.pecially income taxes, V<.1ill r,eduoe the disposable 
incon1e of households leading to reduced overall cons.1--unption. 

Wealth 
If household wealth incr,ea.ses th·e.n this will have a pos.itive 'wealth ,effect' 
on households which tneans. they will probably spend 1nor,e on consumer 
goods and servic,es (even if financed by borro"-'ing). 

Unemployment 
If n'lon: people arc une1nployed and relying on welfare ben efits, then th.e 
levd of consunJ.ption is likely to be lovver. 

Investment 
The n1ain deter.n1.inants of invest1nent at..,e described below, 

Interest rates 
Increases in interest rates raise the cost of borrovling and will reduce the 
profitability of any investtnent proJect. Even if i1'lvestment is not financ·ed 
by borrowing, higher inter,est rates will .raise the opportunity cost of 
using mo.ney for h1vestm·cn.t purposes. 

Business confidence 
If business,es expect that s.ales wi1l increase in the future then they will be 
rnore likely to spend mouey on investn1ent goods~ so as to increase their 
productive capacity to satisfy increased future denland for their goods 
and s,e,rv ices. 

Tax 
Companies a.re taxe-d on th,eir profits (in. the UK this is called corporation 
tax) and if this tax is lo\\~red, busin, sses will havl! n1orc of their profits 
availahl to spend. T his is likely ·to lead to high r investn1ent. 

Technology 
N ,ew technologies should increase efficiency of production, which should 
lead to firn1s. investing n1ore in new technology in order to increas.e 
their profitability. 

Introduction of new technologies will g,enerate new markets. for firms 
and will lead to firms inv,esting n1ore as. a v,,.ay of exploiting the new 
opportunities ·tha t technology brings. 

Accelerator theory 
Th,e acce lerate r theory of investtnen't stat e,s that increases and dect·eases in 
the rate of gro'\vth of national incon1e ,vill lea.d to even larger increas·es in the 

level of ir1vestinent. 

Accelerator theory : where 
increases i'n national income 
lead to firms spending more 
on investment , in order to 
expand their capacity to 
exploit the rising income. 
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If grovvtl1 in national incom,e i ncrea s·es then fir n1s will ne,ed a larg,er 
productive capacity in order to produce a higher level of output to rneet 
the· higher level of spending in the econorny. 

Sin1ilarly,, if the growth rat,e of national incotn,e falls then f'irms: vv'ill 
not need as a large a productive capacity and therefore investment in 
main.tail-ting ca,pacity can fall. 

Typical mistake 

Investment should not be confused w·ith savings. The two are often 
used interchangeably in everyday usage but in economics they are 
distinct. In economics. ·savings,· refers to household income that is 
not spent on consumer produ,cts. 'Investment' refers to spe·nding by 
businesses on additions to ovrerall capital stock. 

Government expenditure 
Governn1ents will sp·end u1oney on a numher of areas within the 
economy, .including: 
• public S·@rvices - such as health, education, transport and defence 

• local government s rvices - such as libraries -and other 
council S·erv ices 

• welfare expenditure - p ,ension.s care allowanoes tax c.r,edits 
and benefits 

• interest on debt - payments. on outstanding governn1e.nt debt 
.a,ccumulated over tin1,e 

Government expenditure is financed through taxation. However 1t 1s 
very likely that the two totaJs of govern1n,ent spending and tax r,eve11ue 
collect,ed "vill not be equal. he difference is. known as the budget 
balance. It is, highly likely that the budg,et will be in deficit (or less likely. 
in surplus or balanced). 

N ~t exports [ -xports - imports) 
Exports and irr1ports are affected by the following: 
• exchange rates 

• foreign growth 
• UK growth 
• relative inflation 

All these factors. a r,e explor,ed in Chapter 8 (see pages 97- 98). It n-iight b e 

worth reading ahead, if you need a ren1ind1.:;;r. 

Draw an aggregate demand curve and show any shifts in the curve 
that may result from each of the follow ing: 

an increase in house prices boosting consumer confidence 
[b a rise in interest rates 
(c an increase in tuition fees 
(d a ris.e in inflation rates amongst EU states 

9 

Capital stock: the value 
of the existing level. of 
,nvestment products in an 
economy at a point in t ime 
(i.e. the value of machinery. 
equipment, premises , etc.) 

Budget balance : the 
difference· betw·een 
government spending 
and the taxation 
revenue collected. 

Budget defic it : government 
expenditure > taxation . 

Budget surplus : 
government expenditure 
< taxation . 

Balanced budget : 
government expenditure 
= taxation. 

Exchange rate : the price of 
one currency expressed in 
terms of another c urr,ency. 

Revision ac tivity 

Make a mind map showing 
all the factors that will affect 
the level of consumption in· 
an economy. 
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The multiplier process 

Any 1chang,e in a component of A vviJl shift the A curv,e. h.ang·es in 
A ,vill also be affected by the multiplier process. 

This n1ultiplier ,etTect occu·rs because any ,extra spending creates income 
for another p,ers.on or business .. This extra incon1e will in turn be spent 
again, thus creating income els,ewher,e for another group, and so on. 

The further increases in incom,e will not continue for ever and 
will decr,ease in size as extra incomt! is taxed, sav,c:d o·c spent on 
in1ports, meaning less is 'passed on' in the circular flow with each 
t!Xtra trat'.l.sactio.n. 

The size of the n1ultiplier process can be detern1ined by con1paring the 
siz,e of the overall change in national incon--ie with the siz,e of the initial 
change in aggregate denund. 

A governm,ent de·cides to spend an extra £400 million on a new 
bypass. It is estimated that national income, as a resu Lt, eventua Uy 
rose by £1000 million . What was th ie size of the multiplier? 

_. _ . . cha nge in nationa l income £1000m ~ 
Size of the mut11pl1er = ... l h . AD = £400 = 2.5 

1n1t 1a c ang e 1n m 

Negative multiplier 
Although the n1ultiplier process 1:nigbt sound a v ,ery useful way for 
a governn1ent to boost national incon1e "\.Vith a s1naller in1c:rease in 
government spending. the multiplier can also work in the opposite 

direction .. A fall in any of the con1ponents of aggregate de:rnand will le·ad 
to a proportionately larger £.,JJ in overall national. income. This effect is 
so1nethnes referred to as the 'negativ,e or hack"'irvards'' nlultip]ier effect. 

.RE-VISEDI 

Multiplier process: how a 
change in .aggregate demand 
leads to a proportionat1ely 
larger change in overall 
natioinal income. 

Exam t ip 

In reality. the· siz1e of the 
multiplier is likely to be 
quit e smaU j not much bigger 
than 1. 

Explain why an initial rise in aggregate demand does not lead to continual rises in national income as 
spending and incomes are passed on around the economy. 

r n 

Aggregate supply 
The level of aggregate supply is bas.ed on the various costs. incurred 
by a firu1 ,v hen producing output. We distinguish be tv.reen short- run 
aggregate supply (SRAS) and Long ... run aggregate supply (LRAS). 

Aggregate supply: the total quantity of output that all the firms in the 
economy are willing to produce at a given price leveL 

Short .. run aggregate supp ly: how much firms will produce at a given 
price level in the short term. 

Long-run aggregate supply : how much firms wUl produce in the 
long run. This, will be where an economy is producing its maximum 
potential output level and will be independent of the price l.evel. 
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Determin nts of sh rt- run aggregate 
supply (SRAS) 
The short-run .refers to the pe·riod of ti111.e dt1ri11g which the price·s of 
factors. of production arc constant. 

In the· short run, tht!' aggregat,e supply curve slop,es. upwards - th rt: 
is a pos.itiv,e relationship het\Veen. the price level and the quantity of 
output firn1s are willing to produce and supply. 

If any of the production costs ch a.nge due to changes in the extern al 
environn1ent, then the SRAS curve will shift. These changes 
would include: 
• Money wage rates - jf wage rates _paid to workers increase 

then fir1ns ,vi11 be less willing to supply output as it is 1,es.s. 
profitable to do so. Ther,efore ther:,e will be .a lefnvard shift in 
the RA . 

• C hanges in the cost of raw materials - if the cost of materials 
increases, this will reduce the profitabiHty of production leading to 
firms being less willing to supply output. Higher ,costs wiJl shift the 
SRA to the left. 

• Business taxation - business-es will incur certain taxes a.-s part of 
their operations. C,hanges in indirect taxes; such as value added tax 
(VAT),, will influence the profitability of production. Higher indirect 
taxes will lead to a leftward shift in SRAS as fi.rn1.s reduce the 
amount ·chey are willing to produce. 

• Productivity- if productivity increas,es~ then firms will find 
it 111ore profitable to supply greater q11a.ntities of output and 
therefore the SRAS curv,e ,vill sl1ift to the· right. 

• Exchange .rate ch anges - a change in r:he exchan.ge ra.te will 
alter the price a b usiness pays for in1ported n1at 1ials .. A fall in 
the ~xchang,c :ra·te \.ViU m~an in1ports ar~ more expensive and this 
will increase production costs for f1nns that 1111.port, shtttil'lg d1,~ 
SRAS 1 ft\va.rd. 

SRAS .. 

0 Real GDP 

Figure 7.6 The SRAS curve, showing 
that as the price Level increases, 
firms will be willing to supply more 

0 

Typical mistake 
- -- - -- -- - - - -

Be ea ref ul: a rise in the 
price level moves us .along 
the· SRAS 1c urve - it does 
not shih the curve. 

Real GDP 

Figure 7~7 Shifts in the SRAS curve 

Draw a short--run aggregate supply lSRAS} curve and show shifts in the curve based on the 
foll.owing changes: 

a fa U in the price of imports 
(b workers becoming more efficient in production 
( the oil price f al Ung 
(d a higher rate of VAT introduced 

r n Ii 1 

Exam tip 

The gradient of the SRAS is open to debate. Many e 1conomists believe 
that the· SRAS in reality is not a straight, upward-sloping line but 
rather a curve which s tarts. off w ith a fairly shallow gradient and then 
s.ha rply curves upwards, becoming almost vertical the closer the 
economy gets to capacity. However, a ll the variants of the AS curve 
that .appear here can be used in the exam. 
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Figure 7.8 gives an alternative approach to the SRA curv,e. This. 
version is us,eful for showing how increases in A can he incr,easingly 
inflationary, the closer the econoruyls maxin1um output level (shown 
as Max) becomes. 

Determinants of long- run aggregate 
supply (LRAS) 
The long run. is defin ed as the ti1ne period when the costs of the factors 
of produ.ction rnay vary. The LRAS curve is assun 1ed to be vertical. 

This means, that in the long run the an:iount of output firrus are 
\villing to produce is unaffected by chan ges in the price level. 

The LR.AS repr,esents the maxin1un1 an1ount an econon1y can 
produce· - it represents the nor:rnal capacity output level for the 
econo1ny and is detennined by the follo"ving factors. 

Technology 
Advanc,es in technology increase the an1.ount f1rn15 can produce ,vith the 
san1e resou1·ces available. This will therefor ,e shift the LRAS curv,e to the 
right, increasing tl1.e capacity of th,e e,co11on1y. 

Productivity 
As workers becon1e mor,e skilled , they are likely to become 1nore 
productiv,e 1n,eaning that n1ore can be produced in the sam.,e of amount 
of tirne (or ,vith the same quantity of workers). This will increase the 
capacity leve] of an economy and therefore the LRA curve shifts, 
rightward with increas,es .in productivity. 

Factor mobility 
Ho,v willing workers are to 1nove around the country to fill job 
va.cancics., a11.d ho\t\;f able workt!"tS are to retrain. th.em:;elves so they 
can take up job vacancies in other industries, will affect the LRAS. 

Increases in v,lorkers' ·willingness, to swap locations and typ,es of job will 
in1p:r-ove factor n1.obility, 1,,vhich Ineans an econon1.y can produce n1.ore 

output overall. 

Enterprise 
E11couragjng rnore people to becon1e entrepreneurs and set up their own. 
businesses vvill increas,e the capacity of .an e,conon1y and will shift the 
LRAS curve rightward. Governn1ents. therefore often adopt tneasures to 
make it easier for people to set up a.nd run t h eir own businesses. 

Economic incentives and attitudes 
Gov,ernment policy can shift the position of the LRAS curve. For 
exa1nple incentives. in taxes and benefits} as '\v,eU as ch9nges in legislation, 

can affect how ,villing people are to work in the firs t plaoe and ho"\.v 
long and how hard, they ,vill work 1.vithin theirjobs. Thes,e economic 
incentives and how attitudes. to work can be influ enced are cov,ered. in 
the section on supply-side policies (see Chapter 9 pages 110-15). 

Figure 7.9 shows L A as vertical. This hnplies that in the long run 
the economy wiH operate at its. maximurn potential level, and this can 
be increased only through factors .affecting the long-run aggregate 
supply curve. 

0 

SRAS ~ 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
I 
} 

Max 
Real GIDP 

Figure 7.8 An alternative 
a pp roa c:h to the S RAS curve 

0 

Exam tip 

The time period for the short 
run and the long run is not 
f ixed - econom ists disagree 
over how long these 
periods are. 

R.eal GD-P 

Figure 7.9 Shifts in a vertical 
LRAS curve 
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Explain how cutting subsidies for chi Ldca re ea n lead to a leftward shift in the LRAS. 

n 

Aggregate demand and 
aggregate supply analysis 

Short- run macro,economic equilibrium 

The inte.;raction bct\V~e-n AD and SRAS '\\."ill give us the macroeconontic 
equilibriLu11 position for an ,econon1y. Unless ,either AD or AS changes 
(i. e. shifts), this. t!quilibriu111. position '\-Vill be 111ai:ntained. 

Figure 7.10 shows th.at an i:ncr·eas,e in AD will lead to a moven1ent a long 
the SRAS curve which gives both a higher real output level and a higher 
prioe level 

Figure 7.11 indicates that a decreas,e in RA (shown as a leftward shift 
in the SRA curve) leads to 111ov,en1ent along the A . curve1 resulting in 
both low·er real output level and a higher price Jevel. 

1 -
8 
·c 
CL 

SAAS, 

I 
I 

!\ 
: AD 

0 Y, Real GDP 0 Real GDP 

F=igure 7.10 The effect of a n increase Figure 7 .. 11 The effect of a 
in t he AD curve decrease in SRAS 

On this diagram. the equilibrium position is A. State which will be 
the new equiUbrium positions when the following changes take 
place: 

a fa U in the cost of raw materials, and a cut in income tax 
(b an increase in labour productivity 
(c an increase in exports 

-I 
.!! 

0 

Typical mistake 

Remember that shifts in one 
curve wi l l cause movements 
along the other curve. 

Real GDP 
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AD/AS nalysis and governmen 
economic objectives 
The ,equilibriu1n position gives infortnation about how the ,economy is 
p,erfor1ning. It shows the r ,eal l,evel of national incon1,e and the price levd. 
Fro'.m this, inforn1ation fu.rther a.s-sessn1,ents can be n1ade about progress 
towards the governn1enfs eco11on1ic objectives: 
• Econom·ic growth: his is measured as the chang,e in teal national 

incon1e. It is possible to see if this objective is beiug achieved.; for 
instance, falling· output n1ay indicate that a r,ecession is occutring. 

• Employment: Jobs depend partly on spending, so 1noving right,vard 
on the horizontal axis (to a higher level of national i11come) ,vill lead 
·co a great,er demand for workers~ so output can increase in response 
to higher spending. Sin1i]arly, a fall in th,e level of national incon1e is 
likely to lead to higher unemployment as fewer ,vorkers will be· needed 
once output and spending levels have .reduced. 

• Inflation: Changes i1:l the price level reveal whether the economy 
is experiencing inflation (in th.:e case of a rise in the price level) or 
dc:flatio11 (,vhere the prier.; lcv,el falls). 

Remen1lher., any change in AD is likely to have a greater overall effect on 

natio11al income dlle to the ntultiplil"::r process. This nieans tha.t it n1ay be 
difficult to position the AD curve exactly given the uncertainty over the 
siz,e of the 111.ultiplier. 

Long- run macroeconomic equilibrium 
The long-run equilibrium position occurs Vi.rher,e aggr,egate den1and 
(AD) inters.ects '\,rith the long- run aggregate supply (LRAS) curve (see 
Figure 7.12). This always occurs at the· maxitnum output level for an 
economy. 

Given that the LR.A . curv,e is vertical, this r,epresents the normal 
capacity of real output in the economy. Increases in AD n1ea11 the 
equilibriun1 position n1oves upwards along the LRA cul'.'ve with no 
increase in real output. The only effect of higher A in the long run is 
a higher price levell i.e. it has only inflationary consequences. 

A rightward shift :in the LRAS curv,e can be thought ofa.s an outward 
shift of the production possibility curve (PPC) as it enables more 
output to he produced ,vith the existing stock ofr,esourc,es .. This is 
r,eferred to as long-run growth. 

Typical mistake 

Even if the economy is operating on the ve·r'tical section of the aggregate 
supply curve. do nQt assume this means z.ero unemployment. Oper,ati ng 
at this position would mean no unemployment caused by lack of demand 
(see Chapter 8). 

IHM&i 

LRAS 

AD 

0 Real GDP 

Figure 7J 2 Long-r un equilib r ium 

Produce a set of clear AD/ 
A.S diagrams for each type o-f 
move ment and shift. 

Using an AD/AS diagram. explain how investment in ed ucation may lead to1 a reduction in 
unem ploy me nt. 

ro 
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Exam practice 

A fc.!Cently published report estin1ated that 
govern1nt:t1t supp,ort for ·the UK's. s,cr,t=e11 

industri,t!s adds 1nore than £6 billion. to the UK 
econon1y. Tl1.is industry contaii1s the UK's filn1., 
high-·end T\ ,, con1.puter gan1es and animation 
sectors and. is seen .as one of the UK's 1nod-ern 
success stories. It is believed that each pound 
of support the gov,ernm,e.nt gives th,e industry 

actually benefits the whole UK econou1y 

significantly n'lo.re. Spill- over benefits have 
been identified as including increased touris111 

and 1.ne.rchandising opportunities for UK 
toy manufacture.rs. 

The UK film industry contributes nearly 40 OOO 
jobs directly to the U ,econon1y but also helps 

to generate jobs in other industrl,es, such as the 
set-de.sign camera. and lighting t ,echnology 
industri,es. It is estin1ated that another 60000 
j ohs .a re indirectly creat d as a r ,es ult of the 
continued sucoess of the filn1 industry. 

A spokesperson for the industry stated that 
'We welco1ne the financial support th.e Briti~h 

government gives the industry. As the report 

highlights there are significant u1ultiplier 
benefits for the UK as a ,vhole from this help. 
The report ,estin1.ates, that tbe UK is £6 billion 
better off, which is co1n1nendable, es.p,ecially 
when other sectors are struggling.> 

1 D-efine the term 'multiplier,. [3] 
2 It is estimated that the UK economy is £6 billion Larger as a result of the government support 

described in the extract. If the government support totalled £1.5 billion, how big is the economic 
multiplier? [4] 

3 Using an AD/AS diagram, analyse the effect of this government investment on the UK's 
economic performance. [8] 

4 Explain three other policie·s a governm,ent could adopt to encourage further private sector 
investment into industries like the one mentioned in the extract. [1 OJ 

.Answers and quick quizzes online 

--------

Summary 
You should have an und1erstanding of: 
• The baSiic and more complex mode ls of the 

ci re ular flow of income and how an ,economy 
reaches macroeconomic equilibrium. 

• What determines the level of aggregate 
demand. what factors wou Ld shift this curve 
a1nd what would move us along th 1e curve. 

• The determinants of both the short- run and 
long-run aigg reg ate supply curves and how· 
ch,anges in these factors w ill shift both curves . 

• What is meant by macroeconomic equilibrium 
in the AD/AS model and how to sho,w this 
diagrammatically. 
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Economic growth and the 
economic cycle 

Short-run and long-run economic g owth 
Short-run economic growth arises out of increased use of previously 
unen1cployed resources (workers or capital stock) resu lting in inc.r,eased 
overall output. This i.viU appear as a n1-ovement fron1 a point within an 
econo1ny s production possibility curve (PPC) to a place either on or 
clos.er to the- actual PP boundary. 

.... : . . . ; .. ~ .· -. 

Long-run economic growth arises out of increases in long-run aggregate 
supply. This can be shown as either a. right\vard shift in the long-run 
aggregate supply (LRA ) curve or a shift out\'vards of the PPC. 

Short-run economic 
growth : growt h based on 
increased utilisat ion of 
unemployed resources. 

As Figure 8.1 s.hows, s.hort- ru.n gro\.vth involv,es utilising previously 
unen1ployed factors with.in a11 econon,y (e . .g. 1noving fron1 point A 
to point B). Long-run growth involves ~xpanding th e capacity of the 

economy - shifting the PPC further out (point B to point C). 

0 Output 

Figure 8.1 Short- run and long - run econom ic growth 

Determinants of shor -run growth 
Short-run growth can be caused by an increase in either (or both) 
of the follo,vin.g: 
• increases in aggregate demand (AD ) 
• increases. in sho.rt-....run aggn:gate supply (SRAS) 

In most cases, it is increases in AD that provide the sti1nulus for 
short- run gro"\.vth. An alternative narne for short- run growth is 
actual growth. This is the type of growth that features n1ore 

pron1inently in news stories and is 111.easured by th e percentage 
change in GDP. 

0 

Long .. run economic growth : 
grow th basied on increasing 
the potential out put level of 
the economy. 

Real GDP 

Figure S.2 In c rea ses in AD w ill 
produce s ho rt- run growt h in t he 
economy 
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Determin nts of long-run growth 
Long-run growth conies from increases in the productive capacity 
of the econorny. These increas,es aris,e fron1 i1nprovements on th e 
'supply side1 of the economy, which result fro1n hnprovein.ents in 
the quantity and quality of the factors of production available to an 
economy. Long-run gro,vth is. normally shown by a right\vard shift 
of the LRAS curve~ from LRAS

1 
to LRAS

2 
in Figure 8.3. 

Factors which ,vould increase long- run grm\t"'th include those listed 
below. 

0 

LRAS1 

AD 

Y, Real GDP 

Increases in the labour force (labour supply) 
Figure 8 .3 Shifts in the LRAS curve 
generate Long-run growth 

Population size lin1its the labour supply hut this can be increased through 
allowing 1nore i111migration into an econon1y. 

lncreasjng the retiren1eut age or encouraging people who ar,e currently 
economically inactive to enter d1e workforce will also increase the 
labour supply. 

Making it financially less. attractiv,e to r,emain out of work will increase 
the labour supply. This can be achieved either by paying l,ess generous. 
unemployment benefits, or by i1'1creasing incentives for ·the une1nployed 
to tak,e work (such as through cutting inco.me tax paid, or allowing tax 
credits to those on low incon1,es). 

Improvements in labour productivity 
A n increas,e in the sldlls level of the workforce should lead to an increase 
in the amount that can be produced. Th,erefore increases in training 
undertaken by vvork,ers should boost long-run gro"vth. 

Capital investment 
Investment contributes both to short- run gro'\t-vth (through increased AD) 
and to lo.ng-rtH1 growth (through incr ases to LRAS). 

More inv,estment in capital stock (premis..:s, equipn1e11t, machinery, e tc.) 
\Vill enable business.es to produce 1nor e goods and s,ervices. 

Governn1ents ,can encou.rage businesses to invest by creating a more stable 
111acroeconon1ic cli1nate ,vhich 1ne--a11s they can plan investlnent with 
greater confidence. 

Tax incentives can also b,e used to encourage investment. 

New technology 
Advances in technology ,vill usually lead to productivity improven1:c11ts 
for capital equip1nent. For ,c:xan1.ple, 1nuch des.ign and n1anufacturing 

work can now take plaoe more efficiently through .robotic and 
co1nputer technology. 

Technology :u11provement:s ·therefore raise the ability of an econon1y to 
produce 1nor,e· output with a given capital stock. 

Education 
Improvements. to education ,vithin schools, ,colleges and universities 
should lead to in1provements in '\.-Vorker productivity. 

Economically inactive ; 
those of working age who 
are not in work and not 
look ing for work. 
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Occupational irumobility can he reduc,ed by ensuring education prepares 
a future workforce for a variety of occupations. 

Government policy 
TheI'e are a nu1nher of polic,es a gov,e:rnrnent can Us·e to encourage long­
run growth. These are collectively referred to as 'supply- side' polici,es and 
ar,e covered in Chapt,er 9 (pages 110-15). 

Loog-run grov'.,rth is often refer:-red to as trend growth . It is estiniated to 
be son1ewh,e.re bet,veen 2% to 2.5% a year in the UK. 

AW1ough the actual short-run rate of econo111ic gm:o,vth can rise beyond the 
long-run trend growth rate for short periods of tiine, it is long-run trend 
growth that represents the overall long-term lin1it to ,economic grow·th. 

Attem_pts. to encourage short-run. growth i n ,excess of long-run ;growth 
for a prolonged period of time are likely to lead to i nflationary pressures. 

Exam tips 

• A.n excellent contrasting point is that po Hcies to promote Long -run 
growth will. take many years to be fu lly effectiv,e but will require 
large amounts of money to be spent in the short run le .g. a high­
s peed railway). 

• It is worth noting that some of the factors contributing to long-run 
grow·th w ill not arise from government policy and may just be the 
re,sult of other factors , such as bre.akthroughs in technology. 

Which two of the foUowi ng will lead to an increase in LRAS? 
higher exports 

B reduced imports 
C advancesintechnology 

Trend growth : the rate of 
grorwth in LRAS over t ime. 
representing the maxi mum 
potential capacity of the 
UK economy. 

Typical mistake 
---

Although policies to prompt 
long- ru n growth may be 
desirable, do not forget 
tha t most w ill carry a n 
opportun ity cost in t ha t they· 
will cost money. 

D policies designed to increase the attractiveness of remaining unemployed 
more spending on transport infrastructure 

Using an A DIAS diagram, exp Lain why increases in business, investment are encouraged by 
most governments. 

The economic cycle 
Although short-run growth varies across th~ seasons of 
the year, the economic cycle is focus,ed on repeated. patterns 
that occur over a n1u11.ber of years. 

Economic cycle: the economic cy1cle refe-rs to 
the repeated pattern of fluctuations in short-run 
economic growth .and how it differs from the t re nd 
growth of an economy. 

Boom, Boo,m 

Recession 

Figure B.4 The economic cycle 

REVIS~D I 
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The repeated phases of this cycle (also kn.o,vn as the business cycle or the 
trade cycle) can be categorised and share common characteristics in terms, 
of 1nacroeconornic indicators. 

Boom 
A boom is where short- run econonl.ic gro'\vth is abov,e the· trend growth 
rate ( usually 3% or 1nore). 

Consun1.,er confidence will be high with consumer spending rising 

quickly and con.sunlt;'I'S n1.orc.: willing to finanD consu1nption through 
borro'\\-.. ed 1noney (consun1.er cr,edit). 

Business confidence is high - business. in.vest1nent is likely to he 
above average. 

Government finances ,~till tnove either towards or further into a, 
budget su·rplus .. 

The current account on the balance of payments will 111ove into; or n1ore 
deeply into, defi,cit. 

Uncmploym,cnt ls, lo·\\-"' and falling_, chough firms 1nay experience 
difficulties in finding skilled labour. 

Inflation n1.ay be :ri sin.g - oft ~n ref~rred to as a sign of an 
'overheating~ ,econon1y. 

Downturn 
The rate of short- run growth will start to fall but m,ay still he positive 

(it is likely to fall below the trend grovvth rate). 

Business confidence will fall a.nd investment n1ay fall as a. res:u.lt 

Consumers are likely to reduce the ainounts borro\.v,ed to finance 
consumption, and gro"'Tth in consun1.er spending is likely to slov.7 • 

Inflation may still be above average but is. likely to stop rising due to the 
falling demand in the ,economy. 

Tax revt!nue n1ay b gin to fall due to reduced econon1.ic activity and the 
governrn.ent's budget will ni.ove towards, or n1ore deeply into deficit. 

Spending on irnports is likely to fall and the c urrent account ha.lance is 
likely to 111ov,e towards a s1naUer deficit or into surplus. 

Unen1ploy1n,ent "'rill stop fa.lling though n1ay not rise significantly due to 

fir1ns hoarding labour in case the downturn is short-lived. 

R c ssion 
Growth in the e,con.omy \tVill be negative. 

Busines.s ,confidence ·will be low and investment will be lo,v as. a result. 

Consl-Hn~r spendi:Dg is likely to fall dlte to falling incon1.es across th~ 

economy and rising unen1ployment. 

Unemploy1n,ent will ris and n1.ay reach high levels due to the lack of 

demand for output. 

Inflation should fall (though it depends on the ca:use of inflation) . 

Boom : pe·riod of above 
av1erage short- run 
economic growth. 

Downturn : p,eriod wherie 
short-run economic growth 
fa Us from above .average to 
below aver.age. 

Recession: two successive 
quarters o'f a year where 
short-run economic growth 
is negative. 

Recovery: when short-run 
economic growth starts to1 
i ncre.ase after a recession . 
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The budget deficit is likely to be at its largest due to higher welfare 
expenditure (e.g. on unemployment benefits) and lower tax revenue 
being collected. 

The current a.ccou.nt balance is likely to n arrow and may move into 
~urplus due to low de-n1and for hnports. 

Reco ery 
Short-tetm growth \Vill resun'le and will be positive but is likely to be 
belo,v the t:r,end growth rate. 

Confidence an1ong consun~ers and bus.inesses is likely to return - interest 
rates are likely to be lov.r to encourage both consun1ptio11 and investn1.ent. 

Inflation is likely to remain low. 

Unen1ploy1n,ent is likdy to re1nain high but will stop rising (or ait least 
increases 1nay slo,v). 

The budget deficit should stop increasing (or the rate of increase will 
slow) as tax r,evenue may b~gin to rise. 

The balanct; on the curr,ent .account is likely to stop moving clos r to 
a surplus. 

Although these are conl'.mon cha:racteristics of each stage or phase of the 
economic cycle it is ~ .,.orth noting that each stage is likely to be different. 
Uuen1ploym,ent in the n"lost reoent recovery period (2010 onwards) fell fur 
earlier and to a far lower lev,el tha.n 1night have be,en expected. 

Typical mistakes 

• Do not assume that the­
economy just simply 
moves through these 
stages in the economic 
eye le pass ive-ly - often 
the moves are the 
deliberate result of 
government intervention. 

• Do not assume that the 
economic cycle consists 
·of fou r stages of equal 
duration. In reality. 
some stages may be 
ve:ry short- lived. For 
example, downtur ns in 
the UK between 1992 and 
2007 we re very short­
lived and were often 
bare ly noticeable. 

State which objectives a government is likely to achieve and which it is less likely to ach iev,e in the 
boom stage of the eeonomic cycle. 

Output gaps llffiHa...-..... 
Tr-end growth .refers to the growth in the p roductive capacity of the 
econo1ny. Short- run gro"\svth - or actual growth- wilJ :rarely be in 
p ,erfect synchronisation with the trend growth rate. Thes.e differences a.re 
output gaps. 

·O 

Positive 
output gaps 

Negative 
output gaip 

Time 

Figure 8.5 Output ga ps exist w hen short-run growth deviates from 
long-run or trend growth 

Output gap : the difterrence 
between actual growth ,and 
trend growth. 
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Output gaps can be either positive or neg-ativ,e: 
• A positive output gap exists where actual growth is 'higher than 

trend gro,vth. 
• A negative output gap exists where actual gro'\-vth is. below 

trend growth. 

Un,cn1ploy1ncnt is, likely to rise wht.!n. the output gap is .ac,gative as the 
economy could p.rodl1c,e 111.or,e~ th.,erefor,e unemploy d factors (workers and 
capital) will exist in the econoiny. 

When the output gap is positive, there is greater den1and for goods and 
services than t 'he .productive capacity of the economy allows .. Thjs is likely 
to lead to increases in the price level due to excess deinand (i.e. inflation). 

E:xam tip 

It is useful to not,e that no-one can be entirely sure what the trend 
growth rate is. It is based on estimates that attempt to ea Leu late 
productivity improvements, increases in the labour supply and the 
l.evel of productivity of new investment - none of which is easy 
to measure. 

Economic shocks 

Economic shocks ca.D he favourable though n1ost are unfavourable and 
are likely to have a significant in1pact on the ability of the· governin.ent to 
n1eet its ,econon1ic objectives. 

There are t,vo types of econo·mic sho,cks: d.ein.and-side shocks a.nd s.upply­
sid e sbo cks. 

D m nd-side shocks 
A demand-side shock will affect the level of national income, 
unemp,loymen't a.nd inflation. 

Examples of demand-:dde shocks. include: 
• the· banking cris,is, of 2008, which af:Fected both business and consu1ner 

confidence significantly 
• an unexpect8dly large charige in the exchange rate or i.n inter,est rates 

Supply-side shocks 
A supply-side shock "vill have a knock- on effect on. the willingnc.:=ss of 
firms to produce: out.Put and will lead to large changes in the level of 

aggregate supply. 

Exan'lples of supply- sid·e shocks include: 
• chang,es in con1n1odity pric,es (,e.g. tbe larg·e oil price increases of 

the 1970s.) 
• a significant crop f:ailur,e in an ilnportant product (e.g. wheat) 
• a conflict in a country which produces a staple product (e.g. 

conflict between oil-producing countries) which limits the 
cou1n1odity 1s. ava i la bil ity 

Supply- side shocks often have tnore negative co11sequences than 
demand-side shocks as there is. likely to be both inflation and higher 
unemployment if there is a sharp reduction in aggregate supply. 

Revision activity 

Produce a table showing 
how clos,e a government 
is to achieving each of its 
objectives at each stage of 
the economic cycle. 

liiMH __ 
Economic shocks : sudden, 
unexpe ,cted events that w·i ll 
affect the macroeconomy. 
especially the growth rate. 

Demand-side shocks: 
unexpected and sig nifie,ant 
changesinthelevelof 
aggregate demand. 

Supply-side shocks: 
unexpected and significant 
changes in the price o-f 
f actors of production or 
the availability off actors 
of production. 
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A den1and-side shock will often only affect either unen1ployment or 
inflation but not both. 

Economic shocks may hav,e combin,e,d demand-side and supply-side 
effects. For example, an overseas ,va:r may have a supply-side impact o.n 
co1n1nodity prices but n1.ay also affect consurners,' confidence., which has a 
dc1na nd-side in1pact. 

,11.:: ,--.---s:e[ : Ii ___ __ , 
. - . _- -: . ". ~ . 

Using an AD/A.S diagram. explain the 1effects of an economic shock caused by a collapse in share . . 
pr1ces In an economy. 

r n 

Employment and unemployment 
To be unen1ployed is to be out of work but actively seeking a job. The 
govern.tnent s obJectiv,e for unemployment is for this level (or ·rate) to 

be n1inin1ised. 

Econon1ists, us,e d1e term full employment vihen describing the objective 
of ininimising une1nploym,ent. Full ,en1ployment does not mean the sarue 
as zero unemployn1ent. 

It has be,en estin1ated that even at full e1nployn1ent (where une:n1ploy1nent 
is said to be 1ninimised) there n1ay still be an unemployment rate of 
around 3%. 

At full ,t;mployme11t, people will still be un,t:n1ployed. This occurs d u,c to 
people s,vitchingjobs, businesses, failing and p,eople taking tiine to :fmd 
vacancies that ,exist. 

Types of unemploymen 
Solving the p.robl,en1 of high une111p]oyn1ent requires appropriat,e 
econon1ic _p olic.i~s. 

To make d1e job of r,ed.ucing unenlployment easier it nu1kes 

s.ens,e first to classify ·why unen1ployment exists.. E conomists have 
c]ass:i fied unen1ployment into types or caus·es, of unen1ploy1nent. 

Full employment : the level 
of employment where those 
who are· economically active 
(either in work o,r seeking 
w-ork - the same concept as 
the working populat ion) can 
find work if they are willing 
to accept jobs at the going 
wage rate. 

Typical mistake 

Full employment does not 
m iean zero unemployment. 

REVISED I 

SRAS 

Cyclical unemployment 

Cyclical unemployment is shown o n an A /AS diagra1n in FigL1re 8.6. 
It occurs ,vhen A is belo,v the 1ev,el needed to produce output at the 
full e1nployment level (shown here as Y .). It is referred to as. cyclical 
u111employment due to the periods in the economic cy,cle where 
spending falls below the .an1ount needed to generate full en1ployment. 

P1 ---~ -! 

0 

I 
I 
I 
I 
I 
I 

Y1 YF Real GDP 

Figure B~6 Cyclical unemployment 

If spending 011. output is lo\v then this n1eans that workers who would 
ha.ve b en_ producing that output will not b e required and u11 mploy1nent 
w .ill rise. This type of unemployn1ent is also call.ed demand-deficien 
unemployment or Keynesian unemployme11.t. 

The solution to this type of unemployn1e1'1lt ,vill be covered lat,er (see 
Chapter 9). 

Cyclical unemployment: 
unemployment caused 
by insufficient aggregate 
demand within the economy. 
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Fricti n l unemployment 
Most frictional unemployment is short term but i t can be lengthened due 
to lack of infor-1natio11, insufficient m:etraining opportunities or welfare 
benefits, which are (too generous' to provide sufficient incentive for 
people to take jobs sooner. 

This type of une1nploy1n,ent can be reduced by improvements in helping 
people find out, on both a local and a national basis~ what job va.canci.es 
exist. It is so.m,etiln,es r,eferred to as search unemployment due to the 
issue of p,eople taking thne to find th jobs. that do e·xist. 

Structural unemployment 
Structural employment is due to long,- t ,ern1 c.hanges in the labour 
1natket which 1n-ean that certain industries are declining ~vvhilst others. . 
are gro,v1ng. 

Workers becon1ing unemployed fron1 one indus.t.ry n1a.y be unable to 
switch to another industry due to their not having adequate skills for the 
ne,1\\ rising industries. 

This type of unemploym,ent is associated '\Vith occupational in1111obility· 
but it is n1ore closely connected with long-te·rn1 tr,ends in industry growth 
and decline. 

Advances in technology may also lead to s,tructural unemployrnent 
as workers ar.e replaced by auton1ated produc tion. This type of 
unemployment is so1.netimes referred to as technological unemployn1en.t. 

Structural unemployment can. also result front fiilure to encourage peopl,e 
to 1nove from one re;gion to another,, as well as the failure of regions to 

attract ne\v busint:sses. This is also kno\Vn as '·regional uneu1ployn1,ent'. 

Classify each of the following situations into the correct type 
of unemployment: 

an unemployed steel worker who cannot find work in computer 
programming 

(b an accountant in Sheffield. unemployed due to high interest 
rates and government cuts 

( an unemployed shop assistant unwill ing to move from a rural 
area to a larger city 

( a person le,aving one job but unaware that there are plenty of 
similar jobs in a nearby town 

• 

Demand-side and supply-side factors 
The types of uuen1ployn1ent can als.o be categorised by whether they are 
ea.used by demand-side or s:upply-sid,e factors. 

Dern nd-side factors 
yclical unemployment aris,es from the lack of aggregate demand so is 

certainly be ea.used by den1·and-side factors . 

Frictional unemployment : 
unemployment resulting from 
'friction· due to movements 
into ,and out of the job market. 
i.e. it occurs when pe·opLe are 
between jobs,. 

Typical mistake 

Just because there is 
unemployment. do not 
assume that there are no 
job vacancies. In m id-2015. 
there were over 700 OOO 
varcancies for jobs . 

Structural unemployment : 
unemployment resulting 
from m is mate hes between 
the labour sup ply available 
and the labour demand for 
differently s killed labour. 

Typical mistake 
--- -------

Improvements in technology 
cannot be blamed for rises 
in unemployment - they do 
destroy some jobs but they 
create more jobs than they 
des troy over al L. 
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upply-side f ctors 
Frictional and structural unemployn1ent are caused by issues. with the 
productive potential of the econon1y, connected with the long-tem1 
aggregate supply of an econon1.y. They ar,e therefore caus,ed by supply-side 
factors. 

In order to 1ninin1is.e unemployment, it is. likely that governments "'"'ill 
use a con'lbinadon. of policles relath1g to both aggregate demand and 
aggr,egat:e supply (see Chapter 9). 

Explai n w hy une mployment falls when the economy experiences a positive output ga p. 

r n 1 

Global factors 
tructural unernploy1nent can also be incr,eased by global factors. Many 

em,erging industrial nations are able to produce goods at a much lo,ver 
cost d1an they can be produced in the UK. This n1akes the foreign goods 
1nucb n1ore pri,ce cotnpetitive, which is likely to lead to a decline in 
these n1anufacturi11g industries in the UK. As a result~ unen1ploy:rnent in 
these industries is likely to rise in the UK and the "\Vorkers. v,d.11 ·remain 
unemployed unless they are· able fill vacancies. in other industries in ,vhich 
the UK has an advantage. 

Inflation and deflation 
Inflation was a very co1nn1on problen1 in the ·u K during the twentieth 
century. H owever since the r·ecession of the early 1990s, it h as been less 
so. In .recent years, in both the UK and the :rest of Europe, govern n1en ts 
hav,e increasingly begun to ,vorry about deflation. Both inflation and 
def Lation are problematic but for different reasons. 

• Inflation refers to the annual increas.e in the general level of prices. 
The p.rice level in the UK is 111easured by the co11su1ner p:rice 
index (CPI). 

• Deflation refers to the situation wh·ere the general level of prices is 
falling over tin1e. The UK briefly exp,erienced deflation (as 1neasured 
by the PI) in 2015. This tneans that the ~inflation baskef of goods 
and services. was actually cheaper to buy for a period in 2015 than it 
would hav,e been one year ear1ier in 2014. 

• D isinflat ion r,efers, to d1e concept of a falling rate of inflation (e.g. 
wher,e inflation falls fron1 5% to 2%). 

'J Exp Lain the difference betw een deflatio n and low infla t ion . 

ro I! 20 

IIH=M 

Deflation : a fall in the 
average level of prices 
over time. 

Di si nf Lation : where the rate 
of inflation is.falli ng but is 
still positive. 

Typical mistake 

Falling inflat ion does 
not mean that goods 
and services are getting 
cheaper - there is sti ll 
i ntlation. What it m.eans is 
t hat the rate at which prices 
are increasing is s lowing 
down - a s ituation known 
as disinflation. 
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Causes of inflation 
In economjc theory, th,ere are two niain caus,es of inflation: 
• demand-pull inflation 
• cost-push inflation 

D m nd-pull infl tion 
High levels of spending give signals to firrns to incr,ease output, but as w,e 
ge't ,closer to the capacity ]ev,el of the econon1y (as dictated by the vertical 
LRAS curve) the higher spending ,vill lead to fir11is increasing their 
prices as they incur higher ,costs in prodL1ieing more output. Evenn1ally, in 
the lon.g run, when the economy is operating on the LR AS,, any increase 
in AD ,viU lead only to it1flation, rather than to increases in outpu.t. 

In Figure 8.7,, gro,vth in AD from AD
1 

to AD
4 

in.cr·i:: a.ses output 
but ev,entually leads to dernand-puU i n flation,, shown here by 
increasingly latg,c rises in the price level from P

1 
to P

4
• 

T he solution to reducing dernan d - p u ll in flation is to reduce the 
l,evel of aggregate de1naud by reducing any of the components 

that the goven·1n1ent can influence, as this would ease upward . 

Price 
level 

P:a 
P2 

.RE-VISEDI 

Demand- p u LL in f Lat i on : 
inflation caused by 
excessive ly high levels of 
aggreg.ate demand beyond 
that needed to gene rate full 
employment. 

Cost-push inflation : inflation 
that occurs due to rises 
in the costs of production 
incur red by firms. 

pressur,e on prices . P, - ------ - - -- - --

Cost-pu h inflation 
If any of the· costs of production increase then the rise in costs 
will reduce a firm~s profit n1argin unless it incr,eases th,e selling 
.Price, thus leading to higher prices. (If firms accepted a low,er 
profit n1argin when fac,ed witJ1 rising costs; cost--push infladon 
might not occur.) 

A fall in the exchange rate will lead to 'higher costs for imported 
materials and therefore this can lead to cost-push i11flation. 
(I11flatio.n caused by a fallin g exchange rate is sometin--ies referr,ed 
to as 'imported inflation'.) 

As Figure 8.8 s,hows., a h::ftward shift in the SR AS curve fron1 
SRAS

1 
to SRAS

2 
\.Vill liead to higher prices cau s,e,d by cost-push 

factors. It will also lead to a lower equilibriu.nt outpnt level. 

In this way, cost- push inflation leads not only to highe:r prices 

but abo to falling output (aud likely rises itJ uneu1ployinent at 
the san1e ti111,e). This coinbina.tio.n of proble:nis is referr,ed to as 
stagflation~ - stagn3nt growth in national output and inflation 
occurring together. 

0 

figure 8 .. 7 Growth in AD a nd its impact 
on de mand - pull inflation 

AD1 

0 Real GDP 

Figure 8.9 The, impac t o f a le ftw a rd 
s hift in SRAS 

Using AS/A.D diagrams, explain how deflat ion can be caused by changes in both aggregate demand 
and a19greg.ate supply. 
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Commodity prices and inflation 

onunodity prices are vola.tile and as a .result commodities ar,e often 
traded for the purposes of rnaking profits through sp,eculation on future 
pric,e changes. 

Oil prices have a significant efiect on the inflation rate due to oil's 
i111portance as an input to industrial production (it is used not only to 
transport goods and Vllorkers, but also to n1ake goods such as plastics). 

Oil- producing nations often. coordinate production. decisions so as to 
restrict the quantity of oil being produced and this, reduction in supply leads 

to large increases in oil prices (due to deni.and being very price indastic). 
This cau result in sharp rises in inflation as happened in the UK on more 

than one occasion in the 1970s (peaking at a.round 25%, inflation in 1975). 

Impact of other economies on UK inflation 

The UK is a fuirly open economy. This n1eans that chang,es in other 
economies can affect inflation in the UK in a nu1nber of ways: 
• Growth in foreign econon1ies wiU increas·e the deinand fo · UK 

,exports. This in theory could lead to demand-pull inflation (though 
n1os't den1and-pull inflation is cau5ed by ,exces.sive gro'\vtb i n 
consu1nption rather than ,exports). 

• hnilarly; recessions in our 1najor t.[ading p,artn,ets will ,ease dem.and­
pull pressure due to reduced spe11di11g on UK exports. 

• Increased growth in ov,ers,eas econon1ies will lead to more demand 
for con1modities and other basic production materials. This incr,eased 
demand will push up pric,es of thes,e goods and the UK n1ay experience 
cost-push inflation as a result. 

• Changes. in the exchange rate bet,,reen differ,e.nt curr,encies ,,rill also 
affect inflation. Falls in die exchange rate will lead to cost-push 
pre·ssure as import prices .rise. 

The balance of payments on 
current account 
Foreign trade is hnportant for the UK. Jobs and incon1,e are deriv,ed 
froni ou.r ability to -export goods and services to other countries , with 
additional tnultiplier effects. Imports ar,e also in1portant as they allow 
consu1n,ers access to produ.cts they could not other.,.vise obtain 1 or could 
not obtain at a reasonable prjce. Although ilnported goods and services. 
do not contribute directly to OU[ national incomel they supply on1: f1r1ns, 

with vital inputs into the production _process. ,All thes,e transactions are 
recorded in the balance of payi·nents. 

The balanoe of payments is divided into three sections: 
• current account 
• capital account 
• financial account 

.RE-VISEDI 

Commodity : a homogeneous 
product (aU output of the 
product is identical) that is 
often used as a bas.ic input 
into production. Common 
examples are oil, copper. 
minerals, cotton and basic 
foodstuffs le .g. w·heat and 
cocoa). 

Open economy : an economy 
in which foreign trade 
accounts for ,a s ign ificant 
pro1portion of GDP. 

Exam tip 

It is only the current account 
of the balance of payments 
that we a re concierned w ith 
atA.S. 
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Current account of the bal nee of payments 

The current account is concerned with the flows of incon1e fron1 
trade the use of factors of production and o ther transfers between 
co·untries. It looks at earnings made by the use of assets rather than the 
assets themselves. 

The current account consists of these sections: 
• t.rade in goods - e..~po:rts -and imports of goods 
• trade in services - exports and imports of services 

• • ~ z • pr1tnary income - nee investment incomes 
• seconda.ry income - t:ransfers of n1ont;y betwe,en countries 

Trade in goods 
The balance of trade in goods calculates the value of goods exported by 
the U1{ less. the value of goods iinported by the UK. 

The UK typically .runs a fairly large deficit on the trade in goods balance. 

The ba]ance on the trade in goods is so111:ethnes. known as the 
'visible 1 balanc,e. 

Trad - in servic s 
The balance of trade in s,ervices calculates the value of services exported 
by the UK less the value of s,ervices in1ported by the UK. 

The UK typically runs a surplus on trad,e in s·ervices, th.ough this is not as 
large as the de:flcit on the trade in good. balance. 

Majoi· se;rvices export d by the UK telate to the UK's rmancial s,ervices 
industry (e. g. banking and insurance). 

This balance is refered to as th,e 'invisible' balance. 

Primary income 
Primary income refers to the net investment income flows earned by 
the UK. 

This is calculated as jnvestn1ent inco1ne received fron1 abroad less any 
investment income paid abroad. 

[nvestn1ent incon1e relates to the earnings from ass.ets located outside the 
UK. This, includes earnings on financial a.ssets, such as dividends: and 
interest earned from overseas , as. vvell as the profits and wages p,aid by 
UK-owned direct inves.tn1ents hi. businesses located ov,erseas. 

The inward flo\v of inv-estn1ent incon1.e ,vill be accompani.~d by an 
outward flow of investn1e11t incon1,r.;·., which rela tes to foreigners who own 
assets locat,ed in the UK. The inward flow of inco1ne less the out"va.rd 
flO\.V of incon1.e gives the net invest111ent income position. 

The balance on uet investtnent income in the UI{ used. to be a larg ,e 
su.rph1s but this has n1ov,ed into deficit recently. 

The deficit on net inves.t1nent incon1,e is explained by rapid growth in 
investment in the UK by investors in count:ri,es like· C hina and India (thus 
creating flows of inv,es.cruent income back to those countries). 

.RE-VISEDI 

Primary income: flows of 
income from investments 
abroad less flows of income 
f rom for 1eign investments 
located in t he UK. 
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Second ry income 
Secondary income reters to the transfe·rs of rnoney betw,een countries. 
This usually arises from: 
• privat,e transfers ., e.g. wag,es of overseas ,vorkers sent back to their 

fatnily at home 
• foreign aid 
• gr.ants 
• gifts 

The biggest two con1po11 nts of the· current a.ccount ar,e the trade in 
goods and the trade in s,ervices. The det1cit on goods oun.-vcighs the 
s:urplt-ts on servic,es, \Vhich m ,eans that overall the ,curre1'1t accou11t balance 
is nor1nally in deficit. 

Secondary income : 
t ransfers of money received 
, n t he UK from a broad less 
transfers of money paid by 
the UK overseas,. 

Decide whether each of the following t ransactions would improve or worsen a current account deficit: 
s,ale of goods abroad 

n 

wages paid by workers overseas sent back to families in the UK 
purchase of services provided by ,a French investment bank 
UK tourists on holiday in Greece 
aid given to developing countries 
dividends received by UK residents on shares held in a German company 

r. n 

B lane on the current account 

F- ctors det rmining xport 

Foreign GDP 
As foreign GDP rises spending in those cotu1tr ies vvill also rise and this 
will lead to a. gr ater dernand for UK goods a.rid services (i. ,c.!'. they will 
in1port 1nore as their spending increases). 

Productivity 
If UK p,roductivity rises relative to foreign productivity .. this 1neans UK 
firms can p:roduce more output for a proportionately sn1aller a1nount 
of inputs. This inc.reas.ed efficiency will mean that costs per unit of 
output fall; which allows firn1s to price their goods 1nore con1petitively 
cornpared ,vith foreign substitutes. This should boos.t th,e demand for UK 
goods - thus leading to incr,eas.es in exports. 

lnftation 
[fUI{ inflation is higher than foreign inflation it means that th·e prices 

ofUI{ goods ar,e rising £aster than those of goods produced overs,eas. 
This n1eans. UK goods wiJl becon1e less price con1petitive and fo:reign 
buyers will switch away from buying UK goods - thus leading to 

lower export5,. 

The main issue here is not the rate of inflation but the lev,el of relative 
inflation (i.e. UK inflation con1pared ,vith foreign inflation). 

ii¥MH ...... _ 
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Exchange rates 
A ~tronger pot:1nd ,vill buy more foreign currency . . However .. this also 
n1.ea11s th.at foreigners will net!d n1ore of their own curr,ency to buy the 
same amou.nt of sterling. T his means a stronger (or higher) exchange 
rate '\Vill l,t;ad to lower demand for UK t!Xports due to th n1 appearing 
more expensive· in foreign curr,ency terms. Sin1ilarly, a weaker pound 
should lead to a highier volun1e of expo.rts as thes,e goods will now app,ear 
cheaper in for-eign currency terni.s. 

Factors determining imports 

UK GDP 
As UK G Prises,, spending in the UK rises - especially on 
consumption. The an1ount of goods aud servi,ces itnp,orted '\vill rise 
along Vt<'"ith consun1ption as hous·eholds spend their higher incomes. 
Thus; although a high growth rate of GDP 1nay be good for the eco11on-1y 
in a number of ways, it will lead to a higher volume of iinports and a 
deteriorating trade balance on the current account. 

Exchange rate 
A strong pound buys n10.r,e for,eign currency, which means foreign good s 
can be bought for a sn1,aller an1ount of ste.ding. This means that imports, 
are cheap.er .and as a. con s,equ ence thei r volurne ,vill ris.,e. 

Many of the factors n1entioned eadier which affect the de·mand for 
exports ,viJ.l also a.ff ect the demand for UK i111ports. For exa.n1ple 
r,elatively higher UK inflation will lead to lo,ver demand for UK exports 
but will also increase the demand for in1ports in the UK as foreign goods 
will appear relativ,ely cheap to buy. 

Sin1ilarly, if UK productivity is low compared ,vith foreign productivity 
then, by the same r,easonin.g, den'land for in1ports in the u ·K n1ay .rise due 
to those goods becotning relatively cheaper (due co toreig.n firms being 
mor,e cost efficient). 

Possible conflicts betwe1en 
macroeconomic policy objectives 
As stated in Chapt,er 6, the UK government has a nu1nher of 
rnacroeconon1-ic policy objectives. The key objectiv,es are: 
• ,econo1nic growth (positive but stable growth in G P) 
• price stability (an inflation target of 2%) 
• 1ninin1ising unen1ployment 
• stable balance of payments on current account (mainly between exports 

and in1ports) 
• balancing the budget (betwee11 governu1ent spending and taxation) 

Output gaps 
An output gap oc,curs when d1e actual (short-run) growth rate differs 
from the tr,end (long-run) growth rate. Thes,e can be negative output gaps 
or positive output gaeps (see Figure 8.5 on p. 89). 

Typical mistake 

Do not assum1e that UK 
economic growth will 
generate more exports. 
Expor ts are purchased 
by thos,e overse-as s,o it. is 
growth in these countries 
that will boost exports. 

Exam tip 

Remember t hat eve n if 
expor ts appear more or 
less competitive in terms 
of price, there are oither, 
non-price, facto r s which 
w ill determi ne t he level of 
dem and for the m . Cons ider 
the pr ice ela st icity of 
demand for the type of g1ood. 
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Negative output gaps 
Thes,e occur when actual gro"vth is below trend gro"\vth. 

If there is a negative output gap then cyclical unernployn1,ent is likely 
to increas,e. 

As growth is belOVJ the productive capacity of d1,e economy, there 
will be resourc,es, (workers and capital) "'.,hich are not required for 
production. T his tneans, that \-Vorkers Vlill becoi11.e lH1en1ployed. 

U :nen1ployn1,ent can rise in this way even if ac tual growth is positive; if 
the trend growth for the ,e,conon1y is 2 % and actual gro\vth is only 1% 
then this n1eans that fewer 1.vorkers are need,ed given that each worker 
on av,erage1 can produce 2% n1ore, ,each year - and only a 1% increase 
in output is needed. 

The negative output gap can also be shown on an AD/AS diagram 
(see Figure 8.9). This type of une1nployn1,ent can best be solved by 
increasing the lev,el of aggregate demand. 

Positive output gaps 
Thes,e occur ,vben actual growth is above trend gro\.vth. 

A positive output gap will t!'V.entu.ally h:ad 'to rish1.g prices, i.e. 
higher inflation. 

With a positive output gap,~ although outpllt is temporarily 
higher than its trend rate, thcis cannot he n1.aintain,ed in the long 
run. I n order to keep outpu't at this h igh .ie.r level firnls "\.vill find 
costs incr,easing (such as paying higher ~g,es to attract '\Vor-kers) 
and this "\.Vill lead to inflationary pressures. 

Po.sltlve 
ou,t put 

gap 
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Figure 8.9 A negative output gap 
is caused here by insufficient AD 

~ AS 
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AD 

0 Rea l GDP 

The positive output gap can be s.ho"\.vn on an AD/AS diagran1 
(se,e Figure 8.10). This type of inflation can best be so]v,ed by 
decreasing the level of aggregate demand. 

Figure 8.10 A pos it ive OU't put gap here 
ge nera tes inflationary pressure in t he 
economy 

What are the cha racte·ris,tiics of a negative output gap and a positive output gap? 

r 9 

Policy conflicts 
As we, can s:e , two of the 1nain n1.acroeconornic objectives (in.tlatio11 and 
unenJ1ployment) require djfferent solutions - on e requires n1.ore and one 

requires less aggregate den-iand. This is described as a policy cOilflict. 

A policy conflict exists ·wheu attempts to solve one ,ecou.omic probleru 

lead away from. solving another problem. We ,can exan-'line potential 
conflicts by looking at ho"v certain objectives niight be a,chieved. 

Policy objectives needing increased aggregate demand: 
• short-run ,economic gro,vth (spending and inco1ne are closely connected) 
• reducing cyclical une1nployment Uobs depend on d1e level of spending) 

eliniinating a bud.get deficit (this is. easi,er ,vith higher spending, which 
1neans more ·taxes. are collected) 
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Policy objectives needing lower aggr,egate demand: 
• reducing dei-nand-pull inflation (this inflation is caused by there being 

too rnuch AD) 
• i1nproving the current account balan,c,e (this will occur if imports are 

lo\ver, which follows if spen.ding faUs) 
• eli1ninating a budget deficit (this. r11ay r,eq uire low,er govern1nent 

spending., though son1.,e would dispute this) 

Then:foJ"ic:~ conflicts will aris-e: betweetl. objectives that n ,ed higher AD 
and those chat n ,~ed lo\.V,f.!r AD. Con11no11 conflicts a.ris,e bet\.ve,en: 
• II1.inin1ising luten1ploymen.t at1d keeping inflation low Price 

and stable level 

• increasing economic growth and achieving balance on the 

AS 

c u:r rent account 

• .reducing the budget d ficit through cuts in gover n 1nent 
spending, and achieving econou1ic growth and 1ninin1ising 

uneu1ployn1ent 

p2· -- - - - ------ - - -,E~fi;r--t-----. 
\ unemployment ! 

or : 
' fl . I 

Rein.ember these conflicts can be made worse by n1ultiplier 
effects. For exan1ple, a reduction in governn1ent spending 
in order to close d1 e gap on a budget deficit 1nay lead to a 
significantly larger fall in national income as a result. 

0 

,m 1 ration , 
l 
I 

Ymax Real GDP 

As Figure 8.11 shows., ifwe re]y only on policies that affect AD., 
then ·v1.re ,vill face a conflict between experiencing une1nployment 
(with ADi) or inflation (v.rith ADJ . 

Figure B .. 11 T h e conflict resulting from 
rely ing on polic ies t ha't affec·t AD only 

Policy conflicts in the long run 
Most economis'tS, agree ·that then:- are policy conflicts in the short run 
at lea.st. Howev~r, sonu! would argu,1;; that tht:se conflicts do n.ot have to 
occur in the long run. 

Different policies can. be used to address different problen1s1 '\-Vhich 1nay 

1ninincise die conflict that exists. In the long run, the econon1y should be 
operating on the LR.AS n1eaning that there is no cyclical unen1ployn1ent 

in the long run. If there is no cyclical unen1.ployn1ent then there is no 
need for higher AD. 

Supply-side policies. n1ay be the solution to the trade- off that exists 
bet\.veen inflation and unemployment in the short run - these ar,e 
explor,ed in the next chapter. 

There are other conflicts that exist in trying to ensure an equitable 
distribution of income. on1e econon1is.ts a.rgue that h.igher growth can 
be achieved if govern1n,ents. do not worry about unequal distribution of 
income, and that by cutting taxes for high ea.1:ners, higher growth can be 
achieved. This. point is open to debate, though. 

Anoth(!r argun--ient is that cutting Wt!lf..1n .. ~ b~nefits will r~duce 
unemployn1ent and will hnprove long-run growth. Agai.n, this would 
conflict with the· obj~ctiv~ of an ~quitabl~ distribution of incorn~. 

. . 

:~~;y_isi.o ~:a~_tiv_ity 

Draw AD/AS diagrams to 
i Uustrate the issues of 
cyclical unemployment 
and both types of i nflationl 
and add notes on the 
effect of these on the 
achievement of other 
government objectives. 

Exp Lain why there may be a conflict between inflation and u ne mp loyment. 

p. 11 
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Exam practice 

In 2 011, UK infla tion was close to 5%. This i s 
significantly abov,e its target level. How,~ver, 
despit,e this, t11e Bank o f England chos~ not to 
raise inter est rat·es. The reason given for not 
raising rat,es w as that the high inflat ion w as 

caused by th e fall in the pound 's valu e, a rec,ent 
rise in co111nJ.odity prices and a n :cen t r is,e in 
VAT. The g overno r of th e Bank of England 
b eliev,ed that ,v ithout these fac to rs,, in flat ion. 
Vlould h ave- b een b elow i ts ta rget level o f 2%. 

1 Define the t 1erm 'disinflation'. [3] 
2 Briefly explain how inflation is calculated in the UK. [6] 
3 Explain how two factors mentioned in the extract a re leading to h ig her inflation. [6] 
4 Using an AD/AS diagram, analyse the effects on economic performance of the f,actors 

mentioned in the extract. [10] (•]i@jj __ 

Summary 
You should h,ave an understanding of: 
• The distinction between short,..run ,and long­

run growth as well as the 'factors contributing 
to each type of growth . 

• The features of each stage of the economic 
cycle and how to describe them. 

• How· differences in short-run and long-run 
grow·th lead to output gaps. 

Answers and quick quizzes online 

• The methods of measurement and the 
factors that determine each of the following 
macroeconomic indicators: 
- un,employment 
- inflation 
- · current account on the balance of payments, 

• The policy conflicts that arise in a ttempting to 
achieve multiple objectives, both in the short 
run and in the long run. 
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Monetary policy 
The 1n~in focus of monetary po Li cy is. on the level of inter·est rates set in 
the economy. Other aspects of 111onetary policy include th,e size of the 
1noney supply the availabi]ity of credit (i.,e. 1noney that can be borrowed 
by const.1n1ers and businesses) and the exchange rate of the currency. 

Monetary policy is the job of the central bank of the econo1ny, which 
in the ·uK is the Bank of England. Since 1997,. the Bank of England has 
been larg,ely free of governn1ent control in setting 1nonetary policy. 

This doe·s not .mean that the govern111ent has no influcnct;: it still s·ets 
the· targets for the Bank of England ·to achieve~ and it still rest::rves thtz 
right to intervene in th 111.anagement of 1nonetary poHcy i n special 
circumstances1 such as in cl'l·e financial crisis of 2008. 

Objectives of monetary policy 
The key aim of UI-C n1onetary policy is to achieve the governtnent's 
inflation target - using the CPI 1neasur n1· nt of inflation- at a. rate of 
2% (plus or minus 1%) per year. Other objectiv,es of gov,ernment policy, 
su.ch as full ,en-iployment and steady econontlc growth, ar-,e· in1portant but 
should be pursued using .n1onetary policy only if they do not conflict 
·with ·che inflation target. 

The inflation target of2'% is a .. chieved through chang·e·s to the Bank rate . 
D ,ecisions over the level at ~vhich to set bank rate are n1ade tnonthly by 
the Bank of England s Monetary Policy Con1n1ittee. 

Exam tip 

Although interest r.ates .affect the reward for savings. the main effect 
of interest ra1te changes considered in economics is the change in the 
cost of borrowing . 

Monetary policy : the 
manipulation of the price 
and availability of money 
within ,an economy to 
achieve economic policy 
obj1ectives. 

Bank rate: the interest rate 
set by the Bank of England 
that affects inter,est rates 
set by banks and other 
financ ial institutions such 
as building societies .across 
the econo1my. 

Explain three ways in which aggregate demand wo1uld be affected by a cut in interest rates . 

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



The Monetary Policy Committee 
Monetary policy is n1ainly ,effected 'by changes in the level of interest 
rates. The level of interest rates is set by the Monetary Policy Committee 
of the Bank of England. 

The MPC \-Vill consider how a range of ,economic factors will impa,cc 
on the UK inflation rate. Areas of economic perforn1ance that will be 
consi.der,ed .include: 
• consumer spendil.1g a11.d consumer confidence 
• business investment and business confidenc,e 
• fiscal policy - governmen't expenditu.r,c and taxatioJ1. 

• the e~change rate 
• con'lmodity prices 
• unemployn1·enc and labour 1narket conditions 

The MPC will consider "\vhether the economic conditions currently 
facing the Ul{1 and those that are lik,ely to face th,e UIC in die short and 
1uediun1 tenn, are likely to either increase or decreas,e the inflation rate 

over the next 2 years. This will b,e acl1ieved by assessing ho,v changes 
in the econo1nic environn1ent "\.vill affect both aggregate den1and and 

aggr·egate supply. 

If there are incr,eas.ed chances of inflation rising in the near future; then it 
is likely that m ,en1hers of the MPC ,vill vote to raise inter,est rates. This is 
because a higher Jevel of inter,est rates is likely to lead to lo,ver aggregate 
den1-and which will - in turn- lead to lo,v,er pressure on den1and-
pull int1atio:n. 

The opposite ,vould also be true; and if cher,e is likely to be 
downward _pressur,e on prices, then 111:ernbers of the MPC are 
more likely to lower interest rat-es to sti1nula.te d1,e level of 
aggregate den1.and. 

Price 
level 

For t!xa1nple, a ris,e i11 th,e Ba11-k rat~ is likely to have the following 
effects on the Ul{ econon1y: 
• lower levels of borrowing by consu m ,ers 
• higher 111.onthly repayments for those with. variable rate u1ortgages, 
• increased incentives for households to save 

P-2 

0 
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Monetary Policy 
Committee: this currently 
cons ists of nine members 
and meets monthly 
to consider recent 
developments and likely 
future deve lopments 
of aspects of UK 
economic performance. 

AS 

Real GDP 

• lower investment by businesses as the profitability of investm,e.nt Figure 9.1 The ef fects of ra is in g 
projects. is reduoed i nte,rest rates 

• a rise in the exchange .rate, causing UK exports to be less compet.itiv,e, 
but in'lpor ts to be cheaper thus potentiaUy reducing cost-push in:flation 
as ,vell. 

All these effects will reduce the level of aggregate den1and and should 
l,ead to a reduction in de1nand-pull inflation. In Figure 9 .1. increas.es in 
interest rat,es will lead to a shift froin AD

1 
to A 

2
; "\vhich is likely to bring 

down inflation but lower econo1nic grov.rth and increase unen1ployment. 

It is worth bearing in n1.ind that ,changes in interest ra.tes usually take over 
a year (and _perhaps up, to 2 years) to work th:rough the economy fully. 
This means the changes should be forward looking and the MPC should 
consider where· inflation ,~lill be in 1- 2 y,ea.rs.' tini.e. 

Changing interest ra.tes in .r spo11.se to rises in. the rate of in.flation is 
probably too lat~ - the changes should h app ,en '\.Vell in advan,ce. This gap 
in tin-iie is referred to as a time lag. 

Exam tip 

Changes in interest rates 
are not gu,aranteed to work. 
immediate ly or exactly 
as planned. Remember 
that the predicted effects, 
are based Orn consumer 
behaviour, which is, not 
always predictable. 
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This is n1ade harder because the data on \vh~ch inter,es.t rate changes. are 
based n1a.y take· some i-nonths to become available: at a:ny time, ,;,;,..re may be 
looking at data "'rhid1 aie at least 1 month old, if not older. 

The eff et of int rest rates on o her objectives 

There will be a policy con:flict ,vhen using interest rat,es to r,educ,e the rat,e 
of inflation. Higher interest rates should lead to lo"rer inflation through 
the transmission 1nechan.isn1 of lower aggregate demand. However, die 
lower level of aggr,egate den1and will have the following effects: 
• higher unemployment ca.us·ed by lack of spendi11g 
• lovver short- term ,economic growth due to reduced de1nand 
• gro\.vth of the supply side of the econon1y is li1nited due· to ]ack of 

investment in productive capacity 
• Io,:~ter 'tax revenue collected due to lower ,economic activity 
• reduced levels of expor1:s due to a likely rise in the ,exchange rate, 

\~lhich has effects on econontic growth and une1nployn1cnt 

Limitation of interes rates in controlling 
the economy 
Though th main impact of higher inter,e,st rates is on aggregate- den1and, 
tht!·re is. son1.,e f£ect on. aggregate supply, but this is less significa11t and l ss 
c rtain in terms of the size of its impact. This rneans that interest rat s ar 
less usefu] as a n1eans of controlli11g r ises in. cost-push intlation. 

In 2012, UK inflation rose ,vell above its targ,et level , reaching over 5% . 
Given that this was aln1ost entirely due to cost-push factors (:falling value 
of the pound rising oil prices and rises in indir,ect taxes) however, the 
MPC did not rais,e interest rates as it '\-Vas felt it '\.vould h av,e little in1pact 

on the inflation rate. 

There are other limitations of using interest rates to control the econo1ny: 
• titne lags in d1eir effectiveness 
• uncertain effects - ,ve cannot be sure of their impact 
• when interest rat,es ar,e low, further cuts 111ay not be possible 
• changes may have to be large to have any significant effect (n1os.t 

changes in inter,est rate are in steps of + / - 0.25%) 

Explain why the MPC might decrease interest rates even i'f t he latest month's inflation rate 
has increased . 

r Ii 

Interest rates and the exchange rate 

A change in interest rates is lik:ely to affect the eXlchange ra oe. 

A rise in int,erest rate is likely to lead to a ris,e in the value of tl1e pound 
on the foreign exchange 1narkets. This occurs. because a h igher interest 
rate will attract flows of sp,eculative short-te·rm rnoney (often known as 
~hot money·') into ·chat currency due to the higher returns that can now 
be obtained. The higher den1and for the currency leads to an increase in 
its value. 
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The currency\ higher value will lead to down,vard pressure on cost-push 
inflation as a higher e_'tchange rate will 1,ead to lower prices for imported 
goods and ]ovver costs for thos,e businesses that imp,ort materials for use 
in production. 

T he link between inten~st rates and th~ exchange rate is. no·t as clear as the 
link between interest rates and. aggrega.tc demand. It will depend on what 
is happe·ning to interest r-ates in other econo1nies at the sa1ne· time and 
hoVv~ expected ·th(!' chang,c.: in interest rates was. 

The effects of exchang ra e changes on 
other macroeconomic policy objectives 

Change-sin th.e t=xchange rac,e, whether caused by chan.ge-s in interest ra'tt!S 

or .not, will affect other· objectives i11 a. nu111ber of \\o"ays: 

• A rise in the exchange rate will lead to exports becon1.ing less price, 
co111.petitive in fot,t.:ign markets. 

• A fall in the exchange rate ~ill boost ,~xports, leading to n1ore jobs in 
the export sector. 

• A fall in the exchange rate vvill lead to highc:r in flation as i1nported 
goods and set9Vices will becon1.e n1ore expensive. 

• An unstable exchange rate will 1u.ake it hard for ·uK exporters to plan 
lev,els of production. It will also 1nake foreign consunl'.ers 1,es.s. willing 
to buy UK goods due to unc,ertainty over prices u nles.s UK producers 
are ,villing to absorb the changes in their profit 1nargins by accepting a 
fixed price; n1,easured in foreign currency terrus. 

Fiscal policy 
Fiscal policy involves n1aking deliberate chan.ges in either govern1nent 
spending or taxation. Governn1ent spe11ding is generaUy financed by 
the collection of taxation. revenue. The difference between the level of 
gov,er11n'l1t:nt spending and the. tax coUe--cted is r eferrc.;d to as the budget 
balance. 

Given that the governn1ent spends huge sums of money (over £750 
billion in 2015- 16), it ,vould be highly unusual if it 1nanaged to spend the 
exact an1ount collect,ed in tax revenue. Each year there will be either a 

deficit or a surplus. In the last 40 years 1 there has been a surplus in around 
5 y,ears only., with the deficit becon'.1liug increasingly large in the last 

10 years. 

Budget deficits are financed by borrowing. The gover111nent issues bonds 
(a fortn of l U) that p ,eople purchase fro1n the governn1ent ,vhich 1enable 
the excess spending to be financed . The bond w ill pay the holde:t" a fix,ed 
r.ate of interest unti] it has to be repaid. Typically bonds have a 10-y,ear 
life before they ar,e r,epaid. 

Typical mistake 

Cutting taxes should boost economic activity. but do not assume the 
tax cut to be self- financing: the boost in economic act ivity wi U not lead 
to tax r.evenues rising in excess of the tax cut. 

Typical mistake 

The link between interest 
rates and exchange rates is 
often unclear. If an increase 
in interest rates is widely 
expected . the ri'se in the 
exchange rate may occur 
earlier, anticipating r.ather 
than following the change. 

Typical mistake 

A fall in the exchange r,ate 
will make imports more 
expensive but this doesn't 
mean UK consumers will 
switch away from buying 
imports - at least not in 
the short. run. 

Exam tip 

The te·rm ·stance· is, often 
used to deseri be the 
general effect of a p1o licy 
on activ ity. For examplej 
an 1expansionary monetary 
s tancie would be used 
to de,scribe moneta ry 
policy that is p romoting 
faster growth . 

l=i sea L policy : f iscal policy 
involv,es deliberate changes 
in either government 
spending or taxation. 

Bonds : a method of 
financing ,a budget deficit. 
bonds are issued by the 
government to people 
who lend the government 
money and rece ive interest 
payments. in return, plus 
the eventual re payment of 
the bond. 
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Fiscal policy and the national debt 
Any tim,e the government runs a budget deficit as part of its, fiscal policy 
it ,vill have to borrow the shortfall. As, st~ted earlirer, this is done through 
the issue of debt in the form of inter,est-bearing governu1ent bonds. Thes,e 
bonds will eventually be repaid, but until that ,date, they for111 part of the 
national debt. 

At any one time., the governn1,ent is. likely to be paying back past debt as 
bonds reach their maturity date (r,epay1nent dat,e), but as stated earlier, 
budget deficits occur mucb mor,e frequently than budg,et surplus.es. As 
a r,esult~ even as debt is repaid, more debt is taken on, meaning that the 
national debt does not necessarily shrink. 

It is this outstanding debt 011. ,vhich int,e:r,est has to be paid each year. In 
2015- 16, around £50 billion will be spent by the goverru11ent on these 
interest payn1ents. 

The size of the national debt is high when cot'JlP,ared with the l'lational 
incon1e (it is nortnal to express national debt as a percentage of national 

inco:u1e) but this is not necessarily ,vorrying: n1ost hous,eholds, for 
example, regularly fund house purchases with 1nortgages that are in 
excess of tbe hous.eholds' annual income. The UK national debt is 
currently around £1.6 trillion (or £1600 billion). This is ,equivalent to 

almost 90% of the UK's DP. 

Any budget deficit will add to this debt. At the san1e thn,e any budget 
surpluses will allow ·the· governm,ent to pay off existjng debts and 
therefor,e the national debt will fall. 

Why do we appea.r always to run deficits? This is largely due to the 
popularity of government spending among vot~rs. People like wt~ll­
fund~d schools ,and hospitals, and good roads. Few politicians. would get 
elected if d1,ey pro11"1is,ed tax 1"is s .. I f the debt is to be paid off so111.,e years 
in the futllr·e, politicians s:,eek.ing election today are unlikely m:o v,,rorry. 

.RE-VISEDI 

National debt: the stock of 
all outstanding grovernment 
debt that has yet to be repaid. 

Typical mistake 

Do not confuse the national 
debt w ith the budget deficiti 
the budget deficit adds to 
the national debt, but the 
debt w ill still be there even if 
the-re is a budget surp lus. 

Exam tip 

Think about why budget 
deficits ,are so commonplace. 

Why will national debt as a percentage of national income fall even if the government runs continual 
budget deficits? 

r p. 1 

Taxation 
Taxation revenue coUectcd by the governn1e11t .finances government 
expenditure. In general, the following types of tax exist. 

Direct taxation 
Direct taxes are normally _placed on. inco111.,es and are often taken a\'\i"ay 

by the 111ployer bcfor,e the employee ever receives them· S·elf- mployed 
wotkers pay tax then1selves. 

Con.1n1on examples of direct taxes in th,e UK are as .follows: 

• income tax - based on a perc,entage of earnings above a set tax­
fre,e thr,eshold 

Direct tax : a direct tax is 
one that can not be passe·d 
on to another person and is. 
usually levied on incomes. 
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• national -insur·ance contributions (NICs) - paid by workers to 

cover state benefit entitlen1ents 
• corporation tax - paid by con1panies bas,ed on their r ·eported profits 

Indirect taxation 

Comino11. exa1nples of i nd ire et taxes in the Ul( .are! 
• value· added tax (VAT) - currently 20% on n~ost ite1ns (though 

son1e goods are 'zero rated'') 
• excise· duties - taxes on particular iten1s, such as petrol, alcohol 

and tobacco 

In the ·uK the three 1nain taxes used are incon1,e ta.x (around 25% of t a.'lC 

receipts) \...-AT (around 20% of tax receipts) and NICs. (also around 20% of 
tax receipts). 

Exam tip 

When writing about taxes, be c Lear to distinguish betwe·en the· rate of 
tax and the revenue raised by a t.ax - they are connected but different. 

Progressive. regressive and proportional 
taxation 
One objective of the government is to ere-ate a favourable distribution 
of incon,,e. This involves ensuring that the gap be~veen. the richest 
and the poorest households is. less tha.n it 1night be if left to the 111arket. 
I.nequality 1nay be· se,en as undesirable if it becon'les too great. As. a result, 
governn1ents regularly u.se the taxation system to create a mor,e equitable 
distribution of incon1e. 

Prag ressive taxes 
Progressive taxation is. achieved by having diffe rent tax bands. In the 
UK, the curr,ent tax bands af\e as follo~,s: 

[Tax rates for 2015/16 !Income range(() 

Tax-free allowance 0- 10 600 
~ -
B.asic rate ot 20o/a, 10600-42 3.85 

Higher rate of 40o/o 42385+ 

Additional rate of 45°/o 150000+· 

Those ,earning above £100 OOO \-vould s.ee their p ersonal allo\\>"'ance 
gradually reduced until it is Vlithdrawn fully, d ~p ,ending on 
their earnings. 

What n1akes this. sys.ten1 of tax progressiv,e is that it is paid only ou any 

additional incon1e ·earned. For exan1ple a person earning over £42 385 
,vould pay 40% only on their earnings above that level. On the incotne 
earned below that, they would pay 20% , apart fron1 £10 600 on '\vhich 
they would pay no tax at all. 

This 1neans. that lo,v earners pay a relatively low rate of tax: son1eone 
earning around £15000 would pay only £880 in inco1ne tax~ a rat,e of 
less than 6%. 

Indirect tax: a tax on 
spending. It is termed 
indirect because the s.e ller 
can p.ass on the tax. to the 
buyer. i.e. the se Her can 
avoid the tax by increasing 
the s,e Ui ng price, though it 
cannot always be passed 
on in fu ll. 

Progressive taxes : where 
those on h ig her incomes pay 
a h ig he·r proportion of their 
income in tax compared with 
those 01n Lower i ncome·s. 
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At tbe· other end, the rates paid by above-averag,e earners rise from 20% 
to 40% and higher if they earn very large a1nou11ts. Hence, the i11con1e 
of above.-average earners reduces. more quickly than that ofbelow­
average earners. 

Based on the table of different tax bands for the UK shown on page 107, calculate how much 
income tax someone would pay if they earned: 

£15 OOO 
fu (30000 

£45000 
[b Express the amounts paid in tax by ea 1c:h of the people described in question 4(a) above as .a 

percentage of their income - this gives you the average- rate of tax pa id by that person. 
[c What do the answers in lb) tell you about the UK system of income tax?' 

R gr ssive t x s 
An exan1.ple of a regressive tax in the UK was the 'cornmunity charge', 
which ,existed before the council tax ,vas introdnced. Every person had 
to pay the s,ame amount! regardless of in.come. The tax '\.vas seen as v,ery 
controversial as it hit the poorest earners harder. 

Some d1ink VAT is also a regressive tax but this "\\1·ould be true only if 
it v,,rere charged on items that poorer t!'arners have to buy in th.,e same 
quantities. as others in the population. This is on,t! reason ,vhy food is 
exen1pt frorn VAT: if food ·we:re subj,ect to VAT, it , .vould account for a 
higher proportion of a poorer ,earn.er,s income. 

Proportional taxes 

Econon1ists, son1etimes refer to proportional taxes as 'flat ta~es. A tax 
with one unitbr1n percentage rate and no tax-free d1r,esholds would 
fall into this cat,egory. VAT rcan be e,en as proportional if it is on non­
essential ite1ns (items that poorer households do not have to buy in the 
san1e quantities. as others). 

Typical mistake 

A. progressive tax doesn't just mean that. rich people pay more tax -
they would pay more even if the tax were p roportionaL What it means 
is that they pay proportionately more. 

Why do some people think VAT is a regressive tax? 

Regressive taxes : taxes that 
i ncre.ase in relative size on 
lower income earners. 

Proportional taxes : taxes 
that are paid in equal 
proportions by everyorne. 

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



Fiscal policy and aggrega e demand 
hang,es in the governments. fiscal stance, i.e. ,changes in -eith,er tax 

or governn1ent spending will affect aggregate den1and. hanges to 
A resulting from fiscal policy are someth-nes referred to as 'de1nand 
n1anagemene. 

Ex_pansionary fiscal policy would refer to either increases in 
government spending or reductions. in taxation, or to both. This will shift 
the AD curve to the right. 

Contractionary fiscal pol icy will shift the AD curve to che left. 

As a con1.ponent of AD, changes in govern1nent spending will directly 
affect the overall tot.al of AD. 

As v:,,re know, changes. in AD~ ,vbether caus.ed by chang,es in govern1nent 
spending or not, ,vill ,change the following n1acroecono1nic indicators; 
• the leve1 of real GDP 
• the· level of unen1ployn1eut 
• the pric,e level 

There will be 1nultiplier effects. caus·ed by the change in govern1nent 
spending., which are also likely to affect the 1nacroeconomic indicators 
1nentioned above. 

Effects of changes in ta 
Chang-t:s in taxes on incomes. will affect tht! disposable in.con1.e of 
households (income after tax deductions), ,vhich ,vill afft;·Ct the level of 
consumption - higher ·taxes act to reduce consu1nption. 

Ch.ang,es in taxes on busincs.s profits will affect the level of .i.nvcstn:ient as 
they reduce the funds. av--ailabl,e for investn:1.ent in the business. 

Again there will be u1ultiplier effects. These will be less certain. For 
example, a tax cut which increases disposable incom,es nl ay not always 
lead to higher consu.n1ption; households n1ay decide to save so1ne of this 
extra inco1ue or sp·end it on imports. 

As with governtnent sp,e:nding~ whether or not the fiscal policy is 
designed to increase A (through lower taxes) or reduce· A (through 
higher ta.xes)., the.re will be potential ,effects on r,ea1 G P., unen1ployment 
and th,e price level 

Fiscal policy and gg r g te supply 
Change in fiscal policy 1can als.o have ,effects on the aggregate supply 
curve (both the SRAS and the LRAS curves). 

Etf cts of chang sin indirect tax s 
Increases in any indirect tax, such as VAT or excise duties, which affect 
businesses will shift the SRAS curve to the left, and reductions, will sl1ift 
it to the right. 

This is bl.!,e:,.usc higher indirect tax-es cannot alvvays b~ fully pass,ed on to 
the consumer in the for1n of higher prices. Thus,, the fitnl.'s profit 1naLTgins 
drop p er unit sold. 

This reduces the incentive for firn1s to supply output at any given 
price level. 

.RE-VISEDI 

Exam tip 

The terms 'tight' or ·toose ' 
are sometimes used to 
describe ·contractionary· 
and · expansionary· po lie ies, 
both monetary and fiscal. 

Produce A DIAS diagrams 
for both contractionary and 
expansionary fisca l and 
monetary policy. 

Exam tip 

Changes in tax ea n influe nee 
behaviour but wiU not 
a Lways have a precisely 
predictable effect - a cut 
in income tax, may simply 
encourage households to 
save more. Be car,eful. of 
making snap judgements. 
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Supply-side fiscal polici s 

Fiscal policy deliberately designed to affect aggregate supply is often 
r,eferred to as supply-side fiscal policy. Common examples of supply-side 
fiscal policies include: 
• Targe't,ed gov,ernment spending on itnprovements, to the ,econon1y's 

production capacity, shifting the LRAS curve to the right. This would 
involve spending on infrastructure, such as transport networks., or 
subsidising investment in ne,v technology. 

• Tax incentives can be given to firms to encourage them eithc.r 
to take on n1ore workers,, or to spend n1ore on investment. For 
,exa1nple, corporation tax it1 tl'ie UK l'las be 11 steadily reduced by the 
gm..· rnn1,ent to attract more fi1·1ns to set up in the UIC. 

• Reducing direct taxation (especially incon1..,e tax) [O m.a.ke ,vo.rk 
niore attractive. 

Sup p Ly-side fiscal po Li cies : 
policieSi that involve changes. 
jn fiscal policy that are 
designed to improve the 
LRAS of the economy. 

Show on an AD/AS diagram how ,a cut in income tax can have two effects on the economy. 

0 

Fiscal policy and mic o conomics 
Fis,c:al policy ca.n als.o be seen as having microe,cono1nic effects where it 
involves intervention in individual inarkets. 

Govern111ent spending on subsidies can ,e11courag,e consumption or 
production of certai.n. desirable, products (e.g. 1.nerit goods like education 
and health). 

Indirect taxes can be used to discourage consun1ption and production. of 
certain products (e.g. den11erit goods like cigarettes). 

Often these n1icroecono1nic interventions are intende·d to change the 
pattern of econon11c activity. For exaniple if an industry is in decline and 
a new one is s.et to replace it the governn1,ent n1ay speed up the growth 
of the- n,ew industry through subsidies such as the UK. governn1e11t 
subsidising solar panels to ,encourage households. to instaU th,en1. 

High indirect taxes on an industry will also affect the succ,ess. of thos,e 
businesses . For example~ son1,e blame the high excise duty on beer for 
the closure of many pubs (vvher,eas others blame 'this on the s1noking ban 
introduc,ed in pubs and other venues in 2007). 

Supply-side policies 
The supply side of the ,econo1ny refers to the level of aggrega.t,e supply; both 
short ter111 and long tero1, This is connected with the pr·oductive ,cap~city 
of the econon1y (i.e. ho'\v nl'.uch can be produced over thne). Factors of 
production, such .as labour, as wdl as the quantity of capital stock (buildings., 
n1achinery; infrastructure) will detennin.e ho\.V much can be produced. 

uccessful supply-side policies will shift the LRA to the rigbt, ,allowing 
tbr expansion of A without up\-vard pressure on prices e1nerging. In 
Figure 9.2, we can see output increase fron1 Y!l to Y 2 but there is no 
change in the price level. 

Supply-side policies : 
deliberate actions ta ken by 
·the government designed 
to increase the LRAS of the 
economy (i.e. shift the LRAS 
curve to the right}. 
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If successful supply-side· policies increas,e the a1nount that an 
economy can produc,e v.rithout inflationary pressures emerging. By 
increasing the potentia l output level, rnore can be produced betore 
there is ·upward pressure on prices. 

Many (but :not all) supply- side policies are n1.icro,econon1ic in 
origin. T his n1 .. cans rh policy may conccntt:>ate on one particular 
market or on~ particular indus·try, rather tha1.1 the econo1ny as 
a \Vhol . 

-ii' 
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v, Y2 Real GDP 

upply-side improvements 

Figure 9.2 Impact of successful 
su pp Ly-sid e po Lic i es 

itiiHH 
We should distinguish bet,veen supply- side policies and s upply-side 
improvements. Wher as s.upply- sidc: policies are direct action taken by 
the governn1e11t to i1nprove d1te productive capacity of the ·C!'Con omy, 
supply-sidc- itnprOV·t!tn,ents are slightly differ,etlt. 

Firn1s then1.selves have a desire to increase output (if possible) and this 

can be seen as a natural consequence of allowing mar kets t o work 
reasonably fr,eely. 

Having said that direct supply-side policies adopted by the government 
will also lead to supply-side in1provements in the economy. 

Typical mistake 

Improvements in the s.upply ... side· of the econ 1omy can occur without 
action being ta ken by the government. 

Taxation nd supply-side policy 

One major area of supply- side policy rela.tes to the governn1cnt'.s policy 
on taxation. 

Direc t taxt.:S on incon-:ies ca.n be seen as acting as a disincentivt! for 
people to work. The higher that incon1e is t:1xed the less attractive work 
becon1es as it ~lill mean n.1.0.re incon1e is taken by the governn1.ent. 

Supply-side econon1ists, believe that reducing taxes on iuconi,es ,vill 
encourage einployed people to work long,er hour s> as they keep tnor·e of 
their incon1e and encourage unen1ployed people to take jobs given that 
lov..rer taxes on inco1n.es, w ill n1ake jobs s,ee111 n1ore ,,rorth,vhile. W~e know 
that incon1e tax cuts) as part of fiscal policy. w ill boost output through 
higher A , but they i·nay also l,e-ad to higher output tbrou_gh higher A if 
rnore people want to work. 

fn the UK and other econo1ni,es ·there has been a deliberat,e move away 
fro1n taxing incomes to\vards indirect taxes .. T he standard rate of inco1ne 
tax in th,e UK has fallen from 33% in the late 1970s to 20% today. 

In addition, the an1ount of income one ca11 t.;arn before paying any tax 
has also risen significantly in rec -nt years. This should make people· mort!: 
willing to take jobs and l,c-ss ,villing to ren1ain un mploy~d. In short, i t 
n'lakes Vilork financially n1ore attractiv,e. 

Furthern1ore, cuts in corporation tax should al so act as a supply -
sid,e po]icy. This occurs. by encouraging busin,es.ses to spend 1nore 
on investment., d:ius e:xpand.ing the UK's economjc capacity. Lower 
co,rporatiou ta)C!es hav·e also .attracted foreign firn1s to locgte in the ill{. 

Supply .. side improvements: 
these ar ise out of general 
increases in the productive 
capacity res.ulting f rom 
businesses acting out 
o f their own interest in 
improving 1effic iency and the 
quantity of the ir output . 

IIIMH_ ..... 
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r Give reasons why lower income tax might not Lead to more people work ing Longer hours. 

n 0 

Labour market supply-side policies 
Many supply-side policies are put into action in .refor1ns to the labour 
market. The labour n1arket deals with the inter:action betwe,en labour 
supply (\vorkers) and labour de1nand (f1r1ns. looking to produce output). 

TI1:e purpose of labour 1narket supply-side policies is to create a more 
flex ible Labour market. This.1neans reducing the barriers to entry into 
different labour markets -1naking it ,easier for people to enter the labour 
n1arket as a ·whole and to s""Wap between different labour markets in different 
industries. Labour market supply~side policies include those listed below. 

Reductions in incom tax 
See the section 'T axation and supply-side policy'' on p. 111. 

Reductions in welfare benefits 
MaJci11g work financially 1110:re attractiv,e will encourage people away 
fro1n iu1.employn1e-nt and into job vacancies. Coupled with this is the 

policy to n1ake it less financially attractive to be u11en1ployed. This 
involv,es. nuking it harder to qualify for welfare benefits and al so reducing 
their value in relation to average earnings. Both of these n'lea.sures n1ake 

being out of work less attt·active. 

Trade union reform 
Taking away legal power fro111 trade unions 111akes it harder for the1n 
to push up wag,es through the threat of industrial action. It also 1nakes 
it easier for firn1s to detern1ine terms and conditions, that are .tnore 
favourable to the business. when recruiting ,vorkers, which will encourage 
firms to bire workers. 

Ch ng sin legi l tion 
En1ployn1ent contracts often give work,ers favourable t ,ern1s (e.g. th,e 
minin1.u1n period of notice given and the right to redundancy pay), which 
make it harder for .frrn1s. to get rid of workers '1vhen they are not needed. 

Whilie good for w·ork.ers, thc:sc increase costs for firn'ls. M akh'l.g it easier 
to hire and fire ,vorkers by reducing workers~ rights laid do,vn in th ir 
co11tracts makes it mon: likely that fi.r1ns will t= tnploy pt'!ople· (as they 
kno,~l it is easic1· to shed labour if it is no longer r ,equir,cd). 

Making it easier to recruit and to lose ,vorkers will inrprove labour 

n1arket flexibility. 

Explain one drawback in cutting welfare benefits. 

r 

IIHH 

Flexible Labour market: 
where there are few 
barriers to firms hiring and 
firing workers as required. 
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lndu rial supply-side policies 
Making particular industries 1noce responsive to market forces should 
increas,e both output and employment ,vithin that industry. This follows 
from the idea that industries. with a n1011opolistic s.tructut,e (or ,close to 
it) "'~ill have lower output leve]s and few,er people "rill be em_ploy,ed as. a 
result. There is also the issue that industries operating in uncon-1petitive 
n1arkets generally charge higher prices than d1ose in con1petitive 111.arkets. 

Supply-side policies here w'ill focus on 1n:aking a market n'lore 
comp,etitive. This will involve a nu1n ber of approaches. 

Deregulation 
Tl1e t..:rn'l de regulation is usually used in the context of removing 
regulations that ·would pr,eviously have prev~nted competition. Tht: 
ren1.oval of regulations should op,en up a ll'larket to allow u-i.ultiple :f1r1ns 
to operate. The re1noval of barriers to entry should lead to increases 
in output less compl3cency by firms 1 lower prices and h igher quality 
of output. 

Privatisation 
Private s-ector o.r:gauisations a.re usually run for the benefit of the owners 
(shareholders in the case of companies). This 'profit n1otive' encouLages 
the firrns, to striv,e to boost profits as tJ1e owners will benefit fro.m 
increased rewards/returns.. The p.rofit motive should encourage fun1s to 
take decisions that i111prove efficiency cut costs and increas·e production. 

A public sector organisation does not keep any profits - these go back to 
th,e governn1ent as inco1ne. Therefor,e, it is believ,ed that privatisation is a 
policy that encoura.ges firn1s to be,come· more efficient through the profit 
motive. 

Examples of privatised businesses in the UK are British Gas and British 
Telt:com - both of which beca1ne 1nuch more profitable in m:he priv.ate 
sector. 

What might. be undesirable about the policy of pr ivatisation? 

r .. 

Other upp y-side po,Licies 
There are other ways. to boost the supply sid,e of an ,econon1y, as s,et 
out below. 

Tr ining 
Encouraging firms to spend more on training should increase th,e capacity 
of an economy. This will he ach ieved in two "'ays: 
• in1prov,ed productivity 
• reduced occupational and geographical imn1obility of workers 

A supply- side policy would takt:: ste;;ps to r11.ake training n1ort;· d ,t;sirable -
this n1.ight be achieved through the government providing training 

.RE-VISEDI 

Deregulation: the removal 
of reg utations, usually to 
allow more competition into 
a market. 

Privatisation : the sale of a 
public sector organisation 
to the private sector -
designed to improve the 
effic iency and profitability of 
the business. 
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s,chemes for the unen1ployed, or providing s:ubsidis,es or tax incentives, to 
fir1ns that S.Pend money on training. 

U training is good for the economy, W'hY does the government choose not to subsidise most, if not all. 
forms of training? 

ron II 

Educ - ti n 
A highly educated workforce should incr,ease the economy's, capacity. 
Here, the supply-side policy would focus on ensuring education n1,e,ets the 
ne,eds of the economy. This is. not ,easy, as attempts to introduc,e work­
related qualit1c.ations i11to the school and college curriculum have not 
always been popular. It also requires planning ahead as, jt takes a nun1ber 
of years to introdllce educational change, and the government needs to 
assess. ho,v the UK will develop in the future. 

Apprenticeships for school leavers. have; .received 111ore attention in recent 
yC;ars: the,se should allo\v mor,e workers to develop skills that would boost 
tht!' capacity of the economy. 

Infrastructure 
I11f.rastructure refers to the physical capital that £,.cilitates business activity 
and includes railways, roads., con1munication systen1s, etc. Governn1e.nts 
can invest in th,ese to n1ake it ,eas,ier for business to ope.ra.te. FoJ: example, 

tl1:e proposed high- speed railways, between Londou and Scotland will 
1nake it easier for business to be conduct,ed throughout the UK. Sin1ilarlY: 
expans,ion of London airports should make London aud the UIC rnore 
attr.a.ctive to overseas businesses . 

Entr preneurship 
Governments can n1ake it easier for p ,eople to set up their own business·es. 
Either directly, or (more re,cently) indirectly, the government can offer 
ass.istance to entrepreneurs. Redu,ced 'red tape'' in the s,ense of fe,v,er 
adn1inistrative and legal burdens on sn1aU business will ,encourage people 
to set up their own ,enterpris,es .. 

The economic effects of supply-side po lie ies 
We have stated that successful supply-side policies will shjft the LRA.S 
curve further to the right by increasing tbe capacity of the UK economy. 
There are od1er effects on 1nacroeconon1ic indicators. 

Eff et on GDP 
Increasing ·the capaci'cy of the econ.01ny should lead to h igher GDP. It 
s.hould certainly increast:: the trend r-ate of gro\\rth in tlie econo1ny. Of 
course, GDP r,equir,es both AS ::n1d AD, a11d so far ,ve hav,e only ret~-rtit.;d 
to AS. Thert;fort::, for supply- side· policies to boost GDP, they nt:r..:d to be 
used in conjunction ,vith polici,es. to manage aggregate de1nand. 

---
. - r r · · 
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Effect on unempl yment 
uccessfi.,11 supply-side policies should ]ead to lower une111ployment in a 

nu1nber of '\.vays: 
• Lovver incon1e taxes will encourage people to take jobs as work 

becomes financially 1110.re worthvlhile. 
• Reduced ,velfar,e benefits will dis,courage people fron1 ren1aining out 

of work. 
• Deregulation of markets. should increase competition and this should 

1nean higher output a.nd more jobs (though the increases in output may 
con'le from effi.ciency gains. rather than employment gains). 

• Improvcn1,enu in ,c.:ducation a11d training should l ead to reduced 
occupational and possibly geographical immobility. 

• lnv~stn1.cnt in i11frastructure should attract more businesses and jobs to 
the· UK, and should also r,cduce geographical inunobHity as people find 
i't easier to v.,·ork further frotn th,eir home. 

Effect on inflation 
Successful supply-side policies. should lead to lower inflation in a nun1.ber 
of ,v11ys.: 
• A higher capacity for the econon1·y n1ean s AD can be increased before 

capacity is reacb,ed. This me.ans, den:i.and-pull pressures. °"'~ill not enJ.erge 

until a higher level of real GDP its achieved. 
• Trade union teforn:i should eas.e cost-push pressure as there will be less 

upward pressure on wages by trade unions. 
• More: co.rnpetition in certain industr-ies will n1ean it is, harder for fir1ns 

to increase their prices due· to declining monopolistic po,vers. 

Effect on the balance of paym nt on curr nt 
account 
Supply- side measures should improve the balance on the current a.ccount: 
• The downward pres.sure on prices outlined above should mak,e UK 

,exports n1.ort: price competitiv,e. 
• A n10:re productive workforce should also lead to low,er-priced 

UK output. 
• Quality of output should in"lprove if invesun,ent takes place in 

education and training 1 and this should aho lead to greater demand for 
UK exports. 

Limitations of supply-side policies 
Supply-side polici,es. have Jl.Ot ab.vays been. popula.r with the country as a 

whole. This. is probably be·cause: 
• Tax cuts often favour those "\Vith high itl.COlTlt=s (e.g. cutting the 'top1 

rate in the UIC fron1 50% to 45%). 
• Cutting benefits is n1ore likely to incr,ease poverty. 

• Reducing the rights of workers n--iay prov,e unpopula.r ,vith workers, 
who make up three- quarters of thos.e of 1.vorking ag,e. 

• Th,ese polici,es often take 1nany years to show significQtnt ef£ects.. 

H¥MH __ 
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1R~visi~~·~c_tivity 

Make a list of the 
weaknesses of using each 
economic policy. 
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Summary 
You should have an understanding of! 
• Wha t monetary policy is and how it affects the 

main economic indicators. 
• H1ow· dee is ions on interest rates are 

decided up ion. 
• How changes in the exchange rate aff e·c t 

macroeconomic indicators. 
• Fiscal policy. 
• How fi scal poUcy affects th,e national debt. 
• How 1changes in fiscal policy affect 

m.acroeconomic indicators . 
• How th 1e goviernment uses. a variety of 

different taxes. 
• How the supply side of the economy affects the 

Long-run growth rate. 

Exa:m practice 

H52 - t'he proposed high-speed 
rail link 

One factor that determines the long-run 
grow th of an econo1ny is its infrastruc ture. 
M ore investn1,ent in infrastruc ture should 
itnprove the ,econo1ny)s p otential grow th rate. 
Th,er,efo re it w ould appear that the build ing of 
H 21 a high-speed rail link between London 
and cotland (v ia Birmingha1n, M.an chester, 
Sheffield and Leed s) is. a good idea. H ow1ever, 
op inion is divided. 

Th,e Chan cellor, G eorge O sbo rne, bcliev,es ·that 
it w ill cr,c?ace jobs outside L o ndon .. which are 
needed giv~n the tear that too much inv,es.tme.nt 
in the UK go s to Lo ndon. It \\-"'i ll also cut 
journr.!y tim·eS, significantly, in so1ne ca s,es 

• The dist inctions between supply·-side 
improvements and supply-side policies. 

• How various supply- s ide policies wo r k. 
• How fiscal po,licy 1can als o1 work as a supply ­

side policy. 
• How changes in any of the above policies wou ld 

affect the follow·i ng macroe·conom ic variables 
and be able to s how thes,e policies t hrough an 
appropriate AD/AS diagram: 
- GDP 
- unemployment 
- inflation 
- curren t account of the balance of payments 

slashing the journey ti1ne to London in half. 
Quicker journey tiln es can al so hnprove long­
term gro,vth and can encourage n1ore businesses 
to locate in the UK d ue to improved travel tim.e 
for ·w orkers. H o,vever; so1ne argue it will resu lt 
in n1ore people ,vorking in London., so taking 
111oney a.way fron1 o·ther cities. 

C ritics s.ay that H S2 is too costly, "-Virl'l the 
first estiniate o f its total c osts of £ 3 3 billion 
now having to be revis,ed to over £40 billjon. 
The· flipsidc of th is is that it will provide an 
enormous boost to th e ,econon1y, creating 22 OOO 

j oh s in building the line and 10 OOO j ohs in 
r unning the line once finished,. O the.rs clai1n 
th is. ho os.t co uJd have been in j ec te d elsewh eire in 
the econon1y, for i nstance by upg1"nding existi ng 
railv,lay lines or extending airport capacity. 

1 Define the term 'long-run growth". [3] 
2 Explain two ways in which the building of HS2 m ight affect the cur rent account of the balance 

of payment s . [6] 
3 Explain two ways in which the buildi ng of HS2 will ge nerate higher economic growth in the UK. [8] 
4 Analyse the negative cons equence s for UK economiic: performa nce of spending £40 billion on HS2. [1 OJ 
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Chapter 1 

1 B AU ,other answe,rs are pos.itive economic 
statem,ents becaus,e they can be tested and 
subsequently d,ech.red to be true or false. Answer 
8 ~ s a1 normative statement since it is a subjective 
opini,on, or value judgem,ent: the word ·should ' 
often suggests that a statement is an opinion. 

2 C Oi I in the North Sea1 is a naturally occurring, 
resource. which economists ctassiify as the factor 
of product,,on known as land: A andl D would be 
classed as capital equipm1,ent; B would b,e classed 
as labour. 

3 Because th,e vast majority of resourc,es are lim ited 
in supply. i.e. they are s,carce. Individuals, firms and 
g,overnments also have finite in co,mes. 

4 In a tree market ,econo,my. c,onsum,ers will send 
signa1ls via the stnangth of demand to fi rms in ordQF to 
determjne what wiU be produced. Firms wi U then aim 
to maximis,e profits, and .so attempt to pr,oduce goods 
and servkGs in ths most producUvQly sffid,e11t way. 
Wh,o gets the goods, .and servkes produ,c,ed w iH be 
d,etermine,d by ,consum,ers · ability to, pa1y f,or th1,em. In a 
c,Qntrally pla1nnQd ,economry 1 .all decisions w ill b,e m1ade 
by the go,vernme,nt . 

6 D £8000. Thj·s question contains. lots of ,extra 
jnformation des,igned to test whether you 
understand the essence ,of the concept of 
o,pportunity cost. Th,e ,only rel,evaint informaUon is 
that John can ,either keep or sell the car, missing 
out on £8000 if he chooses the former. 

6 ( J Point Z is productively inefficient, sin.c,e it is 
inside the ,econo,my's PPC. Output of one o,r both 
of con.sumer g,oods and ,capital goo,ds could be 
pr,oduc.ed with exi.s.ting resources. There i.s. a 
waste of scarc,e economic resources arisin g 
fro,m unempl,oym,ent of one or mor,e fact,ors of 
pr,odu.ctmon. 

(b) Po~nts A and 8 are both on the PPC and s,o ar e 
productmvely efficient. Maximum possible output 
combinatirons ar,e being rproduced ait any point on 
the PPC, including A. and 8. At eijth,er point, it is not 
possible to increas,Q the output o'f one type of good 
without reducing ,output o,f another. 

lcJ Point Y may be achieved in the future- if the PPC shifts 
outwards sutfidenUy. This m,eans economic gr,owth ms 
necessary. arising from an increase in quainUty and/or 
improvem,ent in producUvity of one or mo,r,e ·factors o,f 
[Production. 

(d) The o,p,po,rtunity cost f. f.or ,example, of increas~ng the 
output of consum,er goods by the amount RS is t he 
loss of ML capita1l goods. 

7 ra I An outwa1rd shift of the PPC due to mo,re 
product1ive land. 

I bi An inward shift ,of the PPC due to a smaUer 
population. 

lcl An outward shift o,f the PPC in th1e long run due 
to, increased productiv,ty of capital equipment in 
producing aU goods and services. 

(di An outward shift ,of the PPG in the long1 run due to, 
more productiv,e labour. 

Chapter 2 
1 lal A leftward shift of the demand curve. 

lbl A r 1i,ghtwaird shift of the demand curve. 

kl A leftward shift of the demand ,curve. 

(di A rjghtward shift of the demand curve. 

2 (al O. 5 Unelast~c) 

(bi 2.5 le,las.ti c) 

[cl 3 .3 (,Q[astic) 

3 Ini tial to,tal revenue is 3000 x £1.50 = £.4500. New total 
re,venue is. 3300 x £ 1.20 = £3960. PED is O. 5 linel.as.Uc)I. 
OveraU revenue ha1s faHen by £5,40. 

4 Total r,evenu,e wnt fall. d,epending on how prjce etastk 
hol idays, to the Maldives are. -

5 Milk can be considered pric,e inelastic. 

6 la) - 3 l(inferiorl 

[bi 2. 5 lnormal/luxuryl 
kl ,4 lnormal/luxuryl 

7 la) 0. 75 (s.ubstitiut,esl 

[b] - 0.8 (comp Lements] 

8 Exc,ess. supply. 

9 Firms would h ave to reduce the price of the ,good in 
question in order to seU aH their stocks. Th~s would 
lead to both a contract.on alo,ng the supply curve 
as firms have less of ,a profit incentive to produc,e 
the ,good, as w ,ell as an extension along th,e demand 
curve as mo,re of a1 good is. demanded at a Lower price. 
EventuaHy t he forces of supply and demand achiev,e 
a state ,of balance and a new, lower equilibrium price 
is reach,ed which ·c1,ea1rs· the market o,f any ,excess 
s upply. 

10 [a) ThQ dem1and curve shifts to the rmght . leadin,g to a1n 
incr·eas@ in price and quantity. 

(bJ The supply curve shifts. to the right. leading to a ·faH 
in price and an incre.ase in quantity. 

kl it depends: if cars bec,om1e more popular, the 
demand curve for petrol wHl s.hi ft t,o the right; 
l,eading to a rise in price and quantity. However. 
if there i's an overall reduced need f,or petrol. th,e 
opposite will ha1ppen. 

(dl The supply curve shifts to the rigiht1 lea1din9 to a faH 
in price and a rise in quantity. 
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11 [a 1 e.g. fish and chips 

[b) e.g. lamb chops and wool 

(cl e.g. Land ma1y be used for building house·s or 
shopping centres 

(d) e.g. the dem1and for pilots is derived from the 
dema1nd for long-distance travel for h,olildays and 
busin@ss trips 

12 D 

Chap er 3 

1 Production ref,ers to total output. whereas productivity 
refers to, th,e rate at whi·ch output is produced . 

2 450/3 = 15,0 cups of coff9e p,er 9mployee p,er day 

3 D 

4 C 

5 C 
6 

Total 
Quantity of Total fixed 
footballs revenue costs 
sold [£) (£) 

1D 50 

2.0 100 

3'0 150 
40 200 

Chapter 4 
1 C 

2 C 
3 B 

Chapter 

1 C 

2 C 

3 C 

4 D 
5 8 

Chap er 6 
1 2.25,% 

100 

too 
100 
100 

Total 
variable I Total 
costs costs 
(£) (£) 

4 8 

5 D 

6 D 

7 A 
8 B 
9 C 

10 D 

20 120 

40 140 
60 l 6D 
8,0 180 

2 It has ris,en but at a slow,er ra1te. 

3 UK ~ $46015; Norway ~ $96153 

4 Possible answers would include: 

Profit 
(£) 

- 70 

- 40 
- 10 

20 

- n is, a si,gn that the population is enjoyjng a higher 
s tandard of livjng. 

- Taxaitio,n revenue will increase, ,enabling tax cuts 
,elsewhere. 

- Mo,re government can be financed thro,ugh higher 
taxation revenue. 

- Any budget deficit can be reduced through 
reductions in welfare ,exp,enditure. 

5 They are stiU r~si ng but at a s l,ower rate 1[3o/o down to 
'2o/o rat,e ,of increase). 

6 Possible reas.o,ns: 
- People m ay no t qualify for benefi ts if they are still 

looking for work. 
- People ma1y n,ot w ish t,o cllaim f,or ben.efits f,or 

personal reasons. 

7 Possible reaso,ns: 
- Motiva1tio,n at work may fall ldue to, lo,w pay, poor 

c,ondmtions). 
- ~nappropriate trainmng provided to workforce. 
- Teeth ing problems exjst wHh new techno,logy. 
- Rapid turnover ,of ,empl,oyment (people moving1 

between jobs. etc.). 

e lnd,ex numbers are useful when it is the cha1nge in 
a price that maUeirs m1or,e thain th,e actual price of 
a1 910,od. Index numbers mak,e it ,ea:sier to ·see the 
magnitude of changes in the var iable and can al so be 
us,ed to contrast with other varh,bles that have atso 
been t r ansllated int,o an ind,ex number. 

9 P,ossibte reasons : 
- Inflation does not account for quality i1mprovem,ents. 
- Tn,ind s. in what we actually buy may change befor,e 

the ba1sket used ~s updated. 
- Personal spen,cling habits. may dif'ter s,gnjficantlly 

f1rom what is mn the wemghted bask,et. 

10 [al Those items are mor e s.ig1nif~cant in terms of h 0rw 
the typical household spends its m ,oney. 

[bi Trends in spending1 ha,bits ,change - .as incomes 
rise over t ime, the proportion spent ,on ,essential s 
should decline, which means the weights used 
need to ailter. AdditionaHy, as new products 
emerge, people may switch t,o buying these. 

Chapter 7 
1 Total expend.tur,e and total income should be the same 

as they are looking at the same set of t r ansactions 
but from different points, of vi,ew. When we spend our 
money we are generaUng incomes f,or the supplier ,of 
whatever we ar,e spendiingi ,our money on. If we sto,pped 
spending, this would lead to falls in income elsewhere. 

2 la) €840 b iHioh 

(bJ 5°/o 

3 Possible problems with r ,eal national in come ar,e: 
- It does not tak,@ into account the d i·str ibuUon 

of income. 
- It do,es not take into acc,ount welfare provision f.or 

the poor er members of s,ociety l[which d,etermin ,es 
their standard o,f living I. 

- How government spending is d istributed wi ll a'ffect 
liv ing sta,nda1rds 1,e.g. spending h1rge amounts on 
national defence doesn't directly c,ontr~bute to mos t 
people·s living standards). 

- Ljving s tandards w iU depend on the pr ov ilsion of 
pubUc and merit goods .. 

- Non-financial factors will matter. such as fre,edom 
of speiech , democratic rights . and so on . 

- Envir,onmental degradation may be seri,ous and w ill 
not show up, in national income statistics. 

4 It is not in ,equHibrium. Tota l inj,ectjons add up to 
£800 bililion whereas tota1l withdrawal s add up to 
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£76,5 billion. As it stands, national inc,ome wiH c:han,ge, 
to bring the ec,onomy back into equiUbrium. 

5 (a 1 rightwa1rd shift in AD 

[bi leftward shift in AD 

(c 1 leftward shift in AD 

(di ri,ghtward shift in AO 

6 Although extra sp,endi n1,g wHIL g,enerate income and this 
in turn leads to m ,ore sp,ending, this proc,ess. is finite. 
Any extra income receiv,ed wiU not aU be spent. lnitiaHy 
the extra income wiH be taxed. Out ofr this now srmaHer 
amount of extra (disposabl,el income. s.ome may be 
saved. Even if it is sp,ent, somQ of this ,extra spendin91 
may leave the domestic circular flow because it is. 
spent on imports. Therefore, with ,eaich extra ·roun,d · 
of the rmuUiplj,er process 1 a sm1aHer am1o u nt is passed 
on. This means the rises in income quickly fall to smaU 
amounts after an inibal boost. 

7 lal , lbJ and le] rightward shift in SIRAS 

(dJ leftwa1rd shift j n SRA S 

B Reduced s.ubsidi,es wilt make childcar,e m,ore 
expensive. This wiU rmake w,orki ng iand using 
childcare) less, aUracUv,a, espedaUy among new 
painants, s,o reducing the number of peopl,e waling t 10 

participate in the Labo,ur market. This reduced labo,ur 
supply means l,9ss can b,a produced at fuU capacity 
lhen,ce the leftward ,shift in the LRAS]. 

9 (al 0 
(bJ C 

[c] IB 

10 An AD/AS diagram should show both a rightward shift 
in AD and a rightward shift in LRAS leading to a new 
,equihb,rium p,ositi ,on with high,er real GDP - whkh 
shoutd lead to lower unermploymQnt. 

Unemployment wiU faU due to the expansion of AD -
the extra sp,ending by the governme·nt on 1edu·cation 
will have a1 1muiltiplier eff,ect ,on the econ,omy and lead 
to a great,er increase in spending, meaning there is, 
a greater demand for output and more w ,orkers are 
required. 

Unemplo,yment 1may also fall due to an expansion of 
the p,roductiv,e capacity ,of the econo,my I rightward 
shift jn the LRAS)I. This is becaus.e the investment jn 

education should r,educe occupational imm1obHity o·f 
labour and jncrea1se its pr,oductivity lthough these 
,eff9cts may take time to work). 

Chap er 
1 C and E 

2 The rise in mnv,estrnent wHl l ,ea1d to ai r igh tward shift 
in the LRAS a1s well as a rightward shift in AD. The 
,government w ritl ,encourage ~nv,est1ment because: 
- Higher inv,es.tment raises the productive capadty 

of the ,eco,nom1y Oner.eased LRAS), whi,ch means 
the ,econo,my ,can be expanded with l,ess risk 01f 
,nfla1tiona1ry press.ure. 

- Mo,re inv,estm,ent will boost AD and have multiplier 
effects o,n th,e ec,onomy (l,eading to reduced 
unemployment and hi,gher GIDPJ. 

- Highe,r inve·stment may .also boost effiden,cy. w hich 
[POtentiall ly wiU lead to mo,re exports. 

3 It is most likely t 10 achieve: 
- mmnimis,ed un,emplloym1ent 
- economic growth 
- reduced budg,et d efidt 
It is unl~kely to achileve: 
- s tabl,e inflation 
- balance on th,e current account of the balainc.e of 

payments. 

4 There. wo,ulld be a leftward shift in th,e AD1 curve 
ca1used by a negaHv,e wealth effect. This is likely to 
have negat ive miultipUer eff.ects in the e,c,onomy. As 
househoilds feel l ess w,eal thy, they will cut back on 
cons umption and will borrow l ,ess to finance ,credit­
rel ated consumption. This means th,ere is li lk,ely to be 
a rise in unemploym,ent due to, the reduced A D. The 
government's budg,et is likely to mov,e closer to, or 
further into, defj c:it . 

5 la) s tructural - occupational ~mmobHity 

(b] cycUcal 

le) structural - geographical immobility 

[dl frictional 

6 When there is a positive output gap, a1ctual growth is 
higher than trend growth. This means spending IAD) ~s 
above its long-term rate of gr,owth. In this case there 
wiU be increased d,emand for output, and s.o for more 
worlkers. Hence, unemployment w Hl faU. 

7 Deflat~on r-efers to a fa1U in the av.erage lev9l of prices. 
l..,ow inflation refers to a p,eriod in whkh prices are 
r~ s.in,g but at a low rate. 

B A leftward shift in AD can lea1,d to deflation. This is due 
to low,er demand leading t ,o low,QF real output; there 
wnt be less dem and·-puU pressure o,n prices and firms 
may cut prices in order to sell surplus st,ock. 

A rightward shift in SRAS can lead to deflat ion. A faU 
in the cost of production le.g. ·falling1 matermal costs] 
wnt m ,ean firms are w ii lUng to, supply more· at any prke 
ilevel and this w ill lead to a surplus of output, so firms 
wiU cu t prices in order to cl,ear this. 

9 la) improve 

lb] improve 

I l worsen 

(dJ worsen 

leJ worsen 

(fl improve 

10A negativ,e output gap involves growth that is below 
average and, as a result, unempl,oym,ent is Uk,ely to 
rise. This may be associat,ed with a redluced current 
account defic it, an iincreased budget deficit aind 
f alti ng inflation. 

A posit~ve output gap invo,lves. above-average ,growth 
and, as a resullt. there is likely to be mnflationary 
pressure. Unemployment 'Should be faHing1 and the 
bud,get deficit will also b,e falling. However. the curreri1t 
account ,defjcit willl w iden as 11mpo,rts rise w ith spending. 

11 If inflation is demand- pull in cause. then a1tt,empts; 
to nc!duce H will mnvo lve reductions in the h~vel of 
aggn~gate demand. Thi·s wiH take s.pending out 1of the 
,economy. Lower spending w iH mean less demand fo,r 
output and therefona fsw9r workers wHl be r1squired 
and lcycHcaU unem1plo,yment w Hl rise. Hence, there 
wiU be a co,nU1ct. 
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Chapter 9 

1 Any of the f0Uowin91: 
higher conisumpti on due to lo,w ,er monthly mortgag,e 
repayments 

- higher ·consumptiron as credit-financed consumption 
~s chea,per 

- h~gh,er c,onsumptj on due to saving bein,g 
less rewarding 

- hig1her inv,estment as the cost of borrowing t,o invest 
ms reduced 

- potentially a boost to export-s a,s lo,wer int,eres.t rates 
a1re Ukely to Lead to, a1 to,wer va1lue o·f ,sterling 

2 The M PC will l,oo,k at a variety of fa.ctors. Reasons 'for 
a decr,eas.e in the bank rate despite ris ing inflation 
include: 
- The rjs,e in jnflaUon 1is due to one-off ,cost-push 

pre·ssure (such as a ris ,e ~n indir,ect tax,es.) and is. not 
expected to lead t,o ongo ing rises in inflation. 

- The inflation rate is stiU below tairget and thereforie 
!Lower interest ra1tes are still needed to boost AD 
![and raise inflation back to targetl. 

- The rijs,e in ~nflation is not e,xpected to last and the 
forecast over the next 2 years is for downward 
pressure on inHation - rem9mb9r that chanrg9s in 
jnterest rates ca1n tarke up to 2 years fully to, work. 

3 If the debt is expressed as a percentage of national 
income, then r 1isin91 prices (i.e. inflation! wiH reduc,e 
the value of this debt. DQbt is expressed jn nominal 
terms, whereas national income is expressed in real 
terms. Thi,s meains tha1t the significance of th,e debt wiH 
diminish over tim ,Q due to ris1n9 mnfliiltion. 

Another possibHity is that as long as the budget deficit 
is s.maller than th,e ,growth ~n national in,come, the 
addition to the national debt will be smaller than the 
gro,wth in national economy - i.e. both will grow mn 
s ize but the, deno,minat1or l[th,e national debt)! w~ll gr,ow 
f-ast,er, shrinking the ratio. 

4 (a I 01 £880i Oil £3880i WO £7403 

tbJ 01 5.9·%, OU 12. 9%, !WO 16,.5,o/o 

kl The system is progressive as the aver.ag,e amount 
oif tax paid rises as the income of th ,e individual 
ris,Qs. 

6 A regn~ssive tax is one where people on low,er incomes 
pay a hi,gher propo,rtion of their income in that tax . 
If VAT is placed on essential 901ods th,en jt cannot be 
avo,ided, and because VAT is a flat rate ,of ta1x (usuaiHy 
20%1, U willl ac,count fi0r a hi,gher proportion o,f a po,orer 
persorn·s income. 

Some would dis ag r 1ee. th,ough, arguing1 that essential 
,g 1oods are usuaHy subject to zer,o VAT. As a resuU 1 

poorer households are unaffe,ct@d. Fo,r exampl,e, fo,od, 
pres.cription clha,rges an,d children·s clothing ar,e zero­
rated : ,e(Qctrkity and ga1s bills hav,~ a l iOWQr rate of VAT 
1(5,%)) attached to them. 

6 The cut in incom,e tax sho,utd lead to higher 
con,sumpb ,on 1 thus shifting th,e AD curv,e to the right. 
It should. accord ing to supply- s~de theory. lead to a 
r~ghtward shift in the LRAS curve as more peoJPle wHl 
be w 1iUing either to work Longer h1,ours or to1 take jolbs 
ais a resuU, thus incr ,easm ng the product ive potentia l of 
the e,conomy. 

7 Mo,st fuH-time employ,ees cannot choose how many 
hours th ,eywork. Choosing1 to, work a1ddition,al hours is 
m ore likely to occur in a manual job or in a part-tim ,e 
j ,ob. Th,erefore cuts in income tax make little diff,erenc,e 
to the maj,ority of workers in fuH-time, n,on- manual 
employment. 

In addition, cuts in income ta1x may sirnply make people 
'better off' so they do not n,eed to work longer hours 
(this is known as the "inc,ome effecf)I. 

B It may lead t,o po,verty among those affected - · m ak ing 
it harder for them to ,get back into the labour market. 

9 Ther,e are a number ofr problems that m ight arise: 
- The Se1le of shar,es in th ,e privatised company may 

no1t be succ,essfull - normally, though, the share,s 
are priced at a lev,el that enco,uraig es invest,ors to, 
buy. 

Regulation may be r,equired if limited competition 
emerges mn the industry. 

- PeopLQ may be ,e.xdud,Qd fro,m1 consuming a good 
that i'S sociaHy desir able (e.g . people might be 
unable to· access, heating and light ing in adequate 
amountsl. 
Prices o,f the good may rise, which is unfair on 
p,oor,er househo,lds. 
Job losses rnary occur in that businQSs as. it aims to 
cut c,osts and improve effidency. 
Output may not b,e as h1igh as expect,ed; for exampL,e. 
rail and bus services may be cu t if they are deemed 
unpro,Htabte. 

1 O R,ea sons include: 
Subsidi,es c,ost m1oney which carries an oppo,rtun~ty 
cost - money could have been sp,ent els,ewhere. 

- Not all tra1ining will be effective in raising 
productivity or re,ducin91 La1bour immobility. 

- Firms are the major b1eneficiaries of a trained 
workforce - they should be encourag,ed t ,o pay for it. 

·- AH the ,costs are short term but the benefits may 
only bG gained in thG long term. 

- Would the government know what tra1ining js ' be 0sf? 
- Administration costs in s,etting up and impl,ementing 

the scheme. 

Exam practice answers and quick quizzes at www.hoddereducation.eo.uk/myrevisionnotes 



• 
From biology to 
sociology! and history 
ln ... between, the 
Review magazines 
go beyond your 
textbooks to help you 
get the best grade. 

Stretch your 
subject knowledge 
w1Lh toptca l a t t1 de2s w, 1tten 
by subj ec.:;L i;x.JJe r t~. 

Stay up-to-date 
w ith the latest case .s tudies. 
c~ 1 scc>ver ,e a nc1 , e:se,:11.-ch 1 () 
, 1se 1n your ex.arns. 

Prepare fo 
exam success 
w ith gr.'.:lde- boo~t1ng advice 
F.lnd anah,1.s1s from seo o r 
e.xam1ners, 

Develop your 
study skllls 
and get reaciy f<H 
h1qh,;i r edl mc~t1on, 

PHJl.lP ALIAW OR 

,, ~D~~_g~ 
LEARN MORE 

W'ant to see a copy? 
Just ask your teache·r or 
Ubrarian for more detaUs. 


