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Introduction 

For n1ost of you, welcome to a new subject. Unless you have studied 
econon1ics at GCSE it is probably only in the ]ast i.veek or so that you have 
given thought to the nature of the economy i11. ·\vhicl1 you live, and to what 
you must learn about the economy in the next [ew months or years. This 
introduction aims to ease you into the subject so that you q1.1ickly build up a 
broad idea of "" .. hat you aie going to study in your economics cou·rse. 

o--~~~~~~~ 
Starting from a position of ignorance 
At the beginning of an economics course) you are not e.A1::iected to kno\v very 
much about the economy. For the lasl 2 years aU your mental energy has been 
directed at the G 1CSE subjects you have been studying, and economics 1w;l1 
probably not have been one of them. 

It usually takes at least at nn to settle into a new subject. This is certainly the 
case ,vith economics) ,vhich i.s different in many important respects from. other 
subjects you may hav,e previously studied. We hope tl1at by next February 
or March you ·\vi.11 have settled) but if not 1 don't in the first instance b lame 
yourself. blame the subject. 

Econo1nics is a current-affairs-related subject, so it -will help if you can become 
interested in. what is going on in the country you H.ve in, and also in the 
Mder world. Ho;Never, you are not expected to possess this kno,vledge at the 
beginning of the course. Any relevant curr,en t affairs knowledge you already 
possess is a bonus) not a r,equirement. 

Nevertheless, if you are not prepared to read about current affairs in 
nev..-'Spapers or on web pages such as BB,C N~ .. s (www.bbc.eo.uk/news), you are 
unlikely to enjoy economics or to do very vvcll in the course. So stan: reading 
ne,vspapers {getting ad\'ice on what to read fron1 your teachers as you go), 
and don~t s'WitcJ1 off the television whenever the ne\~ls or the BBC2 programme 

Newsnight starts. 

Introducing microeconomics and macroeconomics 
Economics divides into n.1v~o parts: microecono1nics and macroeconomics. 
Microeconomics, which is the pan of econon1ics concerned mth econonn,c 
behavi.o,ur in the individual marke1s that make up the econom}~ is the s1JJbjcct 
1natter of Chapters 1-5. Essentially; n1icroeconomics investigates the ~little bits1 

of the economy, namely individual consumers) firms, markets and iindustrie.s. 



By ,c-0ntrast, macroeconomics i.s the patt of econo,mics that attempts to explain 
how the ,vhole economy Vlorks. lvlacroeconomics examines the aggregates 
rather than the little bits of the cono1ny: the aggregate: (total) I vets of output~ 
inco1ne, prices 1 en1ployinent and unei-nploym,ent> and d1e trade flows that 
make up the baJ.anc.e of payments. 

Economic problems and economic policies 
One of the most interesting areas of economics Hes in studying the 
economic problems facing govemn-ients and the econo,mic policies that 
goven1ments use 10 try to ge.1 rid of or reduce the problen1s. Economic 
problems can be microeconon1ic or n1acroeconomic 2 though some have 
both micro and n1acro elements. 

At the n1.icro level, the main problems lie in the Held of market failure. As 
,ve shall see in C]1apter 5 , market failure occurs whenever 1narkets do not 
perform very well - and in Ci.."tteme cases fail to, p rfo,rm a.tall. Perhaps the 
be.st-knov,ln recent and current. market failure sterns fron1 environn1ental 
pollution and subsequent glo,bal v.,~nning. Wt shall be examining a number 
of dHTer,ent governtnent policies a.in1ed at correcting miarket failures. These 
include taxation 1 subsidies and the use of regulations. We shall also explain 
110w govemn1ent failure results when government policies are ineffe.ctive or 
ev-n do,vm right d maging. 

At the macro level, the main econon1ic proble1ns are unen1ploymenl, 
a failure to achieve and sustain a satisfactory rate of economic growth, 
inflation and an unsatisfactory trading and balance of payments position. 
Chapters 6-8 investigate these macroeconomic probl,ems. Chapter 9 explains 
how fiscal poliCY> n1onetary policy and supply-side policy are used to try to 
tackle these problems. 

Q i,,,,,,,,,,,---H_o_w_m __ u_c_h_m_a_th_s_d_o_ l _n_e_e_d-to_ k_n_o_w_? __ _ 
At the. beginning o.f an ,economics course, students ,often seek advice a.bout 
the amount of mathematics tl1ey need to know or must learn to help them 
Vvith their studies. For AS and A-level economics, y,ou don1t need to learn any 
n1ore maths skills over and above those that you learnt at GCSE. but you do 
need to de;.."elop analytical an.d quantitaJtive skills in . conomics when ·selecting, 
interpreting and using appropriate data from a p-;ange of sources'. 

The quantitative skills y,ou must possess are listed beln,~ first for AS1 then the 
additional A-level skills. 

Quantitative skills requirements 

At AS 
In order t·o develop your skills, kno,vle.dge and understanding in conomics, 
yoll need to have acquired competence in the quantitative skiHs that are 
releva.11t to the subject cont,ent and ,vhich ar applied ,~then answering an 
econotnics question at AS. These skills include: 

• calculating, using and understanding ratios and fractions 
• calculating, using and understanding percentages and percentage changes 
• understanding and using the terms 1:nean 1 and m edfan 

• constructing and interpreting a range of standard grapl1ical fom1S 
• caJculating and interpreting index numbers 
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• calculating cost, revenue and profit (average and total) 
• makin g calculations to convert from money to real terms 
• making calculations of elasticity and h'uerpreiting the results 
• interpreting~ applying and analysing information in written~ graphical and 

numerical forn1s 

The assesstnent of quantitative skills ·will include at least Level 2 mathematical 
skills as a minimum of 15% of the overall AS marks. These skills 'tnay be 
assessed across the assessment objectives. 

At A-level 
The aclditi.onal A-level skills

1 
over and above the ... A.S skills listed above> 

include: 

• understanding and using the term quantiles 
• calcu]ating n1argina.l cost revenue and profit 

The assesstnent of quantitative skills at the full A-leve] ,vill include at least 
Level 2 mathematical skHls as a minimum of 20% of the ov,erall A-lev,el marks. 
Again~ these skills n1ay be assessed across the assessment objectives. 

You will be introduced to economics graphs and to 1t.he different Vlays of 
presenting and calcu fa1Jting statistics as you proceed through diis book. 

Although you do-n't need to lean1 any more 1natl1ematics, econon1ics contains 
a large numbe·r of abstract ideas and concepts, similar to those ,e1nployed in 
tnathe.matics, summed up in the saying 'to an econ omist, r,eal H.fe is a special 
case'. A logical mind, capable of handling abstractions, wiH be of great help if 
you are to become. a good econo1nist. 

0 Applying other skills from GCSE 
For the most pan, examination questions at both AS and A-level requiI-e 
1w'litten ~U'lSVle.rs which vary in length from short definit ions to Long extended 
anSVvers. This means that the writing skills you learnt vlhen studying subjects 
such as English, history and geography at G 1CSE are essential for achieving 
high grades in econon'rics. Panicularly imponant are the skills of focusing an 
answer o addr,ess a set question~ taking note of the total n1arks available for 
a que-stion) and the ability to obey command words such as ·define' ) 'explain') 
~analyse' and ',evaluate'. 



Breakdown of the 
examinations 

CJ~s_c_h_e_m_e __ of_a_s_s_e_s_s_m_e_n_t_. ______________ _ 

The AS ai-1d A-level specifications are respectively designed to be studied over 
l year and 2 years, with aU assessments taken at the end o( the course. (Some 
schools may teach AS over 2 years.) Both quaHficadons are Hnear. ln order to 
achieve the award, students must complete aU exanlls in 1v1ay!June in a single 
year. AU assessments must be taken in the sa.1ne serie.s. 

The assessment objectives and aims 
The assessment objectives ( Os) ar,e set by the GCE regulator, Ofqual, and a,e 
lhe same across all AS and A-level economics specifications and all exam boards. 

The exams will measure how students ha,re ~chtev'ed the foUovting assessment 
objectives: 

• AO l : D·emonstrate knowledge of tenns/concepts and theories/models to 
sh ow an understanding of the behaviour of economic agents and how they 
are affected by and re..spond to1 econo1ni.c issues 

• A02: Apply kno·\vledge and understanding to various econotnic contexts t10 

show h.ovt economic agents are affected by an d respond to eoonomi.c issues 
• A03: Analyse issues within econon-iics, shomng an understanding of their 

impact on economic agents 
• A04: Eva]uate econon1ic argun1ents and use ·qualitative and quantitative 

evidence: to supp ort informed judgements relating to ,economic issues 

The assessn1.e11t ai111s are set by the 1GCE exan1ining board, A1QA. For both the 
AS and A-level courses, the assessinent ai1ns are to encourage students to: 

• develop an interest in and enthusias-m for economics 
• appr,eciate tl1e contribution of ,economics to the understanding of the 'Wider 

econ omic and social environme111 
• develop an understanding of a range of concepts and an ability to use those 

concepts h1 a variety of different contexts 
• use an enquiiing1 critical and thoughtful app1~oach to the study of 

economics and develop an ability to think a.s .an econon1ist 
• understand that econon1ic behaviour can 1-Je studied frou1 a range of perspectives 
• de\relop analytical and quantitative skills, together ,vi th qualities and 

attitudes which ,vill equip economics students for the challenges.> 
opportunities and responsibilities of adult and working life 



During your course of study, you should develop a critical approach to 
economic models and n1ethods of enquiry. You sl1.ould build up a good 
knowledge of developm nts in th UK · cono1ny and govemn1ent policies 
over the 15 yea1"S before you sit the exa1ns. You should also have an awar,eness 
,of earlier events ;,,;rhere this helps to give r:ecent develop1ne11'tS a longer-tern1 
perspe.cti. ve. 

()~T_h_e_e_x_a_m_i_n_a_t-io_n_s_t_r_u_t_u_r_e ____________ _ 

The AS examination 
If yO'u are an AS stud nt, you Vvill be. assessed through two examinatio,n papers. 

Paper l: Th operati n of rnarkets aud marw t failu re will exan1ine mainly 
microeconomic topics~ 

Pap r 2: The national c n my in a gl bal c n t ~xt ,v·iU examine n1ainly 
. . 

macroeconomic top ics. 

Both papers have- to be answered in 1 hour and 30 minutes. ln both Paper 
1 and Paper 2 ~ the ,question structure is the sarne. Section A of each exam 
contains 20 compulsory objective test questions; and Section B contains two 
data response ques1ions, which are officiaUy caDedl Context questions. You 
should answer either Context 1 or Context 2; but not both. 

Mark allo,cation1 
The mark allocation for the AS examination, Papers 1 and 2, is as follows. 

• Section A: 1 mark per objective test question, 'Wid1 a maxin1.u111 mark of 20 
fo,r the section 

• Section B,: 3, 4, 4, 4 , 10 and 25 are the maxi.mum marks for each of the six 
patts of the C,ontext question, [or which the maximum mark is 50 

The n1axitnum 1nark for each paper is 70. 

The A-level examination 
lf you are an A-level student; y,ou \\11l be assessed through three ,e:xa.minati,on 
papers, each of ,vhich is 2 houTs long. 

Paper l: Markets and market failure will examine mainly microeconomic 
topics. 

Paper 2: National and inte rnational economy will exa1nine tnai.nly 
macro_ conomic topics. 

H owever! the A-level specification states that 'students should apprec,rate that 
microeconomks and. macroeconornks a.re not enti.refy distinct areas of study. 
For example, microeconomic principles often. provide fundam.ental insights into 
understanding asp,ect.s of the macroeconorny. Similarly, ,economic issues and problems 
of ten contain both a microeconomic an.d macroeconomic dimension.' 

111 both Paper l and Paper 2, the question structure i.s the same. Section A of 
each exam contains tv,lo data response questions~ '\\rhich are officially called 
Context questions. You should anS\ver either Context 1 or Context 2, but 11.ot 
both. Section B ·Contains thre,e two-part essay questions, of which you should 
answer on-e tYlo-pan essay. 



Paper 3: Economic principles and issues is different in co,lera.ge and 
structure from Papers 1 and 2. It 111.cludes topics from both microeconoruic 
and the n1ac1·oec,onomic sections of the specification. Particularly wh n 
anS\vering questions linked to the case study in the question) you will be 
expected to recognise when it is appropriate to use n1icroecono1nic and/or 
m..acroecono1nic models. 

Section A of Paper 3 ,contains 30 compulsory ,objective test questions> 
which are both microeconomic and macroeconomic. Section B contains 
a single compu1so1y case study queslion, which may overarch the whole 
A-level specification. The details of the case study are provided in a separate 
source booklet, vvhich you read at the beginning of the ,exam. lypicaUy, the 
source booklet wi.U contain four extiacts covering the tl1ei-ne of the case 
stud~ The ,ui:racts vtiU be in both numerical and textual form. Candidate.s 
"\Vi.11 be requi1·ed to use the numerical data and be expected to demonstrate 
quantitative skills in their responses to questions. The exam paper itself ,vill 
contain three questions, ''ilhich you will ans,,v,er in. the style of am economist 
giving advic to a client. TI1 client to whom you a.re providing economic 
advice could be a company; a government minister or a labour organisation, 
though 'there are other possibilities as ,-ri.rell. 

Mark all.ocation 
Tbe mark allocation for the A-level exainination is as follows. 

Papers l and 2 : 

• S ction A: lJ 4, 9 and 25 are the n1aximum marks for each of the four parts 
of the Context question, for which the n1aX.in1.um n1ark is 40 

• Section B: 15 and 25 are the maximum marks for each of the two parts of 
the Essay question, :for ,vhich tl1e maximum tnark is 40 

The maximum mark for Papers 1 and 2 is 80. 

Paper 3: 

• Section A: l mark per objecitive test qu,estion, with a n1.aximtun tnark of 30 
for the section 

• Section B: 10) 15 and 25 are the maximum marks for each of the three parts 
of the investigation in th .. e case study~ for ,~·hi.eh the maximum mark is 50 

The maximum n,ark for Paper 3 is 80. 

For both the AS and A-level the papers are ·equally w,eigl1ted: 

• AS 50% + 50% 
• A-level 33} 0t6 + 33-!% + 33t% 
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~ Economic 
methodology and the 
economic problem 

•• nh••,, 

Economics is t he study of choi:ce and dec 1is ion making iri a wortd with 
Li m'ited resources . It trtes to exptaiin the economi'c behav i1ou r of both 

i irid iv idua:Ls and groups of peoplei and th e economic re lationships between 
: ind iv iduals and groups. Re tated to the noun ·econom[ce/, is the v-erb ·to 

• 

economise'. In largie part. economics i.s th e stu dy of ecoriomisrng - the 
sbudy of how people make choices about what to produce, how ta produce 
al'ld for whom to produce. in a world ~n wh ich most resources a re li1 mited 

, or .scarce. How best ea n peop le make decision.s on how scarce resources 
• shou,td be aUocated among competiir,g uses " so as to improve and maximise 

human happ in ess and welfare? Th is is t he eco nomic pro blem~ which is t he 
main focu s of th is introdu ctory chapter. 
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• i Thi,s cha,pter wiH exp la1n: 
• i • impoirta nt aspects of economic methodology 
! • the differ,ence between positive and normative statements 
• 
: • the nature and purpose of e1conom k activity 
• ! • how resourc 1es are used to pro1duce goods ,and services 
• 
: • the role of factors of production in the ,economy 
• 
: • the tu nda m1entaL economic problem 
• 
~ • how the econom1ic problem relates to sea rcity and choic1e 
• : • the conc 1ept of opportunity cost 
' : • how production possibility di,agra ms i Hus trate key ec1onom ic cioncepts 
• 

• • • s • • 41 
41 
41 

" ' • • • • • " : 
~ 
• • • • • • • : 

: including scarcity and choice : 
• • 
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1.1 Economic methodology 

n • 
I 

• l 
\rVhen ansv.r·ering the question 'vVha.t is econontlcs?', a good point to start 
is the fact that econnmics is a social science. Social scienoe is the branch 
of science that studies society and th e relationships of individuals vvithin a 
society. Besides e.c,o,nomics, psychology, sociology and political science are. also 

social sciences~ as are itnponant elem ents of history and geography. 

Psychology studies the behaviour and n1ental processes of an individuaL 
Sociology studies the social relationships between people in the context of 
society. By co11trast, ecot1omics, as the n a1ne suggests~ studies the economic 

behaviour of both individuals and groups of people, and the economic 
relationships between individuals and groups. 



Observing <onsumer 
behaviour 

in the marketplace 

Forming a hypoth~sis to 
explain how consumers 

spend their money 

l 
Developing predictions from 

the hypo~sis 

Using evidence to test 
the predictions 

Let us give you t\VO examples of v..·ha.t we mean. Our first ,exan1cple (about 
indivtduaI behavtour) is from an important part of economics kno,vn as 
demand theory, ~,hich is covered in Ch apter 2. The theory addresses 
consun1er behaviour1 or how we behave when v..re go shopping. V.lhy1 

for example~ d,o people genera.Uy buy n1ore stra,vbetTies as the plice of 
st ra,~lbe rries falls? 

Our second e:,,rample. intro,duces an i.mponant e.conomic rdatianship. H~rving 
explained de1nand, ,ve Inust go a stage further and look at how consumers 
interact with firms or producers. Firms supply and sell the g,oodls that 
consumers buy, and econon1ists call the 'place' in ,vhich goods are bought 
and sold a market. Inde:ed; before you started this economi,cs course 1 you 
1nay well l1ave heard 1he \vords 'supply and detnand) and 1hought that is ,vhat 
economics is about. Well) "in large measure that is tnle; par1.icu]arly in. the early 
chapters of this book~ ,vhich cover Unit 1 of the specification. 

The essentials of scientific 1nethodology, in the context of ihe d.emand 'theory 
~le '\\ill look at in Chapter 2, are shown in the flowchart in Figure l. I. 
Scientists start o ff by observing some aspect of the u niverse (in the natural 
sciences), or s,om aspect o,f human behaviour, in the case of th social 

New or 
revis,ed 

hypothesis 

sciences. In d1e case of demand theory, the staning-off 
point - sho'Virrn in the uppermost box of Figure .1 - is 
observations of how individual consumers re.act to changes in 
the prices of the goods and services they buy. Demand theory 
then develops from the making of a tentative description , 
knoiw11. as a hypotheses, of what has been observed . Hypothesis 
construction is depicted in the second box from the top in 

the flowch art. In the third box predictions about human 
behaviour are deduced from the hypothesis) such as that an 
individual 1-viU always respond to a l,o,wer pi-ice by den1anding 
more of the good. in question. 

This prediction is then tesied agains t coUect,ed evidence about 
how individuals behave in the nurrket place (the founh box 
fron1 the top). At this s tage, the hypothesis becom,es a ,theory. 
(The difference be1ween the t\vo is that whereas a hypothesis 
is a proposed e>zplanation for so1nething, a theory is ¥lhen a 
hypothesis is tested and survives 1he test.) 

Further 
tests 
I __ r _r __ .A.t this stage, we are in the bouo.m left-hand box of Figu1'e 1.1. 

However, this does not m ean that the theory is true in all 
circumstances. All il says is that the hypothesis has survived 
the test or tests to which it has been exposed . It might not 
survive stronger tests 1 which may not yet have be.en devised. 
Scientific n1:ethod is b'1sed on th e possibility off alsifkation or 

Conduding that the 
evidence supports 

the hypothesis, which 
now becomes the 
theory of demand 

Figure L1 Sci Qntiifi c method 

The evidence does 
not support the 

predictions, so the 
hypotheS1s is 

amended or rejected 

refutation. of a hypothesis. 

If a hypothesis fails to survive the tests to which it is exposed, one of two 
things can happen. The bottom right-hand box of Figure 1 .1 shows the first 
possibility: outright rejection of the hypothesis. Fo,r example~ a hypothesis that 
consumers always respond to price cuts by demanding l,ess would surely be 
rejected (as would the, h)1Jothesis that C·On ... ~n1:ers ,always respond to a 1:n i c·e 
cut by demanding more of a good). The other p ossibilit}~ ,vhich often occurs 

~ • 
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in economics, is that the hypothesis is changed , usually by watering it do\\'n, 
so as to make i t less deterministic. ln the case of demand theory) as the section 
on 'Exceptions lO th ~·la\v" of de.nliand, in Chapter 2 explains. \Vat-e.rtng d own 
n1eans that demand theory predicls that in most but n,ot all cases~ consumers 
resp ond to price cuts by demanding n1ore of a good. Watered dov.rn in this 
way, the demand hypothesis survives tl1e tests to " rhilch it is exposed~ and 
becon'les 'the first '~law'' of demand\ 

In 1905, the \\rorld-fan1ou s physicist. Albert Einstein, deve1oped a theory of 
gravitation ,vhich predicted, among other things ~ that as it approaches Earth~ 
light from a distan t star is 'b ent' by the gravitational pull of the sun . H owever, 
Einstein~ theory could not be tested until 1919 when there ,va s a general 
eclipse o,f the sun. The theo1y survived the 1919 test, although much n1ore 

recent tesls have throw .. n doubt on parts of it. As is the case with Einstein ~ 
theory, natural science theories are usually much 'harder' than the theories 
associated wid1 ·softee social sciences such as economics. As w e have n oted , 
economic the.01i.es often survive only through aUo,,ring a significan t number of 
exceptions to their central predictions) which , according to critics 1 turns the 
theories into little m ore than generalisations. 

Very often economists respond to the criticism. that their subject is Lsoft' by 
arguing that they are only concerned \Vi th 4positive econon1ics>, which they 
claini is based on quite strict use of scientific m ethodology. Positive econom ics 
is concerned ~ith 'what is~ and 'vv"hat \.\:ill happen' if a cours·e of action is taken 
or not taken. In contrast, cnonnative economics~ is concen1ed with \vhat 
shcru f d or ought to be). 

A lot of econon1ic.s is con cerned ~'Jith ,vhat people ought to do. This is 
particularly true a( the governmen t. Ought the government try to reduce 
une1nployn1ent> control inflation and achieve a ·fair' d istribution of i.i-tcom e 
and Vv"eaJth? Most people probably think that all these objectives ,1re desirable. 
H owever> they all fall ,,,.ithin the renut of nonnati.ve econon1.ics. Normative 
economics is ab out value judgements and views, but because people l1ave 
different vie;.vs about what is right and \vrong) n o rma tive s tate inents cannot 
be scientifica Uy test d. 

- Bv ,contrast. a }JOsilivc s tat tncnt can be tested to see if it is incorrect. If a ~ ••+••••••••••••••••••••••••••: I . 

: KEY TERMS : positive statem ent does n ot pass the rest1 it is falsified . . A positive statement 
• 
: positive statement a 
;o 

i statement 1Q1f 'fact tha1t 1Can be 
: d oes not l1ave to b e true~ hovvever. For example, the statetn ent that the Earth 
: : is flat is a p ositive statement. Ahhough on ce believed 10 b e true, the statement 

• • 
: scie ntifica Hy tested to se1e if it : 
• • : is correct or incorrect. : 
• • • • 
: norma,tive statement a : 
• • ! s,tatement that includes ,a : 
• • 
: value judgement and cannot be : 
• • i refuted j ust by· l 1ooki ng at. th,e i 
• • 
: evidence. : • • • • 
; ................. ~ ............... --------

was falsified with the growth of scientific evidence . Th e key p oin t is that 
positive statements can in principle b e tested and p ossibly falsified , while 
no,nna.tive state1nen ls canno t. Nonnati.ve s tatem ents include ethical , or moral, 
judge1ne11ts . Words such as oughit , should, bt: tter and worse ofte1rt p ro\ii.de clue_s 
that a state1nent is n onnati. ve. 

To tak e an econ om ic example> conside1' t h e s tatem ent 'If tl1.e state p ension 
we.i·e t,o b e abolish d, a million older p op le would die o f hypothermia.' 



• • i Make sur·e y·ou understand J 
: fully the difference between : 
i a positive and a normative ~ : . 
: statement. i 
• • • • ····················•••4j!JIIII .................... ..... 

EX ENS O I ATERI L 

This is a p ositive statement which co,1.tld be tested 1 though few if any 
people would. ,vant to do this. By contrast, the state·ment 'The state 
p nsion ought t,o be abolished because it is a waste of scarce r s,ources' is 
normative) containing an implicit value judge1nent about the meaning of 
the ,vord ',vaste1

• 

Get your fellow students to decide which o'f the foHowing statements ar,e 
positive and which are normative. 

• Statement 1: More of a good is dema nc:led ,at a higher price. 
• Statement 2: The opportunity cost of spending an extra hour sleeping is 

always the same. 
• Statement 3: Un,employment benefits should be ieut tai prevent idleness 

in society. 
• Statement 4: If pensions are cut, more 01ld pe1ople will di,e of 

hypothermia. 
Statement 5: The government must devote mor,e r esources to 
heaUhcar,e. 

Compare y1our resu l ts. 

How value Judgements influence eco omic decis·on making 
and o icv 
Economists emphasise th,e distinction betwe,en normative and positive ec,onomics , but they often forg1et 
that the decision to study one ov,er the other is its,el f a value jud gem 1ent. and therefore a normat ive 
d 1ecision . A value judgem,ent is ,about wh,ether something is, desirabl1e or not - if we believ 1e it is, mor,e 
desirable to study what is happening in the ec.,onomy rather than what ought to ha ppen 1 we have made 
a value judgement. Econ1omics necessarily requires, that government ministers make value-biased 
judgements when deciding on eco,nom ic policies. Despite th is, e1conomists oft 1en wrongly insist that the 
su oj ect is. va lue-jucl geme nt free. 
Several years ago, the then Chancellor of the Exchequer. the UK igovernment minister in overaU chargre 1of 
,economic po1licy. said: · Rising une m pLoyment and the r1ecessi1on have b1een th,e pric 1e that we have had to pay 
t0i get inflation down. That price is well worth paying .· Govern ment ministers are s1eldom as frank as this, 
knowing that their poUtical opponents ,and the m,edia wi U immedi,ately seize 10n the argument that those in 
power are uncaring and cynical peopl1e. However, the quote does s,erve to illus,trate how decis~on makers m,ake 
value judgements when making economic policy decisions. 

On occasion, g1overnme nt ministers, make decisions on issues such as where a new airport sh 1ou ld be 
located or wh 1ether high-speed trains are worthwhHe. Befor,e maik ing de1cisions ion issues sutC:h ais th ,ese, the 
policy- makers know in advanc,e that large swathes of the population wiU strongly opposr~ whatever decision 
is eventually mad,e. To ward off public hostility, government m inisters usua Hy create the iUusion that the 
de,cision -mak.ing process is completely scientific and objective. To do this, they hir,e independent ·experts,· 
to provide advice. But the choice of 1exper t in itsielf invo1lves a value judgement. Do you choose someone you 
know in advance is sympathetic to the go1vernmenfs cause, 0 1r are you more w illing to g10 f1or an independent 
mav,erick? Which,ev1er way yo1u go, the soi-caUed scientific processes used by th,e ·experts' to reach their 
conclusions may be riddled with value judgements. A classic case involved weighi ng up the costs and benefits 
of the Location of a thmrd London airport, which ultimately depend 1ed on putting money values on an h1our of ,a 
business person's time, ,and an hour of a holiday maker's time. It was quickly found that when diff 1er ent values 
we re put ion these, the ,airport location recommended by the experts would havre · Lost ou f under different 
cos ting criteria. 

~ • 
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act of moral and po itical ·ud ements 
Whatever decisi 10in is eventually made in the cours 1e of framing government economic policy, there w~ H always 
be winners and losers who gain or suffer as a res,ult of the decision. Governments often claim they have a 
moral right to make such decisions. They argue that their political manifesto published befor,e the previous 
general election gives threm the mandate, S,Upported by 'the vo1ters1 to carry out their policies, regard l1ess of the 
f,act that among the electorate there would inevitably be some l101sers. 

Consider, howevier, th,e position of the Li ber,al D,emocrats before and aftrer the 201 OJ genera l election. Their 
party ,election manifesto ,contained a cast-i r,on commitment that, if elected to form the n,ex t grovern ment. 
the party would aboilish univ,ersity tu ition fe 1es. The Liberal Democrats did indeed fo,rm part o'f th 1e n,ext 
go1vernment, but the party's leader immediately abandoned his commitment to1 abolish tuition fees. He 
compl 1etely revers,,ed his policy and the party immediately Lost its moral authority over policy -making. 
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1 .2 The nature and purpose of 
economic activity 

The ,central purpose of economic activity is the production of goods and 
services to satisfy peoples needs and Vilants. A need is something people have 
'to hav,c, something that they cannot do \\ithout. Food, provides an exa1nphe. 
lf people starve, they -will even1ually die. By contrast, a wan t is something 
people would like to have., but \vhich is not essential for su1vival It is not 
absolutely necessary; but it is a good thing to have. Books provide an exan1ple. 
Some people might argue. that books are a need. because they think they can ~t 
do \.\rithout them. But they don~t need literature to survive. They do n eed to 

eat. (It is wonh noting that fo,od can b both a ne,ed and a \W.nt 1 depending 
on the type of food . Protein~ vitamins and minerals are ne,ec:ls~ but bars of 
chocolate are wants. People don~t need to eat chocolate to surviv .) 

O-
U ~ ............................. : Satisfying peoples needs and wants means imp1·0-ving c ~o no1nic ,vclfare . 
~ ! KEY TERM J Welfare is a concept bandied about a lot by economists, but often without 

: eco nomic welfa re the • 1 di f L . 1 11f b ll • : a c ,ea:r in ·cation o' wuat t 1e concept m ean..s. WeJ. are asica y 1neans 
! economic well-being of an • 
• : human happiness - anythiing which. makes a person happier improves their 
: i nd ividua l, a group with in • i society, or an economy. i economic welfare) though obviously \Ve must ignore activities such as theft 
: •••••••••••••••••••••• ,.... ______ : ~where 011,e person becomes better off through stealing from other people. 

~ ••~P•••••~•••~•·~••••••••••••: 

: STUDY TIP : 
'II f I Make sure you ea n exp la in the i 
: mean ing of th ,e t,erm economic : 
• ii 

i welfare. ! 
"' t••••••••••••••••••••••4111111 _____ .... 

Short-ten.TI happiness 1nay be at the expense of long-term happiness. The 
consumption of more material goods and servi.,ces usuaJly improves economic 
welfare> ihougl1 consun1ing more and more food > and the vrrong type of ·6ood> 
in the long term can lead to h ealth, problems. 

There are also imponant elements of human happiness and welfare that have 
nothing to do with the consun1ption of n1aterial goods. These include quality 
of life factors, such as the pleasure gained fro:tn family and friends or fron1 
contemplating a beautiful view. 



~ ·····························: 
: KEY TERMS I . .. 
: production a process, or set : 
i i : o'f processes, that converts : 
• • 
: inputs into output 1of go1odS>. : 
! cap ita l good a good which is ~ 
• • 
: used in the production of other : 
! goods, or services. Also known i 
• • i .as a producer good . : 
• • • • ; consumer good a g101od which : 
• • 
: is consumed by individuals ; 
! or households to satisfy their f 
: nieeds or w,ants. : • • • • • • .. ,~ .... ,~, ......... ~,,~ ...... ______ .. 

1.3 Economic resources 
Neven heless1 for m ost people) most of the time, increased consumption of 
matetia.1 goods is an imp or tant pan of improving economic \v,elfare . Most 
of th.e goods ,ve consu1ne tnu.st first b e produced. This r,equ i re.s the u se of 
eco1101nic resou rces. These goods are scarce in relation to de1nand 1 "vh ich gives 
rise lo the need for ec onomising ir1 their use. 

The basic nature ,of producti n is sho~ in Figure 1.2. Production is a 
process ) or set of processes) that converts inputs into ou tputs. T11e eventual 
outputs are the consumer goods and services that go to make up our standard 
of living) though inputs ar,e of course also used to produce the capital goods 
that are necessary for the eventual production o{ con uu1er good s. 

In puts or factors 
of production 

Land 
) 

Labour , 
C~pital 

A fii rm, business 
,or .mteirptiS@ 

Enterprise 
) 

Figure 1.2 The basi:c nature of product1on 

) Output of goods or 
services for sale in markets 

0 th 
~ -····························: 

• 
I n 

: KEYTERM ! 
• !I 

: factors of production inputs : 
• • f into the production process, i 
! such as land. labour, capital : 
• • 
: and enterprise. : 
~ . 
; ................ ., .......•. -------

~ ·····························~ 
l STUDY TIP i 
+ • • • 
: It 1s important to understand ! 
I I 

: how factors of production a re : 
• • i inputs used to1 produce output i 
: of 1goods and S1ervices. : 
• • • • ........................... ______ .. 

Economists call the inputs into the production p rocess, which are listed in 
Figure 1.2, 'th e fac tors o f producLion. Four factors of production are usuaUy· 
identifie d . These are land, labour 1 capital an d ente rprise~ the last often being 
called the entr,epreneurial input 

Entrepren eu1·s are different fron.1 the other factors of production. They are the 
people who address the issues intro,duced earlier, d eciding what to p roduce, 
h ow to pr,oduce it and -~or whon1 to p rodu ce it. An entrepreneur decides ho,v 
much of th,e o ther fact,ors of production, including labour; to .employ. The 
costs of en1ploying land labou r and capital , together , vith the cost of the 
entrcprcne:ur's own services, b ecom e th e nnn·s costs ,of pr,odu ction . In essence; 
the entl"epren eur is a financial risk taker and decision tn aker. Prof~t , which is 
the entrepren eur3s financial reward, results from successful decision malting. 
Entrepren eu1ial profit is the profit left over after the cost of employing the 
other factors of production is .deducted from thesa1les rev,enu e gained from th e 
sale of the goods and services the entrepre11eur d ecides to produce. 

En 'VironmentaJ resources comprise all the natu raJ resources that are used or 
can be used in the e--cono,mic system. These are: 

• physical resources, such as soH, \\tate.r1 forests, fisheries and n1inerals 
• gases , such as hydrogen an d oxygen. 
• ab stract resources) such as solar energy; win d enerro~ the beauty of th e 

landscape 1 good air and clear water 

-..a. • 



W,ind energy ts an abstrac t natural 
resource 

~ ~ ·····························; 
w : KEYTERMS ! 
~ . . 
m : finite resource a resource, : 
0 • • 
o: : such as oil, which is sca1rce : 
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: and runs out as it is used. Also : 
i known as a non-renewable I 
• • 
: resource. : 
• • ! renewable resource a ! 
• + 

: resource, such as timber. that : 
• • • : wi th careful manag1ement can : . : 
: be renewed as it is used. : 
• • • • ........................... !!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!11!11 

Environtnental resources ·can be split into rene·wable and non-r:enewable 
resources, v.~d1 the latter fu rther divided into recycla.ble and :non-recyclable 
resources. R ncv; abl .., r sourc , which are reproducib]e and perpetually 
maintainable, inchlde forests, animals and water. The availability of 
these re-sources depends, ho\V·everi ,on their 1nanagement by humans. By 
contrast. non-rcnc,vable reso urces> such as oit gas and 1ninerals) cannot 
be regenerated or r,egeneration is s,o, slo"', that the stock of res,ources cannot 
meaningfuUy be increased . These are finite resources. Recyclable non
rene,vable resources such as 1ninerals, paper and glass can be reused in the 
economic system. In theo~ all of these resources ca.11 be recycled but it is not 
alV\rays possible and econon1ic to recycle n10,re than a small fraction. Non
recyclable re..so-urce_s such as coal, gas an d oil are finite in d1e sens,e rhat once 
used, their stock is no more available for future use. 

Environn1,ental resources a1-e pan of the factor of production > land. S0n1.e 
environmental res,ources, such as the air \Ve breathe and the water w,e drink, 
are. often described as 'the 'free gifts of nature'. How,eveir~ this view can be 
questioned. In n1.ost countries and regions where large ntunbers of people 
live> clean air and drinkable water are scarce comn1odities and not the ·free 
gifts of 11aturej. Resources which could b e put to ,other uses are used instead 
to produce clean air and water. The need to get rid of the effects of pollution 
created by llumankind means that clean air and "':-ater are scarce and not free. 
Production an d consu1nption activities taking place in the economy affect and 
often damage the natural environment. 

1.4 Sea rcity, choice and the 
allocation of resources 

The fund a1nental econontlc proble111 e:,,..1sts because both goods and the. 
reso,urces needed to produce goods ar,e scarce. Scarcity also nlleans that people 
(even the very rich) have lhnited incomes a:ncl face a budget constraint. If 



~ ·····························: 
: KEY TERMS I 
• • : funda ment al economic : 
i i : problem how best to make : 
• • 
: decisions, a bout the ,allocation : 
: f i : o,' sc,arce resources among • 
• • 
: competing uses so aSi to : 
• • 
: improve and maximise h1uman : 
' . 
: happiness and w ,elfar,e. : 
• • . : 
: sea rcity results from the fact : 
• • 
: that people have unlimited : 
• • i wants but resources to meet : 
= these wants are limited. In ! • • • • ! essence. people would like i 
: to consume more goods and : 
• • 
: services than th 1e economy is : 
I • 

: able to, prod uc,e with its limited ! 
• • 
: resourcies. : : . ····~•••••,•11, •••••• , ............................. ... 

~ .......... , ..... ~···········~: 
: KEY TERM : . ~ • • i opportunity cost the cost : . ~ 

: of giving up the next best : 
i ,alternative. : 
j : 

: •••••••••••••••••••••• ,.... ........................ 111 

goods aie scat·ce and incon'les are limited~ choices have to be n1ade . Consider, 
for example, a family with a weekly i.ncom.e of £1,200. The family curr,endy 
spends £350 ,on housing, £350 o,n food, £300 on other goods and se~ices, 
including heating and lighting, and £ 100 on entertainment. The family's total 
,veekly spending 011 goods and services is thus £1 ,1001 meaning the family 
manages to save £100. Suddenly; the cost of housing rises to £400. To avoid 
getting into debt, and assun1ing that fanuly i.ncon1e can't increase, o,ne or more 
probably unpleasant choices will have to, be made. An obvious possibility is 
to cut down ,on entertainment, such, as visits to the cinen1a. Other possibilities 
could be spending less on home heating, buyi.ng cheaper foo d, cutting do,vi-1 
on alcoholic drink and stopping saving. S0u1elhing vvill hav,e to be giv,en 
up. Unless the family gets into debt or its income increases~ it will have to 
econo,mise even more on its spending and saving decisions. 

You must also app1·eciate the fact that, even without an increase in house 
prices, scarcity means that individuals and house.holds are constan tly making 
choices on ho,v to spend their linrited i.ncon1es and ho,v to make the best use 
of their time. A decision to spend more ,on a h.oliday, for C-'Xampl , means that a 
family chooses to spend less on other goods, oi- to save less . 

• A. need for ch oice arises when,ever an ,economic agent (for ,example, an 
individual, a household or a firm) has to choose between two or n1ore 
alternatives which are mutually exc]usi.ve, in the sense that it is impossible or 
impractical to achieve both at th e san1e tin1e. In the jargon of econonu,cs, an 
opportunity cost is involved. 

lf you ask friends who haven.>t studied ec,onomics the meaning of the word 
'cost>, typically they ~ill answer that cost is the money cost either of producing 
a good or of buying a go,od. Economists, by contrast; focus on opportunity 
cost . The oppo rtunity cost of any choice decision or course of action is 
measured in terms of the alternatives that h ave to be giv,en up . 

Econon1-ists generally assume 'that people b ehave rationally. Rational beharviour 
means people 1ry to make decisions in their self-interest or to maximis,e their 
private ben efit. When a choice has to, be niadle people always ,choose what 
they think at the time is the b est alternative, ,vhich m eans that the second 
b est or next b est alternative is rejected. Providing people are rational , the 
opponuni.ty cost of any decision or choice its the next best alternative sacrificed 
or foregon e. For exan1ple, if you choose ,to spend half an hour watching 
EastEriders on TY, the opportuntty cost is the lost opportunity t o· spend this 
time reading a tnaga.zine or book. 

T'EST YOURSELF 1.1 
Can you think of on,e factor that in real life may prevent a person from 
ma king1 a rational decision? 

~······························································································: 
i STUDY TIP i 
• • 
: Make sur,e you can link together the three conciepts, of sea r,d ty, choice and : 
i opportunity cost. i . : 
: ................................................................................................................... 1111111 
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Look ea ref u Uy at the sentence in the previous paragraph about opportunity cost: When .a c.hoice has to be 
made, people always choose what they think at the time i.s .the best aUernative, which means that the second best 
or next best aUernative is rejected. Th,e words 'think at the time· ar,e quite important. Suppos,e you d,ecide to 
see a film. belireving at the time you ,are going to ,enjoy the film. Two hours lat,er, coming 1out o.f the cinema, 
you say ithat was a Load of rubbish. I w ish I hadn't bother,ed'. Nevertheless, at the time the decision was 
mad e. d,ecid ing to watch the film was a ratio,na l d,ecisio,n berea use yrou bel.ieved you would enjoy w,atchi ng it. 
Having left the cinema, irr.atio,nal beh.aviour would be going back to the br0x office and payin1g good money to 
see the film again. 
Even if the film can be w,atched freely on television, there is still an opportunity c1ost, though in this reas,e 
involving solely tim,e. Ti me is scairc,e, and th,e two hours spent watching the film ea nnot be spent on some other 
activity such as reading ,a book. A choice has to be m.ade between the two, act iv ities. Of course the way the 
choice is exercis,ecl wiU differ for di'ffer1ent peiople, even if everyone enjoys both watching films and reading. 
People with plenty oif time to spare, for example retir,ed or unemployed people, value time less, highly than a1 
City trader working in a dealing room from 7.00 a.m. until 9.00 p.m. 

Going to a ,cinema to watch a film is. of course. a consumer activity. People have to think carefully about how 
they spend their limited incomes. In economics this is known as a budg,et constraint. Money sp,ent on one 1good 
cannnt be spent ,on another good. There is always an opportunity cost when d,eciding to ,consume a good, 
invo[v ing time if not money. 

Firms also have to 1nake. choices on \\that and how to produce. Consider a 
textile manufacturer who can produce either shirts or dresses from the same 
ptoduction line. but not both goods at the same time. In this situation, the 
opponunity cost of producing more shirts is the number of dresses sacrificed 
·Or foregone. Suppose also that both shirts and dresses can be produced using 
one of two different technologies. These are a labour-intensive technology 
involving lots of vvorkets but very little capital equip1nent~ and a capital
intensive technology in which there are very· few ,vorkers but expensive 
auto1nated capital equipment. Given the budget c,onstraint faciug the fin11, 

the opportunity cosl of choosing one method of production is ihe sac1ificed 
opportunity to use the other n1ethod. 

A further exan1ple of opportunity cost arises when a teenager makes a decision 
on whether to leave school and get a job1 or ·\vhether to go to university. Very 
often this involves the choice between income now and inco1nc in the future. 
·Economists call this inter-ten1poral choice, or choice over tilne. 

Construct a questionnair,e which lists, five activiti,es that you know 
interest most of the students in y101ur ,class. These could be playing a 
video game, watching a popular TV show, visitin,g a coffee b1ar. reading 
a magazine on their favourite hobby, and going window shopping. Ask 
each of your f,eUow students to r ,ank the acUvities in order from 1 to 5, 
with 1 being the most preferred. 2 the second prefer r,ed, and so on. Trell 
your classmates that all the activities are completely free, but that they 
can only take part in one activity. Compare the resutts with your fe Uow 
students, asking th ,em to discuss how the results can be analysed usinig 
the conc1ept of opportunity cost. 



~ ......•. ._ .................................................. -................................................................................................ : 
: QUANTITATIVE SKILLS 1.1 ~ 
"' "' i Worked example: c,alculating an opportunity cost 

• • • 
! 

• 
: A small elect,ricat g:oods manufacturer can produce eiither TV sets or radio sets using all its avana,ble 
! resources~ Table 1 .. 1 shows th,e cHfterent co,mbi 1natio1ns of tbe two g:oods tile fitm can, 1P·r·od1.1ce"" 
• • : Table 1 .. 1 • • 
: ENII'&• 
"' : ~15ti!-
"' : 0 30 . i-----i---- ---i 

: 1 29 
: -------1------
: 2 27 ! i-----4------t 
: 3 24 ·---------• : ,4 20 
~ i-----4------t 
: 5 15 . -------1------1 • • • • 
-• • • 

6 

7 

9 

0 . ~--------~ • 
t 

i What happens to, the opportun,ity cost of TV sets in terms of radios. as TV set pro,d,uc:tion i,ncreases fro,m z.ero 
: to seven sets? 
• 

• • • • • • : • • • • • • • • ii 

• • 
' • • t 
+ • • • • • • • 
" • • + • • • • • .. . 
• 
' • • • • • .. 
" • • • • • 
I 
: • • • • • • • i If the firm chooses to produce only one TV set. its opportunity cost is one radio set foregone (30 minus 29 radio i 

i sets). Performing a similar calculation when TV set production is increased by an extra unit. the opportunity cost i 
! of the s1eeond lV set is two radi10 sets. AU the opportunity costs are s,et out in Table 1.2: 5 
• • • • i Table 1.2 Opportun1ity costs of produ cing, an extra TV set i 
! i 
• • • • • • • • • • " . .. "' • • • • • • • • • • ' . • • 
II • 
I! • 
4 • 
• • • • 
"' ' "' . • • 
= % . : 
• • • • • • • • • • "' . ! The data sho1ws an increasing opportunity cost in terms of radio sets, foregone ,as production of lV sets i 
: increaSies. : 
• • • • 
··········~············································································································ · ···••••••i•·········••'"I!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!~ 

~ .•....... , .............•...........••.•.•..•... , ...••.....•..•....•..•.•..•.....•.••..•....•.• : 
1 STUDY TIP ; • • • • 
: Make sure you understand and can distinguish between the words : 
! micro and macro. · Mk:ro· means small, whereas ·macro· m1eans large. ! 
• • 
: M icroeconom ks. which is covered in t he first five chapters of th is book, : 
• • 
J looks at the 'little bits· of the economy1 for example individual markets1 f 
: firms and consumers. By cont rast. macroeconomics. covered in Chapters : 
• • 
; 6-9, look.sat the 'aggregate economy· or the economy ·as a whole'. i 
• • : ................................................................................................................ .... 

1 . 5 Pro d u c t i o n p o ss i b i l i ty 
diagram.s 
So far> \.Ve have focused 1nainly on ho~T scarcity and c11.oice n1ay affect firms> 
famiUes and individuals at the nucroeconomic level In much the same way, 
but on a far grander scale> the econon1y of the nation as a whole faces a. similar 
n eed for choice . To explain how the economic problem affects the whole 

._a, . 
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: KEVTERM i . "' i production po ss ibi Lity frontier : 
• • 
: a curve de pictinig the various : 
• • i ,combinations of two products : . : : lor types of products,} that : 
• • 
: ea n be produced when au th,e i 
I i 

: av,a1ila bLe resources, ,are fully : 
• • : and efficiently employed. : 
" .. 
=····~··········~~····• 1111111111 .................... ~ 

Qpital 
goodl 

Y ,---~ 

K2 

0 

The econ·omy~ 
production 
--0$Sibility 
rontier (PPPJ 

Figure 1.3 Using a production 
P·OSSib·iUty frontier diag ra,m to 
illus trate the economiic problem 

economy] \\>~,e ,-viU use a diagram which you \Vill. come across again and again in 
your economics course - a production possibility diagram .. 

The key feature ,of a production possibility diagram is a produc tio n 
possibility frontie r (PPF) or p roduction possibility curve. A PPF curve 
illu strates the different combinations of two goods, ·Or two sets ,o.f goods; that 
earn be· produced "vith a fi~ed quan tity o f resou rce~ providing we assu1ne that 
all a.vaHable res,ourc,es are being u tilised to the full. The PPF curve in Figu re 
1.3 illustr ates the different con1binations of capital goods and con su1ne1~ goods 
that the Vv"h ole economy can produce when all the economys resources afe 

employed, with n o spare capacity. To put i t an otl1er \Vay, the PPF curve sho,vs 
what the econ omy can produce] assuming that all the labour, capital and land 
at 1he countrys disposal a.re employed to the full, and assuming a given state 
of technical p regress. 

1Given that resources and capacity are lin1ti'ted, a choice has to ·be n1a.de abou t 
the type of good to, p1·odu ce. Look closely a.t points X and Yon the d iagram. 
Point X sh o,\.vs the n1aximu1n possible output of consumer goods , assuming 
that the econ om y only produces consumer goods (i.e. no capital goods are 
produc,ed) . Lik ewise~ point Y sh ows the maximurn possible ou tput of capital 
goods) assu ming that the econ omy only produces capital goods. ln fact, 
points X and Y sl1ow th e nvo extreme production po·ssibilities, since all go,odls 
are either consumer goods or capital goods. Finally, the line drawn. between 
points X an d Yin Figure 1 .3 is the econon1ys production p ossibility fTontieI. 
The PPF cu rve sh o\'VS all the d ifferent combinations of consumer goods 
and capital goods that can be produced, give11 the assun1ption s mentioned 
earlier ab out fu ll employment of available reso,u:rces and the state of technical 
progress. Point A, for ex.an1ple, shows K1 capital goods and 1C1 consumer 
goods being pr,oduced. An increase in capital go.od p roduction to, 1{2, shown 
at point B, m eans that con sumer good produ ction faUs to C2. C1 minus C2 
is the opponunity cost of producing K2 minus K1 additional capital g1oods. 
Whichever con1bination of capital and consun1er goods is actually chosen 
reflects decis'ions m ade :in society about allocating scarce res,ou rces b etvveen 

competin g uses. 

~ ······························································································: 
: STUDY TIP ! 
• • i You must lea rn to draw and interpret production possibility diagrams, : 
t • 

: wh ich are important in both microeconomics, and m,acroeconomics. At the ; 
• • 
: micro l,evel they ea n be used t o1 illustrate scarcity, choice. opportunity cost ~ 

j and prod uctive efficien1cy. At the macro level, they can be used to illustrate I 
: economic growth. and fuH employment and unem ployment. : 
• • 
• A ...................................................................................................................... 

• 
2 As explained on the next page, product ion possib1ility diagrams can also . -

: be used to i Uustrate econo,m ic growth. Th is is revisited ~n Chapters 7 and 
• 
: 8. However, those chapters focus on another way of illustrat ing economic 
~ growth. in term s of aggregate demand and supply 1or AD/AS .analysis. . . 

• • • • • • • • • • • 
ill 

' • • • • • 
··············•••••+t+••··········································•t•••••~···~·-········ ............................ .. 



~ -····························: 
i KEY TERM : 
: economic growth th 1e increase ! 
• • 
: in the po:tential level 0 1f real : 
• • i output the economy can : 
• • 
: produce over ,a period of time. : 
~ . ... •••••••••••••••••w••••• .... 11111111111111111111~ 

~ ·····························: : KEVTERMS ! 
~ fu LL em ploym en t when all ~ 
• • i who are ,able and willing to : 
• • 
: wrork. are employed. : 
• • • • 
: unemployment when not ; 
• • 
: al l of those who are abl1e and : . - . 
: w illing to work ,are employed . ! . ' • • ·········~············· ......................... .... 

TER L 

omic PPF diagrams 
The production possibility frontier Capitll 
in Figu re 1.3 shows the economy goads 
as a who,le, which means that 
the PP!= curve depi 1cts the ma,cro 
economy. Before we look at 
some microeconomic production 
possibility frontiers. w1e shall 
explain two import.ant ways 
in which macro,economic PPF 
diagrams can be used. 

pp; , PPF2 

Using a PPF diagram to show o .___ ____ ----IL....---Consume-_ ---------, 

economic growth goods 

Figu re 1. 4 shows how a PPF 
di,agram can be used to1 illustrate 
economic growth. There are two 
forms of economic growth, which 
are explain,ed in deta il in Chapter 8. 
These a re long-run economic 
growth and short-run ecionom i,c 
growth. 
Economic grow th is defined as 
the increase in th,e potentia'l level 
of real output the economy c,an 
produce over a period of time: for 
exampl,e, a year. Strictly, this is 
long-run economic growth, which 
is not the same as short-run 
economic growth. If the economy's 
pro due tion posrSi bility 'frontier is 
PPF11 initmally. s,hort-run economic 

Figure 1.4 Long,- run and' short- ru,n 
economic 9rowth 

Capital 
goods An point s on the 

frontier such as 
AandRshow 
fuH employment 

X 

Unemployment 
occurs at all points 
inskte t he frontier 
such asX 

Th• economy's: 
production 
possibility 
frontier (PPF) o--------_____.. ____ __... 

Consumer 
goods 

Figure 1.5 Usi:ng; producti,on possibHity 
curve diagram to show fult employment 
and une:mptoyment in the econom,y 

growth is shown by th,e movem1ent from point C inside the frontier to a 
po,int, such as point A. ,Dn the f rontirer. Long-run econom1ic growth is shown 
by the o,utward mov,ement of the fronti 1er to PPF2. The movement from point 
A tro point B depicts Long-run ecionom ic growth. Short-run gro1w th makes 
use of spare capacity and tak1es up the slack in the economy, whereas 
long-run growth increas,es total prroductive ea pa city. 

Using a PPF diagram to show full employment and 
unemployment 
As mentioned earlier. a1H points on a production possibility frontier s,how 
f ull employment of available resources. For a macroeconomic production 
possibility f rontier. this means full employment of labour as well as otner 
resourc 1es that can be used in the course of production. Th us,. points, A and 
B' in Figu re 1.5' show fuU employment when the economy's production 
po1ssibil ity frointier is in the position m nd icated . By cointrast, a point inside 
the PPF curve, such as point X, shows that some resources, including 
labour, are not being employed. Ther,e is unused capacity in the economy. 
(Note that if long-run economic growth were to move the PPF curve 
outward to a new po1sition, points A and Bon the ·old" producUon possibility 
frontier would no1w be points of unemployment, ias they would be located 
ins ide the new · tu rth,er out" frontier. I 

._a, . 
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~ ...•.................•••....•. ..._. ............................................................... : 
: SYNOPTIC LINK ~ 
t • 

; Full employment ,and unemployment feature in aH the chapters in Part 2, : 
! The nat ional eco,nomy, particula1rly in Chapter B. ~ 
• • • • ................................................................................................................ ~ 

EXT O TE A 1 

icroeconomic PPF d·agrams 
Look cair,efully at the microecon 1omic production possibility frontier in 
Figure 1.6. We can tell this is a microeconomic diagram becaus,e of the 
lab,els on the two1 axes of tne igraph. The diagram depicts a situation in 
which a firm can produce both mobile phones and laptop computers 
f ram the resources it has avaRable. As in th1e first macrr0economic 
diagram I Figure 1.31, points X and Y show the extreme p1ossibiliti1es 
facing the firm. PointX on the horizontal axis shows the maximum 
poissibLe routput of laptop computers - providing no mobi le phones ,a1re 
produced. Th is me.ans that au available resources a re d1evoted to the 
production rot Laptop computers. Conv,ersely~ point Y 1on the vertical axis 
shows. the opposite situation: the maximum possible output of mobile 
phones, when zero laptop computers are produced. As was the case 
in the macroeconomic production possibil ity diagrams. au points on 
the PPF curve between x and Y show dif f,erent ,ciombi nauons ,of the tw10 

goods being produced betwe1en th 1e two extreme poissibi l iHes. 

Mobile 
phones 

y r---.__ 

MP3 

MP2 

MP11 

0 

PPF 

l.C3 LC2 LC, X Laptop 
computers 

Figure 1.6 The production possibHity 
frontier facing a firm producing mobne 
phones and Laptop computers 

We ,can use Figure 1.6 to explain a number of impor tant economic re lationships. 

Scarcity11 resource allocation and choice 
A PPF diagram such as Fi1gure 1.6 shows differient possible ways in wh ich s,carce resources can be a Hocated 
between corn peting uses. This involves eh oice. Compar1ed to the resource allocation at point A, point B shows 
the effect of shifting more resources, into the production of mobilre phon 1es1 with 'fewer resour1ces being 
allocated to lapto1p computer product ion. 

Opportunity cost r,evisited 
Production p1ossibiUty diagr.ams provide a very good way of illustrating opportunity cost. Suppose, for ex·ample . 
that the firm in Figure 1.6 in itia Lly pr1oduces, MP1 mobi l-e phones and LC1 laptop computers. This combination 
of the two goods is shown at point A in the diag1ram. A de,cision by the manufacturer to increase production of 
mobil ,e phon1es f ro,m MP11 to MP2 means that co1mput1er production falls by LC1 minus LC2• Moving f rom poj nt A to 
point Bon the curve, the fall in computer production is t he oppor tunity cost of the incr,ease in phone productiion. 

Look now at the shap1e of the PPF curve in Figure 1.6. You can see that the slope of the curve faUs. moving up 
the curve from point A to point B, and indeed to all other points further up the curve. There is a r 1eason for th is . 
The slope s,hows th,e opportunity cost aif pr1odu 1cing more mobile phones, in terms ,of the laptop ,cromput,ers t hat 
have to be sacrificed. When rmobile phone production increases f rom MP1 to MP2 laptiop computer production 
faUs by LC1 minus LC2• This is thre opportunity ciost involvred. But s.uppos1e mobile phone pr1oduction i 11cr eas1es 
again by the same ,amount as before l(which means that MP3 minus MP2 is the same as MP2 minus MP1J. In 
this situaHon, shown at point Con the curve, mor,e laptop comput,ers than before hav1e to be given up. LC~ 
minus LC2 is larger than LC2 minus LC1• The s lope of the curve of the production possibility fro,ntier shows t hat 
the opportuni ty cost of producing rmobUe phones increases as more mobile phon,es are produced. A gr,eater 
number of Laptop computers have to be sarcr ifi ,ced whenever ran extra mobile phone is produced. 

~~-~·-···············································································································································1 
• • : choice chooising between alternatives when makinrg a deieision on how to use scarce resources . 
• • 
: r eso u ree a Llocatio n the prr0cess thr 1oug h which the ava ilabl1e factors of production ar,e .assign,ed to produce .. 
: different goods and s,ervices, e.g. how many of' the society's economic resources are devoted to supplying 
i Cliffer1ent products such as food, cars, healthcare and defence. = 
• • • • ~•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••w•+•4lflllll .................... .... 
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Capital 
goods 
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Al I points on the PPF, 
including A and a are 
productively effident 

i i it 
You "\vill con-ie across th.e con cept of economic efficiency on nutnerous 
occasions as yo u proceed through the course. There are a num ber of 
diffe1ent m easures of econonri.c efficien cy; one of which ii.s p roductive 
. fficic ncy. ,Chapter 3 Oi.."Plains productive effic.il ncy in tenns of a firm 
1ninimising the average cost of producing a good. In tl1is chap ter, we 
focus on two oth er vtays of e,rp]aining the concep t, both of which ar.e 

illustrated by the production possibility curve in Figure 1.7 . 

AH points in~ide the 
ffiontier:. ind uding z. 
,are productively 
inefficient 

The economy~ Producl ive efficiency occurs when ou tput i s ma.ximised fron1. available 
production inputs. But \Ve know already that a PPF curve sh o,vs n1aximisation of 
possibility 
frontier{PPF) output fTom available inputs at every point on the cur,,r,e; though the 

Consumer cotnbination ,of the tw,o goods (in this cas,e capital goods and con sumer 0 C1 X 
goods goods) varies at different p oints on the curve. This means th at aH p oints 

on the econon1y 's production possibility frontier s11own in Figure 1.7> 
in cluding points A and B, are productively efficie.n t. By contrast , all 

Figure 1. 7 Productive e ffi c: i,e n cy a n d t hie 
econom1y's PPF curve 

~ ------······---·--······-----: 
i KEY TERM i 
• • 
: productive efficiency for i 
• • 
i the econ 1omy as. a whole : 
I • 

: occurs when it is impassibLe : 
• • 
: to prroduiee more rOf one Q010d i 
I • 

: wi·thout producing less of : 
• • 
: an 1other. Forr a firm it occurs ; 
! when the ave rag1e total cost of I 
• • 
: production is minimised. : 
• • 
, • ••• ••• • • ,,, •••••••• t , 11111111 ........................ lli 

~ ··------······--·--··-····---; 
: KEYTERM i 
• • : allocative efficiency occurs : 
! when the avai lab Lie economic ! 
• • 
: resources are used to1 

: 

I produce th,e combination 01f ! 
• • 
: goods and services that best : 
i matches p,eople·s tastes and i 
• f • : pre erences. : 
• • 
=~--~•••••••~••MW•••••• ........................... llllllii• 

p oints inside the PPF cunre are productively inefficient, including p oint 
Z. Productive ineffi.ciency occurs ,vh en ou tput is n ot maximised from availab].e 
inputs. At point Z~ th,e economy is not ,employing all the available resources~ 
in cludjn g; of cou rse, labour. Produ ctive ineffictency is ofren associated wbh 

unemployinen t. 

Consider novll a tnovem.ent along the PPF curve from p oint A to poin t B. The 
diag-ra1n is telling us that ~ when on the PPF curve, more capital goods can be 
produ ced only by giving up the p roduction of some con..,m1n er goods. This is 
an other way of expla.ining p roductive effici,ency. Produ ctive effici·ency occurs 
when p roducing more o f one good involves reducing production of other 
goods. By co ntrast, \vhen the econo1ny is pro,ductively inefficien:t at poin t Z, 
n1ore capital goods and consu1ner goods can be produced by tak in g up the 
slack in th,e econ omy and n1,aking u se of idle resources. 

Anoth,er measur 1e o'f economic efficiency is allocative effi ciency. As is 
the case with product ive eff iciency, allocative efficiency can be expla ined 
in more than one way. In this chapter we define allocative efficiency as 
1occurring when 1economi,c activity results in t he bes·t combination of igoods, 
and services being produced, and ava Hable to be cr0nsum 1ed, taking into 
account consu m,ers· preferences. 

Production possibi lity curves show production possibili ties, or the 
different 1goods perople can choose to purchase when spending th,ei r 
limited incomes. The ,economy's production possibility f ron tier shows 
au productiv,ely ,efficient routcomes, but it do,es not id,entify an optimal 
,aUocation of resoureies. The allocaUvely effic ie·nt output is the pom nt on the 
PPF cu rve that best m,eets people's tastes and preferences. However, this 
output does not n 1ecessarHy optimise society's weUa r,e because that also 
dep1ends on the 1distrioution of income and wealth and value judgements 
relating to fairness and justice. 

._a, . 



~ 
LU 
_J 

m 
0 
0: 
[L. 

LI -
:E 
0 
z 
0 
u 
LU 
w 
:I: 
l-
o 
z 
<t 
>
(!) 
0 
....J 
0 
0 
0 
:I: 
I-
LU 
2 
u 
~ 
0 z 
0 
u 
I.LJ -
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: QUANTITATIV SKILLS 1.2 i 
• • • 
j Worked example: drawing a production possibility curve 
i from given data 

• • : 
,Ii .. .. 

• .. .. 
: • • i • • .. 
• • • • • • II 
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• • • .. 
~ • .. • • • : 
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• • • • • 
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Draw a production possibility frontier using the data below. 

• • • • • • • • • • .. 
Table 1 .. 3 Producti.on possibHity .schedule for 

1
producin,g tanks and miUtary ai,rcraft ! 
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i Figure 1.8 Production possi1b1Lity curve or fron,tier for tanks and mi litary aircraft 
: 

,Ii • • • 
41 

= • 
' • • • • : : 
: .. .. 
• .. 

.. .. • Unlike au the production possibility cu rv,es shown earlier in th is chapter_ : 
• 

this one shows a 1constant opportunity cost iof ten military aircraft whenever : 
10 ex.tra1 tanks are produc 1ed. This means that the production pos,s,ibility i .. 
curve is a straight line, positioned between the two production possibility ! 

• 
extremes of zero tanks and 100 mi Utary aircraft. and 100 tanks and zero : 

• 
military aircraft. : 

• 

~ .. 
t • • • • • 
···································•••t•••••t•••t•••························· .. ········· ........................ ..... 

TEST YOURSELF 1.2 
Suppose the opportun ity cost of produieing one extra unit of a good in 
terms of another good sacrificed fell as more of the good is produced. In 
wha1t way wou ld the shape of t he production possibility ,curve differ from 
thos,e s,hown in this chapter? 



C SE STUDY 1.1 

Allocating r·esources through the price mechanism and the planning mechanism 
Ther 1e are a number of ways ~ n which scar1ce resourc 1es can be a Uocated between competing uses. These 
include inher itanc1e and 0 1ther typ,es 1of gift , theft and chance lsuch as. winn ing a1 fortun,e on the National 
Lottery I. However, th,e two1 main allocative mechanisms a r,e the price mechanism (or market mechan ism) 
and the planning mechanism lor coimmand mechanism). An econo1m ic system in which 9101ods and services 
are purchased thr1oug h the price mechanism in a system of markets is c.alled a market economy. whereas 
one in which government officials or planners allocate economic resources to f irms and other pr oduct ive 
enterpr ises is called ,a planned ecoinomy (or command ,economy). 

In a pure market economy. the price m,echanism performs the centra l 1economic task of allocating scarce 
resources among competing uses through the ma rk1ets which make up th 1e economy. Transport costs and 
lack of information may cr1eat 1e barriers that separiat1e or break up markets. In past centur ies, such barriers 
often prevented markets, from 1operatin 1g outside th 1e relatively small geographical area of a single country or 
even a sm,all n~gion within a country. 

However. while s,ome markets exist in a p.articular ,geographical location - for 1exampl,e1 a str eet market 
or until quite reoently the London Stock Exchange - many markets do not. In recent y1ears. modern 
developments have allowed goods to be transported mor,e easily and at low,er cost. and have help1ed in 
the transmission of mark,et ,nformation via telephone and the internet. This has enabled many markets. 
especially commodity and raw mate rial mark:ets and marke·ts ~n financial serv ioes., to become truly global or 
internaUonal markets functioning oin a worldwide basis. 

A complete command economy is an economy in wh ich all decis,ions about what, how, how much, wh 1en, 
where and for whom to produce are taken by a central plannin 1g author ity. issuing commands or direct iv 1es 
to a U the house h1old s and producers in the s ioc iety. Su eh a1 system could 01n ly exi s,t with in a very· r igid and 
probably totaUta rian political framework bee a use of the restrict ions on i ndivi dua l decision mak ing that 
ar1e implied. 

In much the same way as a pure market economy, in which the price mechanism ,alone ,allocates 
resources. is a th,eoretmcal abs tractiion I so no economy in the real world can properly be described as, ,a 
corn plete or pure planned economy. Before th,e collapse of the com1mun is t political system a round 1990. 
th,e countries of e,astern Europe were centrally planned economies. However, they were not pur,e p lanned 
,economies. Production but noit consumption was planned. Consumers often had to queue to iget consumer 
goods, whose prices were fix.ed by the planners,. Shortages result,ed, which, tog 1ether with the gener.al ly 
inferior quality of consumer goods, contributed to1 the br eakdown of the command economies. Some 
communist countries still ,exist, namely the Peopte·s Republic ot China, North Korea, Vietnam an 1d Cuba. 
However, a Ll these countries, with the exception until recently· of North Korea , have encou r aged the growth 
of markets to a greater or lesser extent. Th,ey have co1m mu nist polit ical systems I but th 1ey have moved away 
from being pure command ec1onomies. 

Follow-up questions 
Distinguish be,tw1e1en a pure mark,et economy and the mark,et sector of a mixed econaimt. 
What is th,e other name of a planned ,economy? 

._a, . 



~ 
LU 
_J 

m 
0 
0: 
[L. 

LI -
:E 
0 
z 
0 
u 
LU 
w 
:I: 
l-
o 
z 
<t 
>
(!) 
0 
....J 
0 
0 
0 
:I: 
I-
LU 
2 
u 
~ 
0 z 
0 
u 
I.LJ -

The UK as a mixed economy 
Many economies~ particularly those of the develo1ped countries 1of Western Europe such as, th1e UK. are called 
mixed economi 1es. A mixed economy c1ontains, both a large market sector and a large non-market s,ector in 
which the pl,an ni ng m,echanism operates. Figure 1. 9 illustrates mixed economies in relation to pla nn,ed and 
market econ 1om ies. 
Pla·nned 
economies 

Mixed 
economies 

Market 
economies 

In which the planning 
mechani-sm aUocat,ies 
:scarce resources to 
their final uses 

-~-i--~ 
~ont:ain 

~ 
Large 

non-market 
sector 

~ 
la.-ge 

market 
sector 

hi which the pn,ce 
m~r::han 3m allo cate-s 
scarce resources in 
the system of markets 
which mak~s up th~ 
economy 

Figure 1~9 Pla,nned economiQS. mixQd QConomies :;ind market ~co,nomies 

lne UK economy developed into a mixed 1economy a1fter the Second World War, when a number of important 
indus,tries s,uch as coal., rail and steel were nationalised a1nd taken into public ownership. Pr,ev iously, the 194& 
Education Act had extended state provision of 1education. and the creation of the National Hea lth Service in 
19.48 did the same for hea lthcar,e. 

F1or about JO years after the end of the second World war, from the 1940s to tile 1970s, the majo1rity of UK 
citizens l,and the maj1or p10Litical parties] agreed that the mixed 1econ1omy was workin1g weU. Mos,t people 
believ1ed that certain types of economic activity, particularly the production and distribution of consumer 
goods and services, wer1e best suited to1 privat,e enterprise and the market economy. But people also 
accepted that utHity industries, such as gas and electricity should be nationalised .. and that important 
s,erv icies, such as education, healthcare ,and roads sha1uld be prov ided by government, outside the mark1et, and 
financed thro1ugh the tax sy·stem. In short. a consensus existed around the belief that the mixed e,con,omy was 
right for th 1e u K. 

However, from about 1980 onwards. many econo,mists and politicians began t,o blame the mixed economy 
for the UK's. det,eriorating economic performance. relative to that 1of its main competitors in w ·estern Europe 
and Japan. Critics argued that the public and non-market sectors, of the economy were inefficient and w1ealth 
consuming rather than wea Lth creating. They had become t.oo big and needed cutting down to size. Critics of 
the mixed economy argued that a concerted 1eff1ort shou Ld be made to change fundamentally the naturie 1of the 
UK ,economy by- increasing private own,ership and market production. 

Successtve g 1ov 1ernments implemented policies that changed the nature of the mix in favour 1of private 
ownership and mark,et forces,, at the 1expense of public ownership ,and state planning. The UK economy 
is now much ctose r to being a pu r 1e market and privat,e entierprise economy than it was, 40 years ago. Th,e 
three main policies used to1 change the nature of the UK 1economy have been privatisation; mark1etisation and 
der,egulation, polices which collectiv1ely· can be called economic liberalisation. 

Privatisation involved the sale of sta1te-owned ass 1ets s.uch as nationalis1ed industri ,es to private owners. 
This, was often accompanied by marketisation lor c1om1mercialisaUonl. whereby prices are charged f 1or goods 
and services the stat1e previously provid1ed fre,e of charge. Deregulation. th1e third 1a1spect of Uberalis,ation. 
att1empts to remove barriers to entry and igovern ment red tape and bureaucracy from the oper,ation of 
markets. 

Follow-up questions 
1 What is meant by priv,ate enterprise? 
2 D isti ng uish betw 1een privatisation and marketisation. 



Questions 

Economic methodology involves the application of tested economic 
theories to explain real-wo,rld eco,nomic behaviour. 
It is important to understand the difference between positive and 
normative stat1em1ents. A positive S'tatement can be tested to se1e if it 
is correct or f als1e; a normative state m,ent is a state1ment that includes 
a value judgement which cannot be refuted purely· by looking at the 
evid 1ence. 
The economic prob,t,em is how limit,ed res.ources are used in r,elation to 
peo,ple's desires and wantSr. 
The econ 1omic probl.em results from scarcity. 
Scarcity results in the need for choke. 
Whenever a choice has to be made there is an opportunity cost. 
The opportunity cos,t of any decision is the next best alternative for1gone. 
Economists generally ,assume that people are rational. choosing th,e best 
alternative available. 
Production is a process. ,or set iof processes, that converts input into 
outputs. 
The inputs into the production process ar1e caH1ed factors iof production. 
The entrepreneur is th,e factor of productio1n that decides what to 
produce, ho1w to produce and f1or wh10,m to1 produce. 
Environmental resources comprise ,all the natural resources that arre 
used or can be us,,ed in the economic system. 
Key economic concepts such as. scarcity, choice, opportunity cost, 
economk growth, and 'f uU employment a1ndl u nempl1oyment, ea n be 
illustrated on a production possibi Uty diagram. 
A production possibil ity frontier iHustr,ates the diff1erent combinations of 
goodSr that can be produced with a fix ,ed quantity of r esou rce. 
Different eco,nomic systems allocatie resources between different uses 
in different ways. 
In a market economy, the price mecna nism p,erforms the allocative task. 
The UK econ,omy is a m bred economy, con ta ini ng a mi.x of market and 
non-market sectors, and private ,and public sectors. 
The nature of th,e UK mixed economy has changed during the last 
40 years. 

I "\J\lith an example of each. ,explain the difference bet\veen a. p,ositive and a normative statement. 

l With an example of each ,explain the difference between a need and a want. 

3 Vv7hat is the fundamental or central economic problem? 

4 Relate scarcity to the need to make econnmic choices and to opportunity cost. 

- B,1iefly describe the four facto,rs of production. 

6 Distinguish between a non-rene\'\'"able and a renewable environmental r·esource. 

7 Draw a production possibility frontier to illustrate the choice bet,veen producing capital goods and 
consumer goods. 

._a, . 



Price determination in 
a competitive market 
············~···········································~········································ .. ················· • • • 
: Chapte r 1 introduced you to one of th e fundamental economiic problems; 
• 

" • • .. 
: how to a llocate scarce resources between com,pet1ng uses 11n condfflo ns : 
• • 
: in w hich there are Um ited resources and unli mited wants. 1ln a m,a,rket : 
• • 
: economy, resour ce aUocat ion 1s undertaken by the pr ice m,echa n~s,m : 
• • i operating in the sys tem of markets that maike up the economy. Th~s is i 

Ii 

: t r ue a lso in the ·market sector· of a "mixed economy'. However. i' n1 a ,mixed : 
• • 
: economy the re 1s also a ·non- market sector· i;n w hkh goods and servkes ! 
! s uch as ,roads and po lice aire produced and deHvered to firiat users 'outs ide ! 
• • 
: the markef. The UK is often said to be a '1m1x-ed economy· thoug,h i:n recent : 
• • ! decades tine nature of ·the 'm ix' has been s h'ift~ng towards a pure market i 
: economy a nd away fr om non-ma rket provision. : 
• • • • 
: Th is chapter focuses on markets a1nd the prk e mec han ism, and looks : 
• • 
: only at competitive markets. Many of the 1ma r'kets f t1 the UK econo 1my are : 
• • 
: uncompet~ t ive markets, but these are invest,igiated in Chapter 4, ~ 
• • 
=·························································~····························· ............................ . 

~ ··········~················~······~~···························,··················~··~········: 
; KEY TERM ; 
: = : competitive market a market in which the large number 1of buyers and : 
• • 
: sellers poss.ess good market infiormation and can e.asi ly 1enter or leave the : 
• • 
! mark1et. ! 
• • • • ................................................................................................................ llllllli 

~ -·····························································································: 
: LEARNING OBJECTIVES ! 
• • ---~ : Th i1S chapter wiu ~ : ------- : : 
f • explain the nature of demand and s,upply in a co,mpetitive market f 
i • differentiate betwieen a movem 1ent along a demand or a supply curve and ~ 
! a shift of a demand or a supply curve ! 
• • : • introduce the concept of ela s tic~ty and explain th,e different 1e lasticities : 
I • 

: you need to know ; 
• • 
: • bring demand and supply curves together in a supply and demand diagram : 
• • i • distinguish between marke't equili brium and disequilibrium in a supply ; 
i and demand diagram ! 
• • ; • inv1estigate diff1erent ways in which markets are interre lated ; 
• • 
: • examine a number of real-world markets : • • • • . ~ ••i•••+•~•••••w•••• • •l•••·~••• •w•••••• ••••*••••••••~•·••••••••••6••••••• •~-•• • ~••••••••• ........................ ~ 

CJ---h-a_t _i _a~m-a_r_k_t_?~~~~~~~~~ 
A market is a voluntary m·eeti.ng of buyets and s llers. Both buyer and seller 
have to be vlilling partners to the exchange. It for example, a buyer uses 
violence or the thl·eat of violence to ·persuade~ a seller to supply goods at a 
price unfavourable to the seUer) this is a forced transaction and not a market 
transacti an. 



~ ·····························: 
: KEYTERMS ~ 
i equi l ibrium price the price at I 
• • 
: which planned demand for a : .. . . 
! good or service exactly equals ; • t 
: planned supply. : 
• • • t 

i supply the quantity of a good i 
• • 
: or service that fi rms are : 
• • J wiHing and able to sell at given i 
: prices in a given period of : 
• • 
i time. : 
4 ~ • • 
: demand the quantity of a good : 
• • 
: or service t hat consumers are i 
• • 
: w iHing and able to buy ,at given : 
• • ! prices in a given period of i 
• • : time. Fair economists, dem.and : 
• • 
; is always effective demand. : 
t ' ••• ••• , ••••••• ,,,,;••+•till . ....................... .. 

~ ·••t•t••••••••••tt•••••••••tt: 
! KEYTERM ! .. . 
: effective demand t he desire : 
• • ! fo r a good or service backed by f 
: a1n abil ity to pay. : 
• • :1.1••·········· ·i••••• ........................ lllllllllli. 

1vlarkets do not have t,o o-.i.st in a panicular geographical location. Wh,enever 
a good or senrice is voluntarily bou ght and sold~ a market 'tran saction tak es 
p ]ace. Over history, market transactions shifted av,ay fron1 01:,en-air street 
markets lo take place in shops. Shops have high,er overhead costs, but they 
offer a permanent site of exchange and a continuing relationship between 
sellers and buyers. In rece:n.t yeara1 the growth of th e in ternet has allowed 24/7 
e-co1n1nerce . .As a result many markets 1 especiaUy those in co1n1n,odities. ra,v 
niaterials and financial services) have become truly global. 

A market is highly com pet~tive when there are a large number of buyers and 
sellers all passiv,ely accepting the ru Ung market F 1ice that is set, no,t by individual 
decisions, b ut by tl1e interaction of all those taking part in the ma1·ket. The rulli1g 
ni,arket price (or cquilibriu111 price) is set by supply and de1na11d in the market 
as a ·whole. High]y conlpetitive markets lack entry and exit barriers. This means 
that new buyers and sellers can -easily en ter the n1arket i.vithout incuning costs. In 
the san1e way buyers and sellers can leave the market if they wish to. Competitive 
markets also exhibit a high degi--ee of transparency - buyers an.d sellers can 
quickly find oul what everyone else in the market is doing. 

2.1 The determinants of demand 
for goods and services 
Households and fin.ns operate simultaneously in two sets of markets. The 
first of these contains the goods markets in v,lhich households demand and 
buy consumer goods an d services p roduced and supplied by firms. But for 
household demand in the goods n1arket to be an effective dc111and - that 
is~ demand. backed up by an ability to pay- households n1us't first sell 
th eir labour, or possibly the s,emces of any capital or lat1d they O\'.\i'll in the 
nmrkets for fac tors of production . These were brietl.y mentioned in C}1apter 1. 
Households' roles are therefore rev,ersed in goods markets and factor markets. 
ln this chapter> we ignore factor markets and focus solely on ihe determinants 
of demand for consun--ier goods and services. 

o~~~~~~~~ 
~ ............................. : Mark _ t demand and individual d mand 

: KEYTERM : • • • • 
: market demand the quanti ty : . - .. 
: of a good or service that a ll the : 
• • : consumer s in a market are : 
• • 
~ w illing and ,abl1e to buy at i 
i different market prk es. i 
............................................... ~ 

Normally when. economists refer to demand, they n1ean tnar]~ t dernand. This 
is the quantity of a good or service that all the consumers in the market ,vi;h 
to, and are able to, buy at different ptices. By contrast. individual deinand is 
d-1e quantity th at a panicular individual, su ch as yourself; would like to buy. 
The relationship betv,leen n1a1 k e t and individual den1and is sin1ple. Jvtarket 
de·mand is just the sum of the demand of .aU the consumers in the market . 

Q The' 'of ~mand 
The ~1aw~ ,of demand states that aJs a goods price falls; more is demand.eel. 
There is thus an inverse relations11ip between price and quantity demanded. 
N,ote th at the ~rord 'law..> is in inverted coinmas. This is beca.use a law in 
econotnics is not as st rong or vvatertight as a law in a natu1"3.1 science subject 
such as ph )lSics. \IVhe ·eas a ]aw in physics ,vill alway-s hold~ a social science 



la,v alv.rays has 'ifs~ and 'buts' attached. Mote of a good is u.sualiy demanded as 
its price falls, but there are excepti.ons, \Vhich are ~xplained on page 24. 
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Figure 2.1 A market demand curve 

The 1narket demand curve in Figure 2.1 illustrates the ~law' of demand. If the 
price starts off hi.gh~ for ,example at P1 household den1and is ~ 1. But if the 
price falls to P2, demand increases to Q2• 

Demand for a go,od varies according to the time period being considered. 
·For example~ weekly demand is different from daily, tnonthly and annual 
de1nand. For this reason, the horizontal axis in Figure 2.1 is labeUed ·Quantity 
demanded peT period of time'. It is nonnal practice to use the labe] ·quantity' 
on the horizontal axis of a demand cun .. e diagram, acs we do in the rest of this 
book, but this is an abbreviation. It always refers to a period of tinie. 

~ ...............................................................................................• 

= VNOPTIC LINK I 
• 
; Microeconomic demand curves look very similar to aggregate demand 
i curv1es, wh ich are explained in Chapter 7. It is vital that you don't confuse 
• 
: the two. Likewise, don't confuse demand with consumption, which is a 
• 
i eompone nt o·f aggregate d1em,and1 also explaj ned in Chapter 7. 
• 

• • • 
f 

i .. • • • • • • 
II! • f 

: ................................................................................................................ 1111111 

Construct ,a questionnaire containing the f olli0wi ng questiion: · How many 
Utre bottles o·f cola would you buy each week if the price was £2, [1 .50, 
£1.00, 50 pence, 25 penc1e?" Ask ,a sample of your friends to answer the 
question and analys,e their ,answers. What ar,e tne probl,ems with 
estimating demand curves in this w.ay? 

~z. (=:)--------------------------------------------------------------------------------------------
- Movement along a demand curve and 
~ 

ffi hi ts fa d m nd cur 
~ ~ ............................. : 
LU J STUDY TIP i 
Y : You must understand th,e : 
~ . . 
CL i diff1erenc,e between a f 
N : movement along a demand or : 

• • : supply curve and a shift of the : 
• • • • : curve. : 
• • 
: •••••••••••••••••••••• 411111111 .................... lllllllli 

•••••••••••••••••••••••••••••• • 

! • 
: condition of demand a • • • .. 

• • • • • • • • 

.. • • • • • • • • • • .. .. .. 

• 
determinant of demand. other : .. 
than the good's own price. that : 

• 
fixes the position of the : .. 
demand curve. : 

• 
: . ............................................... lllllllli 

Students often confuse a movement a[ong a de1nand curve andl a shift of a 
de1nand curve. A rnovemeMt alorig a de,~arLd curve takes place only when the 
goods price ,cJ1anges. Provided tl1e demand curve slopes downwards, a fall in 
price results in more of the go,od being demanded. This is sometim s called an 
extens~on of demand. likevfise, a co11traction of demand occurs when a rise in 
p1ic leads to less being demanded. 

When we draw a market demand curve to sl1ow hov;.r n1luch of the good o,r 
service households plan to demand at various possible prices; we assume tb.at 
aU the othe1~ variables that tnay also inlluenc,e den1and are held unchanged or 
constant. This is the ceteds paribus assumption., which means ~other things 
being equ.ar. Among the variables whose values ai-e held constant or unchanged 
when \Ve draw a demand curve are disposable income and tastes or fashion . 
,Collectively, the variables (other 'th3n the good's ovm price) ,vhose values 
determine planned demand c1:re often called the c ondiLio ns of dc1na nd. A 
change in a condition of den1.arnd shifts the demand curve to a new position . 



The conditions of damand 
The· main conditions of den1and are: 

~ ·····························: 
i KEY TERMS i • the pric,es of substitute good s or goods in co1npeting demand (see 

section 2. 6) .. ' : increase in demand a = I! • 

i rightward shift of th,e demand ! • 
: : 

the prices of goods in joint demand or complemen tary goods (see 
section 2 .6) = curve. ~ 

• • 
: decrease in demand a : • • • 

personal income (or 1nore strictly personal disposable income, after tax and 
receipt of benefits) • • 

! leftward shift of the demand i 
• • : curve : • • • 

tastes and pr,ef erences 
• • 

. - ·-ii i i i•+ • • •• iii i i i••• • • • ii!!l!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!lt population size, vthich influences total market size 

0 Quantity 

If any of the conditions of detna11d change, the positio1-i of the 
demand curve changes, shifting either righ1ward or leftward. 
Figure 2 .2 iUustrates a right,vard shift of the demand curve, ,vhich 
is also called an increase in d u1a ncl, and means more of the go.ad 
is den1anded at any given price. For exa1nple, at a price of P1, the 
quantity demanded increases from Q1 to Q2. Conversely; a left"''ard 
sh ift of den1and (knovln as a decrease in demand) causes the 
quantity demanded to fadl at any given price. 

Events that might cause a 1ight1w~rd sl1iR of a demand curve include: 

Figure 2.2 The effect of a r~ghtvvard shift of 
de,mand 

• an increase in the price of a substitute good or good in 
competing dernand (see the section on the interrelationship 
between markets) 

~ ·····························: 
! KEYTERMS ! 
• • 
: normal good a good for which : 
• • ! demand increases as incoime ! 
• • 
: rises and d,emand decreases : 
• • ! as income tans. i 
• • • • .. .. 
• 
i 
• • • 

inferior good a good fior which i 
- - . 

demand d1ecreases as incom~ i 
• 

rises and d 1emand increases as : 
• • 
: income falls. : 
! i ............................................... lllllllli 

• a fall in the price ,o,f a complementary good or good in joint den1and 
• an increase in personal disposable inco1ne (but s,ee the following section on 

norn1al goods and inferio,r goods) 
• a successful advertising campaign malting people think more favourably 

about the good 
• an increase m population size 

Normal goods and inferior goods 
When disposable inc,om·e increases, a. demand curve shifts rightward 1 but 
only if the good is a n o rmal good , for which demand increases as income 
increases. Ho\v,ever sotne goods are inf. r io r 0 o ds , for which denlB.nd 
decreases as income increases, and an increase in income shifts the demand 
curve ]eftwa.rd. 

To take an example, private car transport and bus travel are not just substitutes 
for each other. As peoples incomes rise, demand fo,r cars generally increases, 
while, at the san-1.e time, denmnd for bus travel usually falls. If people respond 
in this VoJ·ay to changes in incom then p1ivate transp,ott is a normal good~ but 
certain fonns of public transport are inferior goods. For an individual, ,vhether 
a go,od is no·ll'l'lal or inferior depends ,on personal incon1e, irastes and1 possibl)~ 
age. For young children> junk food such as sweets is usually a normal good. 
When parents increase small children! pocket n1oney; they generally buy more 
S\Veets. But as children get older, tastes change~ and s,veets may very w,ell 
becon1.e an inferior good. 

By contrast, a change in a condition of demand shifts the deinand cut"\7·e to a 
nev,l position. As already explained, a 1ight,v.ard shift of demand is often called 
an increase of de111and \Vhile a decrease of de1nand occurs when the demand 
curve. shifts leftward. 
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exce tions to the ·Law' of demand? 
Oema nd curves don't have to slop1e downwards. though they usuaUy do. However, ther1e are circumstances in 
whi 1ch a demand curve may be horizontal or vertical. or indeed slope upward. s,howing that more is demanded 
as the goad's price increases. 

There are a number of possible explanations for upward-s,loping dem,and curvies. Some of these are as foUows: 

'Specul ative dema1nd If the price of a 1good such as housing, shares or a for1eign c.urrency starts to r ise, 
people may speculate that in the near future thie price wi U rise even further. In this situation I demand is 
likely to incr 1eaise. In the cas 1e of rising house prices. young people who wish to become first-Ume buyers may 
scramble to buy houses, fearing that if they wait, t hey may nev1er be ab le to afford to buy a house. 

Go,od fo r w hlch consum ers u1se price as an iindicat o,r of quality Consum,ers may· lack accurate information 
about. the quaHty of some goods they want to buy, such .as second-hand cars and comput1ers. In this situationi a 
potential buyer may demand more as a goad's price rises. believing that a high price means high quaUty. 

Veblen goods Some coimpanies try ·to seU their goods based on the fact tha1t. they coist more than those of their 
competitors. Veblen goods, named after the Norwegian economist Thornstein Veblen, are goods of exclusive or 
os.tentat.ious consumption, or ·snob' goods. They are som1etimes called positiona l. goods, though s:t ricUy a posi·tjonal 
good is so scarce that few peopLe can ever acquire it Some people wish to consume Veblen goods, such as Ferrari 
cars, as a signal of their wealth. The ·reassuringly expensive· advertising campaign for Stella Artois beer is a good 
example. A few years ago, lnterbrew. the Belg ian company· {now caUed lnbevl that t hen owned the Stella brand, 
clecided to seU its beer .as a prem~um brand. lnterbrew hoped that high prices would attract more customers. If you 
look at th 1e prices of Stella beer, you will find that lnber has now ,changed tack, selling its beer ion a 'stack 'em high, 
sell 'em tasf principle, at discounted pr ices. 

Perhaps more could 
be done to justify Stellas 

Vebl en goods are t hose that have nig h priice as a selling poi nt 

·m u1 · n · c · ous pnce. 
Ai~th Lh~ qui ·i L Ua uts~. 
Aar the excn1cinti.n tclla pri , . adl)~ 

the s \ ry litt1e vte can do tibuul it. 
''Ven on~· lil ·1t1a1I inc:euti\! . lil.:· LJ e on 

on th left is hcvnnd our .means . 
• 

Makiug SteUa p11 rly ju. l eo. L" fa.r loo 
muc:h money 

\ ~ cunlcl you nrtighl supi,wse,, utlullt:nd 
our premium barl , v.rith a fow bags of~ 11101'C 

qucstic>nab l ''llUn. 
tbstitl 1te ordinwtry hop n>r the rare Cze 

aaz van ~ty. 
10r hoi l Lella out of l1 e vat bero1 Lhe 

eust.nmiuy six w ks maturation. 
~ ~hil Lhe..,e tt.Xpedim1ls rnight p1utluu a 

11ric that's 11ot 1a;dicu]olr, ,ve·re afraid tl · m 
t~uJd IL<~L ~ said uf th lJ 1~ ~ 

l l1t r j Ret1s uri "'"1·" expen i ~ . ~ 



2. 2 Price, in come and cross
elasti cities of demand 

o~~~~~~~--
T h meaning f la ticity 

~ ·····························: 
i KEYTERM : • • : elasticity the proportionate : 
~ . 
: responsiveness of a second i 
• i 

: variable to an initial change in : 
• • 
: the first variable. : 
• • 
: •••••••••••••••••••••• 1111111 .................... lllllllllij 

Whenever a change in one variable (such as a good's price) causes a change to 
nccur in a second variable (such as the quantity o( the good that housel1olds 
are prepared to de1nand), an elastic ity can be calculated. The elasticity 
measures the proportionate responsiveness of the second variable to the 
change in the first variable. For example, if a 5% increase in price ,vere to 
cause households to r duce: th ir demand by more than 5°..6; den1and would be 
elastic. In this example, a change in price induces a n1.ore than proportionate 
r,esponse by consumers. But if the response w,ere less than a reduction of 5°,6 1 

demand would be inelastic. And if the change in price Vler,e to induce exactly 
the same proporti,onate change in demand demand w,o,uld be neither t:lastic 
nor inelastic - this is called unit elasticity of demand. 

Elasticily is a useful descriptive statistic of the 1~elationship bet,veen two 
variables because it is independent of the units, such as price and quantity 
unU.s; in v,:, hich the variables are me.a.su red. 

Ahhougl1, in principle, economists could calculate a. great many elasticities for 
all the economic relationships in 1ivhich they are inte1·este.d, the three demand 
elasticities you 1nust know· are: 

• price elasticity of demand 
• income elastictty of demand 
• cross-elasticity of demand 

The follo,vtng formulae are used for calculating these elasticities: 

p,rice elasticity of demand = percentage change in quantity demanded 
percentage ch.ange in price 

income elasticity o[ deinand = p ercentage change in ,quantity den1anded 
percentage change in income 

cross-elasticity ,of demand~ p ercentage change in quantity of A demanded 
percentage change in price of B 

C)~~~~~~-d_e_m_a_n_d~~~~~
rice ela ti ity o 

~ ·····························~ : KEYTERM i 
• • i price elasticity of dem and ~ 
! measures the ,extent to which ! 
• • 
: the demand for a 1900d : 
: t 
: 

1cha nges in response to a : 
• • 

Price -lasticity f d tnand measures co,nsumers' respo,nsiveness t,o ~ change 
in a goods price. (1t is sometitnes called an 'own price' elasticity of demand to 
distinguish it from cross-elasticity of demand for good A. with respect t,o the 
price o[ H ,,vhic11. 1neasures the responsiveness of dle1nand for a panicular good 

to a change in the price of a different good.) 

: 1chang 1e in the price of that : . . ······························································································; : good. ! . : 
~ . . . . : : 
....................... : You shou Ld apply elastic ity analysis when assessing the effects of a shift of : 

• • 
: a demand or supply curve. The extent to which the good 's pric1e or i 
• • 
: equilibrium level of output changes depends, on the price elasticity of the : 
• t 

; curve that has not s.hif ted. For example. when the supply curve shifts ; 
• • 
: leftward, the price elastjcity of the demand curve determines the ,extent to : 
I which the goocrs price and quantity changes. f 
• • ................................................................................................................. ~ 
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TE O ATER! 

TEST YOURSELF 2.1 
When th 1e price of a sma U car is £15,000, there are 100,000 peopl 1e in the 
UK who wish to buy it. When the price faHs to £10,000, ·the number wa1nting 
to buy the car ris,es to1 200,000. What does this information teU you about 
the market for sma1ll cars in th,e UK? 

~-·····················································~··········~·····················~······ 
: STUDY TIP 
• 
: Rem,ember that elasticities are calculated by dividing the percentage change 
• i in quantity demanded (or supplied) by th 1e percentage chan91e in the variable 
: that caused the change . .. • ...................................................................................................................... 

Infinite and zero p1 ice elasticity of de and 
Horizontal and v,ertical demand curves h.ave constant 1elasticities. at au points on the curve. A h1orizontal demand 
curve, such as the demand curv1e in Figure 2.31a I, is infinitely et-as Uc or perfectly ela1stic. At the iother extreme, 
the vertical demand curve in Figure 2.3(bl is compl1etely inelastic, displaying a zero1 price elasticity of demand at 
au po1ints on the curve. When thie price falls, for exampLe friom P1 to P2, the quantity demanded is unchanged. 

(I) Infinitely ellltic demand 
Price 

Demand P, i--------------------PEo = oo 

0 

(b) lli'O elasticity of demand 
Price Demand PE0 ... o 

P, 

0 Quantity 

Figure 2.3 1Yor1i2ontat and vertical demand curves 

Figure 2. 4 su1nmarises d1e five demand curves }70U need 10 know 
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(c)1 Unit elutlc 
demand 

0 

Figure 2.4 F~ve demand curves you need to know 
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f mand 
Substitutability 
Substitutabilit~ which is explained in section 2.6, is the most important 
detemtlnant of price elasticity· ,of demand. When a substitute exists for a 
product, corisumers respond to a price rise by switching expenditure away 
fron1 the good and buying a substitute whose price has not tisen. When 
very close substitutes are available) den1and for the product is high.ly elastic. 
C,onverselyl demand is likely to be inelastic \.vhen n o substitutes OI" only poor 
su·bstitutes are available . 

Percentage of income 
The demand curves for goods or servic,es on 1hi'"hich households spend a large 
proportion of their i11come tend to be m ore elastic than those of smaU ilems 
that account for only a small fraction of income. This is be,cause for items 
on which only a very s1naU fraction of income is spent; particularly for those 
"\vhich are ra:rely purchased , people hardly n otice the effect of a change in price 
on their inc.on1e. The same is n ot true for ~big-ricket7 items such as a new car of 
a foreign h oliday. 

Necessities or Luxuries 
lt is sometimes said that the demand for necessities is price inelastic, ""~hcrea.s 
den1and for luxuries is elastic. This statement should be treated with caution. 
When 110 ohvious subs titute ,ex11sls) deman . .d for a luxury good may be 
inelastic, ,vhile at d-1e other ,extreme, deniand for particular types of basic 
foodstuff is likely to be elastic if other staple. foods a.re available as substitutes. 
lt is the existence of substitutes that really detem1ines price elasticity of 
demand, not the issue of whether the good is a luxury or a neccssit}~ 

The ·width' of the market definition 
The wider the defin~tion of the market under consi.de1-ation ~ the lower the 
price elasticity of demand. TI1us the demand fo·r the bread produced by 
a panicular bakery is likely to be more elastic d1an the demand for bread 
produced ·by aU bakeries. This is because the bread baked in other bakeries 
provides a number of close substitutes for the bread produced in just on e 
bakery. And if we ,viden the possible market s'liU further) the e]asticity ,of 
demand for br,ead produced by all the bakeries will be greater than that for 
foo,d as a ,~hole. 

Time 
The time period in question v.,ill also affect the price elasticity of demand. 
For many goods and services, demand is more elastic in the l,ong run than 
in the short run because it takes time to respond to a price change. For 
example, if the price of petro] rises relativ,e to the price of diesel~ it will take 
time for motorists to respond because they wiU be 'locked in, to their existing 
investment in petro]-engine cars . 

In other circunistan ces, the :response might be greater in the short run 'than 
i.n the ]ong ntn. A sudden rise in the price of petrol milght caus,e moto1ists 
to economise in its use for a few "reeks befor,e getting used to the price and 
drifting back to their old n1otortng ha.bits. 
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Elasticity and tobacco taxation 
Variou5' studies have 1calculated the price elasticity of demand for ciga r 1ettes of different groups in so 1ciety 
s,uch as the young .and the old, and men and wom,en. 

A World Bank. review concluded that price rises of about 10°/o would on averag,e reduce tobacco 
consumption by ,about 4o/a in r icher countr ies. Smokers in poorer nations, also tend to be more sensi t ive 
to price changes. 

Reviewing 86 studies, Gallet and List found a mean pric,e elasticity of - 114.8, meaning t hat, on average, 
a 10%, increase in price wi U be followed by a decrease in consumption of 4.8,'o/c. They also found greater 
respo1nsiven1ess d mong younger peopl1e1 with an average pri1ce e lastiic ity o,f -1 .43 foir 'teenagers, - 0. 76 for 
young adults, and -0.32 for adults. They found an average pric1e sensitivity of -0. 50 for men and -0 .34 for 
wom,en. Studies ha1ve also tended to show gr~ater price sensitivity among low-income groups. 

Follow·-u p questions 
Most of the elas,ticity statistics quoted above lie between zero and -1. Discuss the s.ign ificance of this for 
governments. 

2 Suggest two reasons why ,adult smokers may be less responsive t 10 a ris.,e in the prjce of cigarettes than 
t 1eenage smokers. 

0 o, 
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Figure 2 .. 5 The effect of a price faU 
on total consumer expenditure when 
·demand is e Lastiic 
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As an alternative to using the fonnula to calculate price elasticity o f demand 
between two points on a demand curve, a simple rule can be used to 
detenniu e the genera] natur·e of the elasticity bet•Neen the two points: 

• if total consumel" expenditu1"e increases in response to a price faU) demand 
is elastic 

• if total consumer expendittue decreases in response to a price faU, demand 
is inelastic 

• if total consumel" expenditu1'e ren1ains constant in response to a price fall) 
demand is neither elastic no·r inelastic! i.e. elasticity= unity (or since 'the 
de1nand curve slopes downward, the elasticity is n1inus unity or -1) 

Consider, for exainple1 Figure 2.5, ·which shows an elastic demand curve D . 
At price P1) total consumer expenditure is sho,\7Il by the rie.ctangle bounded by 
P1,a) Q1 and 0. v\fhen the price faUs to P2; the consumer expenditure rectang]e 
changes to the area bounded by P2 ) b, Qi and 0. 1Clearly, the second of these 
rectangles is lairger than. the first rectangle , so total consumer expenditure 
increases, f o Uo'Wing a fall in price, when the de1nand CUI"Ve is elastic. 

TEST YOURSELF 2.2 
Draw a diagram to illustrate what happens to total consumer expenditure 
in the event 101f a price 'fall when the demand curve is inelastic . 

()--ln_c_o_m~e-l~t-ic-_i_ty_o_f_d_e~a-n~~~~~~ 
The nature of inco m e clastici ty o f demand - which measures how~ demand 
responds ·to a change in inco1ne - depends on whether the good is a nonnal 
good or an inferior good. lncon1e elasticity of de1nand is always negative for 



~ ·····························: 
: KEYTERM : 
i incom.e elast icity of demand ! 
• • 
: m,easures th,e extent to which : • • • • i the d1emand for a good i 
• • 
: changes in respons.e to a : 
• • 
: change in incomei it is i 
• • i calculated by dividing th,e : 
• • i percentage change in quantity i 
: demanded by the percentage : 
• • 
: change in income. i i T 

............................................... llllllllli 

an inferior good and positive for a normal good. Tiiis is because the quan:ttty 
demanded of an inferior good falls as income :rises ) ,vh ereas the qu an tity 
demanded of a n ormal good 1ises with income. 

Nor mal goods can b e further divided into superior goods or luxuries, fur ,vhich 
the inc,ome elastilc.ity of demand is greater than ~l , and basic goods, ·,vith an 
incon1e elasticity lying between O and +1. Although the ,quantity demanded of a 
n ormal good always iises with incom e; it 1ises m ore than p rop o:it ionately for a 
superior good (such as a luxury car). Conversely, den1and for a b asic good such 
as shoe ·polish rises at a slo,ver rate th an incom,e.. 

The size and sign (positive oi- negative) of incon1e elasticity of de1nand affect 
h ow a goods demand curve shifts f oUowing a change in incom e. 

TEST YOURSELF 2.3 
The income 1elasticity of demand fo r foreign hol idays in the UK is -4-1.6. What 
does t his tell you .abo1ut UK demand for fore ign holidays? 

~ ····················································································································································: : QUANTITATIVE SKILLS 2~1 ! 
• I! • • 
~ Worked example: performing an elastic.ity calc.ulation ~ 

I People's ave'.rage incomes tall from £11,000 a week to £600 a1 week. As a result, dema·ndl for potatoes inrcreases ! . - . 
: from 1 milUon tonnes to 1.2 miUion tonnes a w eek. Calculate the i1ncome ela·sticity of dema.nd fo,r potatoes. : 
• • t; • 

• I 

: The formula tor calculating income elast icity of demand is: : .. . 
: income 

1
elasticity of demand !:l percentage change in gua~ti.ty demanded : 

i percentage change mn income i 
• • • • 
: The percentage change in quantity demanded is +20%~. The peficentage change in income is -40o/o. Placing these : 
i figures into the formula: ~ 
: • I t • 't f d . d + 2 Q %~ : , income e-.asi 1c1 y o ,eman !!!!! . _ • 

: - 40'Vo i 
• • 
: ... -0.5 : • • : : • • ! The minus sign indicates that the good is an inferior good. The number 0.5 indicates that demand is income inelas.tic. : 
: : . . .................................................................................................................................................................... 111111111 

~ ····························1 
• • ; cr oss-elastici ty of demand i 
• • 
: measures the extent to which : • • • • j the d,emand for a good ~ 
: changes in response to a : 
• • 
: change in the prirce of another ; ! • 
: good; it is c,alculat,ed by : 
• • 
: dividing the percentage change : 
• • 
: in quantity demanded of one ; 
• • : good by the percentage chang,e : 
i in the price Of the Other go1od. i 
• • ....................... ......................... ~ 

ro s-ela icity f dema d 
ross-clasticity of dcn1and measures how the demand for one good responds 

to chan ges in the price of another good. The cross-elasticity of den1and 
b et~leen two goods or services indicates the nature of the demand relationship 
b etv,.reen the goods. There are three possibilities: 

• comp1eme11ttary goods (or joint demand) 
• substitutes (or competing demand) 
• an. absence of any discernible dem and relation ship 

Cars and petrol or diesel fuel , for example, are co.n1plementary goods: they are 
in joint deman d. A significant increase in fu el prices will have som e effect on 
the demand for cars 1 though tl1e ,effect may n-at be great. By contl-ast 1 prii.i-ate 
car travel an d bu s travel are substitute goods. A significant iucrease in the cost 
of running a car will cause som e m otorists to s'Wi.tch ta, public transp·ort -
p rovided its p rice d oes not rise by a similar am ount .as weU. 

2-9. 



•••••••••••••••••••••••••••••• • • ~ + • • • • • • 
: Elasticity basically me,ans : 
i ! : responsiveness. Demand : 
• • 
: elasticities m1easure how : 
! consumers respond to a change i 
t • 

: in a good's price, income, or : 
• 
: the priice of another good. You 
,j 

: should learn the formulae 
t 

i for 1each type of elasticity, ·for 
I 

: example income elasticity of 
• : demand. and avo~d making 
I thriee bas,ic mistakes when • • • • 
:- using them. Thes,e are: : 
• • : . 
: • missing out the word ·per- : 
t • 

: c1entag 1e· (or the% sign) from : 
• • 
: the formula : 
• • 
: • writing the formula 'upside : 
! down· ! 
• • • + 

: • ci0nfusi ng the diffierent ; 
i elasticities I 
t • 
t • ...................................................... 

As vviih the case with income ,elasticity of demandl the size and sign (positive 
or negative) of cross-elasticity of demand affect how a goods demand curve 
shifts folloVving, in this cas , a change in the price of anoth r good. For 
example, a cross-elasticity of demand of +0.3 for bus travel with respect to 
the price of t"Un.ning a car indicates tha't a 0% increase in the cosl of ptivate 
tnotoring would cause the de:rn.and for bus travel to increase by just 3%. For 
most detnand relationships between t¥;·,o goods, cross-elasticities of demand 
are inelastic rather than elastic, both when d1e goods are in joint de1nand and 

when they are substitutes. 

TEST YOURSELF 2.4 
The price of a gaming console for a particular 1games provider r ises by 
30°/o. In subsequent years the demand for 1ga1mes cartridg,es, for this 
system fa Us by 100/o. What does this tell you about the cross-elasticity of 
demand between the two products,? 

2.3 The determinants of the 
supply of goods and services 

o~~~~~~~~ 
Market u ply 

UJ 
:> ~ , 
E: ~ -·······················,····: 
~ : KEY TERM : 
a.. ! ma rket supply the quantity of I 
~ t • 

0 : a good or service that au firms : 
~ i plan to sell at given prices in a i ...... . . 
z : given period of time. : 
- t • • • z ······~·····-··· · · ··'•• 1111!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!91 

0 -
~ z -
~ 
0::: 
IJ.I 

tu 
Cl 
LU 
y 
0::: 
CL 

N 

~ ~··························i 
: : 
: prof it the difference between : 
• • 
; total sa h!s r 1evenue and t1otal : 
I + 

! coists of production. : 
• • • • i total revenue the money a firm ; 
• • : receives from seUing its output. : 
• • i calcul.ated by multiplying the i 
: prk,e by the quantity sold. i 
• • : .............................................. ~· 

0 

SuppJy 

02 QunttLy 
supplied per 

pe,toc:I of liml 

Figure 2.6 A m; riket su pp Ly curve 

Not"tnally \vhen ·economists refer to s upply ; they mean tnarket S1L1pply. Marke l 
s upply is the quantity of a good or service that all the firms or producers in 
the market plan to sell at different prices. By contrast, supply by a single firm 
is the quantity that a particular finn V!.rithin the market 1,vould like to sell. 
As ,~lith demand 1 the, relationship between the two is simple. Market supply 
is just the sum of the supply of aH the finns or producers in the n1arket at 
different market p1tces. 

Th mark t upply curv 
The market supply curve in Figure 2.6 illustrates th •Jaw; of supply, ,vhich 
states that as a goods price rises, 1nore is supplied. If the price starts off low> 
for example at P1, firms are 'Willli11g to, supply Q'1. But if the price rises to P2, 

planned supply increases to Q2. 

The main reasnn fo,r upward-sloping supply curves stems from the 
profit-n1aximising objective which economists assume firm s have. If 
we assume that a finn always aims to make the b iggest p ossibl e profit, 
it foHo\v·s that a firn1 \vill only want to supply 1nore of a good if it is 
profitable so to do. 

Fo,r a firm, p rofit is the difference between the sales revenue the finn 
receives when selling the goods or services it produces and the cosls of 
producing the goods. Assuming finns do not change their size or scale 
the cost ,a{ produciI1g extra units of a good generaHy il1creases as firms 
produce n1ore of the good. As a result~ it is unprofitable to produce and 
seU extra units of a good unless the price rises to compensate for 1he extra 
cost of production. The resuh is the up\vard-sloping inarket supply curve 
shown in Figure 2 .6. 



Firms only want to supply more of a 
good if .it 1is p rofitabLe to do so 

~ ·····························: : SYNOPTIC LINK ~ 
• 
: Microeconomic supply curves 
i look very sim1ilar to aiggregate • 
• • 
: supply curves which are : 
i explained in Chapter 7. Don·t i 
• i 
: confuse the two. • • • • • • • •••••••••r••• ... ••••••• 

As v.iith demand, the supply of a goodl varies according to the time peiiod 
heing considered. Hence the ,vo1ds 'Quantity supplied per period of time' 
on the horizontal axis in Figure 2.6. In later diagrams, this is shortened to 
'Quantity'. But again. as with demand. remember that this is an abbreviation. 

TEST YOURSELF 2.5 
Having set th,e pric,e of bread at £3 a loaf, bread shops bake 10 million 
loaves which they then try to s.eLl. Howev,er, 8 mi Uion of these loaves 
remain unsold. What is likely to happen next in th,e bread market? 

()~-hi-ft~o-f-th_e_s_u_p~~-c_u_r __ ~~~~~~-

~ --···························: 
: KEYTERM : 
i d. . L • : con 1t1ons of sup,p y : 
• • i determinants ot supply, other ! 
: than the good"s 01W n price, that : 
: fix the posit ion of the supply : 
• • : curv,e. : 
• t 
• t : ...... ~ ........................................ ~ 

Earlier in tb.e chapter, '\V · saw that a market demand curve sho\VS how much 
all the consumers in. the market plan to buy at different prices of the good 
assun1.ing all the other factors that influence den1and remain constant . Th,ese 
'other factors, were called the conditions of demand and we explained ho~ if 
auy of the1n change, the den1and curve shifts to a new position. 

In exactly ihe same way, a market supply curve shows the· quantities of the 
good that aU the firms i.n the market plan to supply at dUferent possib1e prtces~ 
assu1ning the conditions of supply re:main unchanged. Again> if the ceteris 
paribus assumpti,on no long r holds~ one or more of th ,conditions of supply 
change> and the supply curve shifts to a new position. 

The conditions of supply 
The main conditions of supply are: 

• costs of production, including 
0 ,vage C·O.StS 

o raw mat,erial costs 
o energy costs 
·O costs of b 01-ro-wi.ng 
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~ ·····························: . : KEY TERMS ! • • • • i increase in supply a rightw,ard : 
• I 

: shift of the s,upply curve. i 
• • • • 
: dec rease in supply a leftward : 
t • 
= shift o'f the s,upply curve. ! 
• • : ............................................... ~· 

51 

0 

Figure 2.7 A Leftward shift of the supply curve 

EXT 5 0 ATERI L 

• technical progress 
• taxes imposed on fi.nns 1 s1.1ch as VAT, excise duties andl the business rate 

• subsidies granted by the government to finns 

As \\7e have noted~ if any of the conditions of supply change, 1he 
supply curve shifts to a. ne\v position. As with demand, a. rightward 
shift of supply is kno\Vll as an increase in supply, whereas a leftward 
shift is k.'"TI.O'WTI as a deer-ease in s upply . An increase i.n 'Wage costs, 

which for tnany finns are the n1ost important cost of production, shifts 
the supply curve. leftward (or upiArard). Firms reduce the quantity ,of 
the good they are prepared to supply because production costs have 
risen.. For example, when the price is P1 in Figure 2. 7] a left,va.rd 
shift of supply &om 51 to 52 causes lhe quantity firms are prepared to 
supply to fall from Q1 to Q2. 

Supply curv,es also tend to shift rightward when technical progress 
occurs) reducing production costs~ or wh.en firms enter the tnarket. 

Conversely, the supply curve shifts leftvila1-d ,vhen costs 1ise or firms 
leave dlle market. 

How expenditu e taxes and subsidies shift su ply curves 
A supply curve shifts l ,eftward (or upward)I when the government impo,ses an exp,enditure tax. such as customs 
and excise duties air VAT on firms. From a firm·s point of view, the tax is, similar to a rise in production costs. 
Firms try to pass the tax on to ,consumers by increasing the price of the good. For this reason. expenditure 
taxes provid 1e examples of indirect tax,es. The high 1er price charg,ed means consumers indirectly pay the tax. 
even though the firms and not the ,consumers pay the tax to the government. 
How the supply curve shifts depends on whether the tax firms are forced to pay is an ad v.a,lor,em tax or a 
s,pecific tax. In the cas,e of an ad v,al.orem tax such as VAT, wh~ch is, levied at the s,amr~ percentage rate le.g. 
20°/ol on th·e prieie, th1e new supply curve is steeper than the old s upply curve. This is shown in Figure 2.8lal. l·f a 
good is priced at £1 .00, 20%) of the price without the tax is, 20 pence. How,ever, if the price of a go1od is £2.00, the 
government collects 40 pence of tax rev 1enue for e,ach unit ,of the good sold. 

But ~n ·the case of a specific tax 01r unit tax, such as th,e 1excise duty Levied on tobacco, alcohol 1or petrol, the tax 
levied do,es no1t depend on the g 1ood"s price. 8,ecause of this, the new and old supply curves ,are paraUel to each 
other, separ,atedl as Figure 2.8(b) illustrates by th ,e size of the tax levi 1ed on each unit of the good. When an 
indirect tax i's imposed on a good, the supply curve shifts vertica Uy upwards by the a mount o,f the tax. 

A subsidy given by the governm,ent to producers, has the opposite effect to .an ,expenditure tax; it shi'fts, the 
supply curve to the right. In the case of a specific subsidy, which is i Uustrated in Fig ure 2.9. the sum of money 
paid to firms for ,each unit of the good produced is, th 1e s.ame what,ever the price of the good and hence the 
vertical distance between the two supply curves equals the subsidy per unit. By contrast, the size of the 
subsidy would vary if th,e subsidy wer,e depend,ent on the pri,ce of the good. 

(I) Ad'Micnm or pemntap tax (b) Specific or unit tax 

Price Pltm 

0 0 

Figure 2.8 An sx pg nditun;:! taix sh ifti,ng ;i, sup ply cu rvg 

Supply before 
subsidy 

0 

Supply 
after 
subsidy 

Figure 2.9 A speciifrc or ,unit 
subsidy shi,ft in1g a supply curvQ 
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How the effect of an expenditure ax depends on elasticity of 
demand 
1 n Figure 2 .8 an expenditure tax imposed by the govern m,ent on firms shifts the good 's supply cu rv 1e L,eftw.ard. 
From the point of vi,ew of the firms that produc,e ,and S 1eH the 1good, the tax has th 1e s,ame effect as a ris 1e in costs 
of production such as a rise in wage costs . As, is, the case with cost increases. by raising the price of t.he good 
to cover the tax. firms try to increase the price charged to customers oy the full amount of the tax. However, 
their abi Uty to do1 this depends on pric1e elasticity of demand. 

Figure 2.1 o shows that wh,en demand is relatively elastic. consumer resistance means that some but not all of 
a tax l(i n this case ,a specific tax) js passed on to consumers as a price r ise. The tax per unit {labelled T in Figure 
2.101 is measured by· th ,e v 1ertical distance between S1 (the supply curve befor,e the tax was jmposed) and 52 lthe 
supply curve after th 1e tax was imposed I. lmmed iate Ly aft,er the tax is imposed, firms, may try to raise the price 
to P1 + T. passing a U the tax on to consumers. However, there ~s excess supply at this price. Via the market 
m 1echanism, the price falls to P2• th,ereby eliminating the exc,ess supply. In the niew equilibrium, part, but not 
all. of the tax has been passed on to consumers ,as, a price rise . 

The part iof th,e tax passed on to consumers is called the shifted incidence of the tax. The rest iof the tax (the 
unshifted incidence! is born,e by firms or produciers. In Figure 2.10, the total tax revenue paid by firms to the 
government is shown by the rectangle bou nd 1ed by heavy bla,ck Un es. The part of the tax rectang l,e above what 
was ·the equilibrium price (P1) before the tax was imposed. shows the shifted incidence of the ·tax. The pa rt of 
the tax reeta1ngle below P, shows. the unsh ift,ed inciden1ce. 
You should now draw dia 1gra ms similar to Figure 2.10, but with perfectly elastic, relatively inelastic and 
completely inelastic demand curves. The diagrams w Hl sh 1ow tnat firms· ability to pass the incid1ence of a tax 

P1 +T 

Excess supply 
,A, r-- ----., 

P2 ~~---:-:r-=:!:t.c. 

P, 

r{ 
Demand 

0 102 0 1 Quantity 

Figure 2.10 ShifHng the incide nce of a 
tax when demand is price elastic 

on to consumers as a pri ,ce rise is gr1eatest when d1emand is completely 
inelastic, and non-existent when demand is perfectly elastic . 
Students oft,en confus,e the effect of an increase in an indirect tax 
impo1sed 10n firms with the effrect of ,a direct tax such as inco1me tax 
impoised on individuals. Whereas a tax imposed on firms shifts the supply 
curve of a good, by reducing consumers· incomes, income tax shifts the 
demand curve 'for a good. An increase in income tax shifts the dema1nd 
,curve for normal goods l,eftward. but if the good is an inferior good. the 
demand curve shifts, rightward. 

Fina Uy, not,e that subsidies granted to firms have the opposite effect to 
tax 1es imposied them. Subsidies shih the supply curve rightward or 
downward. showing that firms are prep,ared to supply more of th,e good 
at all prices. 

~ -····························i 2 . 4 Pr i c e e la s t i city of s u p p l y 
• • • • 
: price elasticity of supply : d d l l d li th 1....... h 1 
II II ln contrast to enl8.n el asticities exp aine - ear · er in , e Cfu,,pter, t ete is on y 
i measur1es the extent to which : 
t • one supply elasticity you need to know. This is price e lasticity of supply 1 i the supply of a good changes in : i re.spons

1
e to a chanQre in th,e ; which n1easures ho,v the supply ,of a good responds to an initial change in a 

~ price of that good. ~ goods price. 
t • 

l+••+•••••••+•••••••••• flllllllllllllllllllllllllllllllllli 
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The formula fo,r p1ice elasticity of supply is: 

_ . -I . . f __ 1 perc,entage change in quantity sugpHed pnce e astic1ty 0 1 supp1y = ..::---....::::...--....i::::...--..--.--.---
percentage change in price 

Just as vrith demand curves, you n1ust not confuse the slope of a supply curve 
,vith its elasticity. Upv.rard-sloping straight-line (linear) supply curves display 
the f ollo"Wing price elasticities: 

• if the supply curve intersects the p rice axis) the curve is elastic at aU points) 
though elasticity falls towards unity moving from point to point up the curve 

• if the supply curve int,ersects the quan tity ror..1.s, the curve is inelastic at all 
points, though elasticity 1ises towards unity moving from point to point up 
the curve 

• if the supply curve passes through the origin, elasticity equals unity (+ l ) at 
all points on the curve 

(a) Elastic supply 

Price 

(b) lneliistic supply 

Price - Supply 

(c) Unit elasticity at supply 

Price Supply Supply 

P2 P2 Pi P1 

P1 Pi 

0 01

1 0 2 Qwlntity O 01 02 Quantity 0 

l='igure 2*11 Price elasticity of sup:ply and Linear supply curves 

(a) Pridly elastic (b) Elastic supply 
supplJ 

(d Unit elmtic 
1upply 

(d} lnellStic: supply 

p p p p 
Pf5 =1 

s s 

s PEs < 1 

0 Q 0 Q 0 

Figure 2.12 The fivg LinQar supply curv&ls yo u shou ld kn ow 

TEST YOURSELF 2.6 

p 

{e) Completely 
Inelastic .supply 

5 

Pts= o 

Q 

If the pr ice oif ,a good with a1 price ,elast icit y of supply of 2.5, increases by 

~ ·····························: 
: STUDY TIP ~ 
~ . 
: You should understand why : 
• • ! price elas Ucity of supply is : 
• • ! usually positive and why price : 
• • 
: elasticity of demand is usually : 
i negative. i 
• • • • ............................................... ~ 

1 Oo/o, the quantity su ppliecl wi U: 

A fall by 25°/ci 

B r ise by 25°/o 

C faU by u.0 %11 

D r is,e by O.L..% 

Which is the corr,ect a nsw,er, and w hy? 
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Figure 2.13 The effect of the time 
period upon price eta,sttcity of supp!Ly 

e factors determinin 
Ill 

pr1 La ticity 
p Ly 

The length of the production period 
If firms can convert raw 1naterials into finished goods very quickly (e.g. in 
just a few hours or days), supply mH tend be more elastic than vthen several 
months are involved in production) as with 1nany agricultural goods. 

The availability of spare capacity 
W11en a fim1 possesses spare capaci tY: and if labo,ur and ra;.,v 1nateriaJls are readily 
avaib.ble) production can gener-aUy be increased quickly in the short run. 

The ease of accumulating stocks 
When stocks of unsold finished goods a1,e stored at low cost, fin11S ,can respond 
quickly-- to a sudden increase in demand. Alternative!)> firms can. respond to 
a p1ice fall by diverting current production cnva:y [rmn sales and into stock 
acctnnula.tion. TI1,e ease v.r:ith which stocks of ra.w materials or components: can be 

bought from outside suppliers and then stored has a similar- effect. 

The ease of switching between alternative methods of 
production 
When finns can quickly alter the way they produce goods - for example, by 
sv...-nching bet'vteen the use of capital and labour - supply tends to be more 
elastic than ;,vhen tl1ere is little or no choice. ln a similar way; if fin1.1s produce a 
range of products and can switch raw materials, labour or machines from one 
type of producti,on to another, the supply ,of any one product tends to be elastic. 

The number of firms in the market and the ease of 
entering the market 
Gene1--aUy, the more fi1ms there are in the n1arket~ and the greater the ease 'Nith 
which a fi.nn. can enter or leav,e, the greater the elasticity of supply: 

Time 
We have already noted that demand is 1nore elastic in the long run than in the. shon 
run be-ea.use it takes tim.e lo respond to a price change. The same is true for suppl)~ 
Figu1-e 2 .13 shows three supply curves of increasing elasticity, 51, Si and 53, which 
illustrate respectively market period snppl~ shon-run s1.1pply and long-run supply: 

• Market p ri d s upply TI1-e tnarket period supply curve 51 is sho,vi1 by a 
vertical line. 51 depicts the situation facing firms foUowing a sudden and 
un >..1'ected tight\vard shift of den1and fr,om D1 to D2. v\Then surprised by a 
sudden increase in demand.) finns cannot immediately increase output. In 
the market period 1 supply is completely inelastic, and the price rises fi-om 
P1 to P2 to ellininate the excess demand brought about by the rightward 
shift of the demand curve. 

• Short-run supply The higher price means d1at higher profits can be 
n1ade, creating the incentive for firms to increase output. 1n the short run, 
firms increase output by hiring 1nore variable factors of production such as 
lab,our. The short-run increase in output is shown by the movement up the 
short-run supply curve) 52. The short-n1n supply curve is more elastic than 
the n'larket period supply curve, S1 . In the sho1·t run, supply incl'ease.s to 
Q2, and the price faHs from P2 to P3. 
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• • 
: You should understand why, ! 
• + 

: for most goods ~ both the : 
• • 
i demand curve and u,e supply i . ~ 

: curve a re more pr~ce ,elastic in : 
• • i the long run than in the short i . ~ 

: run. ! . ~ 

: •••••••••••••••••••••• 4m111 .................... .... 

• Long--ru11 -upply l f nrms believe the incr.ease in demand will be long
lasting, and not j ust a temporary phenomenon> tl1ey may incn~ase the s cale 
of production by e1nploying 1nore capital and other factors of production 
that are fixed in tl1e short run~ b u t variable in the long run. W hen this 
11appens, fim1,s move along the long-run supply curve 53. Ouiput rises to 
Q3 > and the price falls once again; in th is case to P 4. 

In a competitive industry Vli'th ]o"'· or non-existen t barriers to entry, elasticity 
of supply is greater i11 the long run than in the short run, b ecause in the 
lon g run firms can. enter or leave the market. Short-run supply is l ss ,elastic 
because supply is r:eslricted to the finns already in. the industry. 

Housing market elasticities in the UK 
UK households have an incom,e elasticity of demand for housing that ex:ceeds +1. However, demand for 
housing is price inelastic. Thes,,e clemancl etasticities,, combined with a l 1ow price elasticity O'f supp ly for 
hoiusing, push the UK's housing market towards long-term r ising prices. 

New housjng would need to hav,e a pr ice elasticity of supply of +10 for supply to equal demand in the long 
t,erm. But if the price elasticity of supply for new housin1g remains tow. as Table 2.1 shows. house prices wiU 
n,ev,er be stable in the UK wh,en th,e demand for housing is increasin,g. 

Table 2.1 Pr ice ellastid ty of sup ply in the ho ustng m arket ford iffe rent countr ies 

Canada +1.2 

UK +0.4. 

USA +2.0 

France +-0 .3 

USA +1.4 

Ireland +0.6 

Follow-up questions 
1 Suggest why th,e price elasticity of supply of new t, ,ouses, is, Lower in the UK than in th,e USA. 

"New housing would need toi have a price elasUcity of supply of +HJ for supply to equal demand in the long 
't,erm: Explain this statement. 

erf ctl elastic demand and sup 
Figure 2.14 shows a perfectly elastic demand curve and a perfectly ,elastic s upply curve. IThese can also be 
la belled infinitely elas tmc demand and i ntin it,ely elastic supply.) Although the two par ts ot Figure 2'.14 appea r 
tio1 be identical la part fro,m the labels), this is misleading. The apparent sim ilarity d isgu is,es a signi flcant 
difference betw,een perfectly elastic demand and perfectly elastic supply. In Fiigure .2.14(al , demand is infinitely 
elastic at all prices on or be,{ow the demand curve, though if the price rises a,bove the demand curve (for 
example from P1 to P2]. the amount demanded immediat,ely falls to1 zero. This is, because p,er fect substitutes 
are ava Hable when demand is perf,ecUy price elastic. Customers cease to, buy the good as soon as the pric,e 
ris,es above, the demand curve, switching spending to the perf,ect subst itutes whose pr ices hav,e not changed . 

By contrast. in Figure 2.14(b), supply is infinitely elastic at au prices on or above the supply curve, though if the 
pric,e fa Us below the supply· curve (for example from .P1, to P21, th,e ,amiount supplied immediate ly drops to zer o. 
P11 is the 1minimum pr ice acceptable to firms. If they ar e paid this pric,e lor any higher pr ice). fi rm s stay in the 



market The incentiv1e to stay· in tll ,e market disappears at any lower price an,d firms leave the market, unable 
to make sufficient profit. 

(I) Perfectly elastic demand 

Prim·~ 

Cb} PeJfectly e1ut1c supply 
Price .. 

Demand P,i--------------~~---PE0- eio 

Sucolv 
P'1 i--------iiifiii,liiliiliii,-Pfs - oo 

0 0 

Figure 2.14 Perfsctly pri,cc;i glas tic dsmand and supply curVQS 
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The extent to ~rhich price ,or the ,quantity bought and sold changes [allrowing 
a shift of demand or supply depends upon the slope and elasticity of the curve 
that has not shifted. Figure 2 .15 sho,vs a den1and curve shifting rightward -
along a gently sloping supply curve in (a) and along a much more steeply 
sloping supply curve in (b) . Prior to the shift of den1and, equilibrium occurs 
at point X in both (a) and (b). 1n each ca.se 1 the rightward shift of demand 
ind.~1,ices an adjustment along the supply curve to a ne1,v equilibriuni. at point Z. 
With the elastic supply curve shown in (a), the quantity adjustn1ent is greater 
than the price adjustment. The reverse is true in (b) , ,vhere the supply curve i.s 
inelastic. 

(b) 

Sup,p1y 
P2 

P2 
P, 

P, 

Di 

0 o, Q2 Q= 0 o,02 ~ of . 

Figure 2.15 Th·e adjustme nt to a new equillbr i,um fo llowing ai shift of demand 

•••••••t•••••••••t•••••••••t•••••••••t•••••••••t•••••••••t•••••••••••••••••••t•••••••••t••••••• 
• • • 

• 
! 
• • • • : You should apply elasticity analysis when answering questions on the 

i effects of a shift of a demand or supply curve. The ext1ent to which the I 
• • 
: good's price or equilibrium L1evel 1of output changes depends on the price : 
• • 
: elasticity of the curve that has not shifted. For ,example, when the supply .: 
• • 
: curve shifts leftward, the price elasticity of the demand curve determines : 
• • : the ex_tient to which the good's price and quantity change. ! 
• • • • ................................................................................................................. ~ 
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2.5 The determination of 
equi librium market prices 

o--~~~~~~---
o em nd and u Ly curv s in 

Price Market supply 

Market demand 
0 Quanttty 

Figure 2J 6 Market .eq u i Li briu m in the 
to imato ma:rke·t 

om eti ive mark t 
We now bring together the market demand and market supply curves 
explained earlier in the chapter to, see ho~r the equilib rium p rice is achieved 
in a competitive market within the economy. The market v,.re will look at is the 
ton1ato market . h s essential features ar,e shown in Figure 2.16. 

The 1narket deinand curve in. Figure 2 .16 sl1ows how 1nany tomatoes all the 
consumers in the market plan to purchase at different prices in a particular 
period of time. The market supply curve .shows how many tomatoes all the 
farmers and firms in the market wish t,o supply at different prices in the same 
1in1e period. 

The equilibrium price 
The concepts of cquilibriun1 and its opposite, di quilibriun1, are important 
in economic theory and analysis. You should think of equilibriun1 as a state 
of rest or a state of balance between opposin.gforccs. ln a market, the opposing 
foroes are supply an.d demand. tvlarket eq uilibriun1, ,~lhich i s sho\Vll. in Figure 
2 .1 6, occurs where the demand curv,e and the supply curve cross each other. 
At price P*) l1ouseholds plan to de1na11d exactly the same quantity of ton1.atoes 
that films plan to supply. P* therefore is the equilibrium price, with Q* b eing 
the equilibrium quantity: 

In summary: 

A market is in disequilibrium ,vhen: 

• p lanned demand< planned suppl)~ in which case the price falls, 01~ when 
• p]anne.d demand> planned supply; in which case the price rises. 

A market is in equilibriutn when: 

• planned den1.and = planned supply~ in which case the price does not change. 

~ -·····························································································= : KEY TERMS ~ 
• 
: equi li brium a state of r 1est or balance between opposin 1g forces. 
I • • 

disequilibrium a situation in a market wh 1en there is exces.s supply or 

• • 

I • • 
: excess demand. : • • • • ! market equilibrjum ,a market is in equilibrium when planned demand equals ! 
• 
: planned supply and the demand curve crosses the supply· curve. In this .. 
: situation there is no1 ex1cess demand or excess supply in the market. Unless 
• 
: some event disturbs the equHibrium. there is no reason for the price to change. 

j market disequilibrium e.xists at a1ny prjce other than the 1equilibrium 
• 
: price. When the market is in disequilibrium, either ex1cess demand or 
i exc1ess supply 1exists in the market. Exc,ess demand causes the price to 
• 
: rise until a new 1equili briu m is established. Conversely, exc1ess supply .. 
: causes the mark.et price to fall until 1equili briu m is ach iev1ed. 

i • • • • • 

i • • • • • • • 
" • • • 

····························· ······································~···················· ........................ ... 



~ ······························································································= 
: STUDY TIP ~ 
• • i It is important to understand the concepts of equilibrium and i 
! disequilibrium in econiom ics. You w ill come acrioss many other ex.amples ! 
• • 
: besides market eq uHibrium and disequHibri um explained in this chapter. In : 
i your later studi 1es, look out for equilibrium national income lor i 
• • 
: macroeconomic equi Ubriuml and balance of p.ay·ments equi libr ium. : 
• • i ..................................................................................................................... 

()--D-i_e_q_u_i_li __ r_iu_m __ i_n_a ___ m_a_r_k_e_t ____________ _ 

Excess suppty s 

Exoess dernitrtd D 

0 a, 
Figure 2.17 D isequ~ Li bri um and 
equilibrium in the tomato market 

~ ·····························= : KEYTERMS i 
• • i excess su pp Ly when firms : 
• • 
: wish to seU more than : 
• • 
i consumers wish to buy, with i : . 
: the pri1c1e above the equilibrium : 
• • 
i price. : 
• I 
• I 

: excess demand when : 
• • 
: consumers w ish to buy more : 
~ . 
: than firms wish to s 1eUi with : 
i the price belo,w the equHibrium i 
• • + 
i pnce. ! 
• • 

It is in1possible at most prices Co·r both households and firn1S to simultaneously 
fulfil their market plans. ln Figure 2.17,, P1 is a disequilibrium price for 
tomatoes because 'the totnato growers and sellers cannot fulfil theiT plans at 
this price. When prioe is P1 in Figure 2.17) fi.nns \vould like to supply Q2~ but 
households are only willing to pu1-chase Qi. 

To explain thi.s fu nher, it is useful to divide the n-lfilket into tv{o 'sides' - die short 

sid .and the long side. When the price is P1, households, or the "people wishing to 
buy tomatoes, are on the short side of the market) while tomato producers are on 
the long side. The econo1nic agents on th e short side can a!Vvays fulfil their ma~ket 
plans~ but those on the long side cannot. Thus> when the price is P1 > housel1olds 
can purchase exactly the quantity of tornaloes they i.Vish to, nan-iely '21. Farmers 
and other tonmto producers) however, are in a different situation. They would like 
t,o, sell ~ 2 but can only sell ~ 1. as long as the price remains at P1. TI1e difference 
between Q2 and .Q1 is excess supply or unsold stock. 

The market is also in disequilibrium at price P2 , because h ouseholds .are unnb]e 
to buy as rnuch as they wish to at this price. Households would like to buy Q2 of 
tomat,oes, but they can~t) be-ea.use at this price tomato producers are only willing 
to supply 'Qi. The situation is no,v rev,ersed compared to P1. Tomato buyers 

• • ·······················111111 .................... lllllllli-

are on the long side of the mark,et and farmers and tomato sellers are on the 
short side. In this case) the difference between '.Q2 and Q1 is excess demand or 
unfulfilled demand. Households end up buying Q1 of tomatoes be,cause this is 
the maximum quantity tomato producers are prepared to sell at this price. 

TEST YOURSELF 2.7 
The equilibrium price for centre court ti ,ckets. at Wimbledon to watch the 
men·s tennis f inal is (5,000. The Lawn Tennis Asso,ciation sells these 
ti,ckets for £ 1010. What do think will happen in the second-h.and m,arket for 
Uck,ets to watch the tennis match?' 

Lo1ok for a major sports event or a rock concert due to tak 1e place in the 
near future. Research the media to find out whether ,a 'black market' has 
em,erged ·for tickets for the event. Analys,e y·our findings. 

~ --·~ ....................... ~············ ..... ··~·····,··················· ..... ·············· .. ······: 
i SVN PTI LINK ; 
! Tw10 ,examples of equilibrium and djsequi libri um in macroeconomics ar1e : 
• • 
: equilibrium national income and balance of payments equilibrium. Look : 
i out for th 1ese in Chapters 7 and 8. ; 
• • • 
······················································································••• 41111111 .................... ~ 
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~ ........................................................................................................ : 
: QUANTITATIV SKILLS 2.2 i 
• • • • 
I Worked example: calculating the equilibrium price of a good ! - - . • • 
: Table 2.2 shows t he demand and supply schedules for chocolate bars. : 
t t : : 
• Table 2.2 : 

• 
i • ._ 
• • • $ 
: 
• • • • • 

Price per I Quantity of bars I Quantity of bars 
bar (£1 demanded per week supplied per week 

0.75 11 80 240 

0.70 200 200 
0.65 220 1:60 

0.60 24.0 120 

i As a result of a fall in th,e price of cocoa beans, the supply of chocolate 
: bars rises by 60 bars at au pric,es. What iSi the new equilibrium price of 
• 
i chocolate bars? • 

• • • • • : .. 
• • • ,. 
• 
" • : 
• .. 
• • • • 
I 
• • • • 

! • • • • .. 
• s . .. 

t t i According to the table the i niHal equilibrium price of chocolate bars is 70 ~ 
i penc,e, at which demand and supply are equal at 200 chocolate oars. If 60 ~ 
! more chocolate bars are supplied at each pr1ce, f,oUowing t he faU in the cost : 
• • 
: of manufacturing the bars, 300 bars are s.upplied at ,a price of 75 penie,e, 260 : i ~ 
: bars at ,a price iof 70 pence, and 220 bars at ,a price of 65 pence. This is, the : 
t t 

~ new equHibrium prke. Demand equals supply at 220 bars at this pricie. The ; 
! supply cun11e has shifted rightward by 60 at each price. i 
t t 
t t 

··········································································••t•••••••••••._.. .................... .. 

e 
We will now introduce an important assumption about economic behaviour 
which recurs, throughout ,economic theory and analysis. This is the 
assumption that whenever an economic agent. such as a household or 
firm, fails to fulfil ~ts market plans, it has an incentive to change its market 
behaviour. When exc,ess supply exists in the market (as at P, in the tomato 
market, Figure 2.171. the market mechanism1 or price mechanism swin 1gs 
into1 .action to get rid of unsold stocks. This moves the market toward 
equilibrium. Economists assum·e that firms react to stocks of unsold goods, 
by accepting a lower price. Eventually the price falls until the amount that 
households wish to buy equals ex.actly the quantity that firms are pr,epar,ed 
to supply. In th,e tomato mark1eti equHibrium is reached at price .PJ!I. 
In the cas,e ,of excess demand. it is useful to divide haiuseh,olds into1 two 
gr1oups of customers. In the tomato market the first group, depict,ed by 
the dist,ancie from O tai 01 in Figur,e 2.17, are lucky customers who buy the 
good at pric,e P1 before th,e available quantity runs out. By contrast, unlucky 
households. shown by t he distance from Q1 to Q2, cannot buy the good at 
P1, possibly because th,ey turned up too late. However. in order to be abh! 
to purchase the good. un lucky consumers bid up the price until. once 
aga~n, equi librium is reach 1ed at P*. 

The equilibrium price. P*, is the only price which sa'tisfies both h 101useholds 
and firms. C onsequenUy, onoe t his pric,e is reached. n,either group has 
reason to change th,eir market plans. At P*, planned demand equals 
pt.an ned supply and the market clears. 
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Figure 2.18 The effect of a rightward 
s1hi ft of the market sup ply curve of 
tomatoes 

o, 

o ·O, 0:1, 02 Quantity 
Figure 2.19 The effect of a rig·htward 
s11ift of the .m,arket dgmand curve for 
tomatoe s 

~ ······························································································= 
: STUDY TIP ~ 
• • i Many students never really get to grips wUh microeconomic analysis i 
! because they fail to u nd 1erstand the d iffe re nee between market plans and : 
• • 
: market action. Your market plans are what you want to do when you go : 
f f 
i shopping . You r ma1rket action is what you end up doing. i 
• • • • ...................................................................................................................... 

How a shift of supply disturbs market equilibrium 
Once supply equals denu.nd in a market, for exan1ple at point Xin 
Figu1--e 2.18> tl1e market remains in equilibriun1 until an external event hits 
the mar~et and causes either the market supply ,curv,e or the market demand 
cunre to shift to a ne,v position. 

Fi.gure 2.18 illustrates what happens in the tomato market when an event such 
as .a bumper harvest causes the supply curve of tomatoes to shift rightward 1 

from 51 to 52 . Before the shift of the supply curve) P1 was 1he equilibrium 
price of tom atoes. However) once the supply curve shifts, P1 becon1es a 
disequilibrium price. Too many tomatoes are offered for sale. at this price, 
,vhich means there is excess supply in the market. The excess supply is shown 
by th e distance Q2 minus Q1, or betwe,en .X and V. 

To get rid ,of this unso,ld stock, ton1ato producers reduce the price they are 
prepared to accept. The mark et price falls &om P1 to P2 ~ w hich eliminates 
the excess supply. In th,e new equilibriunll, planned supply once again equals 
planned demand\ but at the lower equilibrium price of P2. 

~ .............................................................................................. . 
. i STUDY TIP ~ . - - . • • 

: Make sure you can distinguish between a sh i·ft of a supply ror demand curve, : 
• • 
: ,and the adjustment to a new equilibrium along both the Sand D curves. : 
I I 

=···············4·········4···························································•• 4111111111 .................... 111111111· 

How a shift of demand disturbs market equilibrium 
Figure 2.19 shows wJiat h appen s in the market for tomatoes f oUo-wing 
an increase in consumers' incomes. Tomatoes are usually considered 
a norn1al good: that is, a good fo·r which demand increases as inco1nc 
increases. B,efore the increase iln consumers> incomes, the equilibrium 
price of ton1atoes was P1, detennined at the int-erseclion of ,curves D1 
and 5. At this pri.ce, planned demand equals planned supply. However, 
increased incomes shift the market de1nand curve rightward from D 1 to 
D2. Immediately, dis,equiHbriu1n replaces eq_uilibrium in the mark,et, The 
rightward sl1ift of demand creates excess den1and in the market 1 as long as 
the price remains at P1. Excess demand is shown by Q2. ml1n us Q1, or the 
distance bet,veen Hand K. 

The market adjustment mechanism now swings int o action to get rid of the 
excess demand . The price increases to P2, to eHminate the e~cess demand, 
and the quantity of tomatoes bought and sold rises to .Q3. In response to the 
increase in demand fron1 H to K, there is a n1ovement along the supply curve 
betv.reen H and J (an extension of supply) lO· establish the new equilibrium 
(Note that there is also a Inovement along D2 frotn I( to J.) 
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Watch an auction taking plaice 
on television, for example a 
house-price or antiques 
auction. Write a short report 
on the ,ev,ents taking place. 
{You may have to record the 
programme or do the activity 
in your holidays, as this. type 
of programm·e tends to be 
broadcast during .school 
hours.I 

TEST YOURSELF 2.8 
There are 30 million customers and 1 miUion firms producing the good in a 
particutar market in the UK. Explain why you would classify this market as 
being competitiv,e or uncompetitive. 

Auctions 
In theory, an auction provides, a quick and ,efficient method of establishing 
equilibrium in a market. Auctions have be,en brought into many 
p,eople's everyday lives tnroug h sites such as ,eBay. But they also have 
a long history spanning many diff,erent domains,. For example. th,e US 
government uses auctions to sell Treasury biUs ,and timber and oil 
leases. Christiefs and Soth,eby"s use them to sell art, ,and Morrell & Co. 
and the Chicago Wine Company use them to sell win,e. 

Each bidder has an intrinsic value for the item being auctioned - he ,or 
she is willing to purchase the item for a price up to this valu,e, but not for 
any higher price. 

Three types of auction at which a sing1le item is sold aire: 

1 A.scendiin,g1-bid auctiions, also, caUed English aucUons. The seller 
gradually rais.,es, the pric,e, bidders d rap out unt il only' one bidder 
remains, and that bidder w ins the object at this final pric,e. 
Descending ... 1b,i,d auctions. also caHed Dutch auctions. The seller 
gradually lowers the price from a high initial v,alue u nUl the first moment 
when a bidder acc,epts and pays the current price. These auctions 
.are caUed Dutch auctions because flowers have long been sold in the 
Netherlands using this procedure. 

.... First-1price sealed,-bld a,uction s. In this kind of auction, bidders submit 
simultaneous ·sealed bids' to the seller. Th,e term inology eromes from 
the original format for such auctions, in which bids were written down 
and provided in se,aled envelop,es to the s.eUer. who would open them all 
together. Thie highest bidder wins the 1obje,ct and pays the value of her bid. 

Fallow-up questions 
1 eBay is t he best-known and the larg,est internet-based ,auction. Give you r 

views on the advantaiges and dis.advantages of trading goods on eBay. 
2 Explain how th,e use of the internet has aff,ected the costs consumers 

incur when searching for goods they want to buy. 

TEST YOURSELF 2.9 
Describe how auctions on eBay take place. 



~ ·····························: 
i KEYTERMS i 
! joint supply w hen 1one good is i 
• • 
: produced, another good is also : 
i produced from the sam1e raw i 
• • 
: materials. : 
• • • ~ I, 

i competing supply when raw : 
• • 
: materials ate used to produce : 
I one good th1ey ea nnot be us1ed I 
• • 
: to produce a noth 1er good. : 
• • • ·~~~t ,t,,~···~~,,,,, •• ~ ........................ llllllllli 

2.6 The interrelationship 
between markets 
So far in this chapter we have looked at ho\v the price mechanism operates in 
a ,con1petitive market. Vile have seen how shifts ,of either the demand ,or supply 
curve for the good disturb market equ ilibri.un1 and trigger an adjustment 
process to establish a new equilib·riuni. 

Shift s of cu rves are ofte11t caused by events taking place in other 1narkets in the 
economy. They can be caused by a cha:nge of price of a go,od in joint supply; 
or on th e deman d side, by a ch ange in p rice of a good in joint demand, a 
substitute good; a good in coinposite demand, or a good in dedved demand. 

J int uppl and comp in - -up l 
J int u pp ly occurs \vhen. production ,of one good leads to the supply o{ a by
product. Suppose, for example, that the den1and £or beef increases, p ossibly 
because o.f rising inco1nes in developing countries. The slaughter of more cows 
to 1n ,e·et this detnand leads to production of 1nore co\v hides, \\7hich increases 
the supply of leather. The interrelationship bet,~leen the beef and leather 
nmrkets is sh o,~ln in Figure 2.20. Note that the price of beef rtses following 
the rightward shift of the dernand curve for beef, but the price of leather jalfs 
follov.ring the righ rnrard shift of the supply curve of leather. A rise in the price 
of the first good leads to a shift of the supply curve of the ,other goo,d in 
joint supply. In this example) beef is the main product and leather is the by
ptoduct, though the relatiouship could be reversed. 

Prioe 1Price 

P, 

0 0 Quantity 

Figure 2.20 ThG fn terrelatiionshrp between tvvo goods ~n joint supply 

~ ............................. : Now consider what happ ens if two goods are in competing supply rather 

; STUDY TIP ! than in joint supply, TI1e relationship between food and biofuel provides a 
i Think how you c,ould use a i topical example. Increased deraand for biofuels such as ,ethanol has diverted 
i production possibility curve i crop gro\\1ng avlay from food supply to the supply of fuel for 1noto,r vehicles. 
! diagram to illus,trate how : 
· • Because farmers producing crops such as W"heat 1 maize and sugar can earn a 
: competing supply involves : ! switching productive i higher plice by seUing their produce to energy companies, the supply curve of 
: re5,ourcies between di fferent : crops for food is shifting leftward. We will leave it to you lo draw app1upri.ate 
• • i forms of production. f diagrams to illustrate competing supply, and the four demand relationships 
: ............... ~...... : betvveen markets explained on the next page. 
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Competing supply: biofuels and food 
Record- breaking food prices in 2011 l,ed experts to warn of the danger of a global food crisis. Many factors 
contri buted to the price r ise, but the gro,wth in production of biofuels was one o'f the mo,st important. About 40o/o 
of US maize production goes into biofuels. In 2011. 18o/o of biofuels used in the UK were made f r,om wheat and 
maize that are staple foods in the developing world. Yet just a year earlier, the UK hardly used ,either of th,ese. 

Increased dem,and for biofuels inevitably drives fo,od prices higher. And biofuel use is s,et to grow. L1es,s food 
is grown as bio,f uel pr1oduction increase.a. 

Follow-up questions 
1 Explain how diverting crop product iion to m,e,et the demand for biofuel is affecting wor ld poverty. 
2 Explain two caus,es, other than increased biofuel production, of recent changes in food prices. 

o--~~~~~~~ 
omplementary an ubstitute go d ··~······················~···; 

! KEY TERMS ! 
~ complementary good a good ! 
• I 

: in joint demand. or a good : • • • 
: which is demanded at the : 
• • I 

: same t1 me as the other 1good. : 
• • • • 
i substitute good a good in : 
! ! : competing demand. namely a : 
• • 
: good which can be used in : 
• • 
! place of the other good. ! 
• • • .................................................... 

AI1 it1crease itll the price of a good in j oint detnan.d ( or a complemen tary good) 
has the opposite effect to an increase in the price of a sub ti tulc good (o,r a good. 
in competing den1and). For exainple) Sony games consoles and Sony gan1e_s 
canridges are in joint den1and, but Sony and Xbox consoles are in competing 
demand, so are substitute goods. Follo\ving a significant rise in the price of Sony 
consoles, demand forth m falls_ which in tum reduces the demand for Sony 
games cartridges. The demand curve for Sony cartridges sl1ifts left ivard. But the 
den1and ,cui-ve for Xbox consoles shifts rightward 1 assuming that consumers 
consider an Xbox console to be a good sub stitute for a Sony console. 

~ ~ ...................... Q, 
<e : KEY TERMS ~ 

Composit dem _ nd and deriv d dem _ n 
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i composite demand demand i 
• • • : for a good which has, more : 
• • 
: than one use. : 
• • . ~ 

: de,rived demand demand for a : 
• • 
; good which is an input into the : 
! production of another good. ~ 
• • • • ..................................................... 

C SE STUDY 2.5 

Students often confuse con1peting denmnd, which occurs in the case of sub stitutes, 
with comp osite d 1und and detived demand. om positc d 1nand is demand 
for a good v,,trich has more than one use. An increase iu demand for one use of the 
good reduces the supply of the good fer an alternative use; for example, if more 
wl1eat is used for b iofuel, less is available for food, unless wheat grovring increases. 
By con trast, d ~riv d dc1nand fo t a good occut·s when a good is necessaty for the 
production of other goods. The demand for capital goods such as 1nachinery and 
raw materials is derived fron1 the deni.and for co11.Sumer goods or finished goods. lf 
the. de1nand for cars falls1 so does the demand for engines and gear boxes. 

Digital downloads replace CDs and DVDs 
In 2000, when th,e f i rs,t MP3 players were hitting the mark,et, no one ,anticipated that sales ,of music 
downloads would overtake CD and DVD sales . Even when the iTunes store opened in 2003, Apple was only 
vying for a s,maH market share. 

In 2012 sales of downloaded music overtook CD sales, reaching 55.9°/o of sales. Download sa les went up 
9.1 °/o in 2012 while CD sales decreased by 10'0/0 1 though music sales in general increased 3 o/a after a decad,e of 
consistent decline. 

What ar,e we giv ing up by adopting the new technology? Booklets , posters and CDs w,e can hold in our 
hands. plus music 1QualUy l[a CD holds fa r more information than an MP3 tile). What are we 1qaininq? Instant 



s,atisfaction , convenience, ,and m1obil1e purchasing power. The debat,e is similar to that which accompanied th 1e 
move fr1om vinyl records to CDs a few decades ago. 

As sales have moved onli ne. music retail giants. like H MV have cliosed. Now it seems t hat CDs could be 
phased out. How will our ways of consumin1g music evolve ,as time goes on?' 

Follow-up questions 
1 Over the last 50 years, demand for r iecorded music has switched from vinyl records to1 CDs and then to1 

down loads. Explain two reasons for these changes, in demand. 
How would you describe the demand relationship betw1een CDs and MP3 f Hes? 

T SO , ATERIAL 

TEST YOURSELF 2.10 
A f,armer seHs 100 sheep at a price of £20 per sheep. What is the f ,armer's 
total revenue aind why is this not the same as the farme(s profit? 

lr1te related arkets and cross-elasticitv of demand 
Complementary goods, such as computer games consoles and cartridgesl have negative cross-elasticities of 
demand. A rise in the price of one good leads to a faU in demand for the other good. 

By contrast. the cross-elasticity of demand between two11g1aods which ,are substitut1es for each other is positive. 
A rise in the price of one giood causes dema nd to switch to the substitute ,good whose price has not risen. 
Demand for thie substitute good increases. 

If we select two minor items at random - for example, pencils and dustbins - the cross-elasticity o'f demand 
between the two goods is lik,ely to be z,ero. When there is no discernible demand relations hip between two 
goods, a rise in the price of one good will have no measurable ,effect upon the d,emand for the oth,er. 

2.7 Applications of demand and 
s u p p l y a n a l y sis to pa rt i c u la r 
markets 

TI1is chapte:r has ,explained ho\v a market for a good or service operates and 
how markels inten-e]ate "'1th each oth r. We now apply this analysis to a 
number of re-al-,vorld markets~ such. as agricultural markets commodity 
markets fo-r ra,v nu.terials and energy; the market [or second-hand cars 
h ousing ma1~kets a.n.d 1narkets for healthcare. 

0 Why p ice . e of n uns a le in 
a r1 ·ult r l mar ets 
Over the. years, agricultural markets for fnodstuffs and p1limary products such 
as rubber h ave experienced 'two closely related problems: 

• Until recently> there ,vas a long-run trend for agricultural plices to fall 
relative to those of n1anufactured goods. 

• Prices have fluctuated considerably from year to year. 

45 
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Agricultural markets axe prone to disequilibrium and .random shi[ts 
of tl1e supply curve from year to year, caused by climatic factors. 
This l ads lo unacceptable fluctuatio,ns in agricultural pric, s that, as 
Chapter 5 explains) requir,e gov.ernment intervention to stabilise the 
price. 

The long-run fall in agricultu ra L prices 
The long-run downward t rendl can b e explained by shifts of the 
demand arltd supply curves for agricultural pro,ducts over e..ictended 
p eriods of time. This is shown in Figure 2 . 2 1 > where the equilibrium 
price fo r an agricultural product in an early historical period 'is P1. 

Figure 2.21 lhe long-run faU in the pri.ces Over time , both the demand and supply curves have shifted right,vard . 
of agricu ltura l products The shi.ft in the dem and curve was caused for example by rising 

incon1es and popula tion gro\\'lh > i.vhHe in1proved methods of farming 
increased supply. But f,o,r many farm products this shift o{ supply has greatly 
exceeded the shift of demand resultiI1g in a faU to the lower equilibrium 

'Bad harvest' 
suppiy curve 

s"!I 'Good harvest' 
~ supply curve 

Short-run fluctuations in agricultural 
prices 

Range 
of price, 
volatility 

P, 

s~ Fi.gure 2.22 provides anothe1~ explanation of fluctuating 
farn1 prices. 1n the diagran1 price volatiUty is caused by 
random shifts of the sh ort-run supply curve in r esponse to 
fluctuations in the hatvest. Figure 2.22 shows t,vo short-

Figure 2.22 Fluctu;ti:ng, ~g r icultur;;L pricQs c:a usgd by 
shifts of su pp Ly 

run supply curves: a 'good harvese supply curve, 511 and a 
~bad harvesf supply curve, 52. Weather conditions and ,other 
factors outside farmers) cont1ul shift the position of the supply 
curve fro,m yenr to year bet,xteen the limits set by S] and 52. As 
a result~ market prices fluctuate from year to year within the 
range of P1 to P2. 

•••••••••••••••••••••••••••••• • • • • • • • t • 

: Make sure you understand the : 
• • : different ways in which : 
• • 
: governments can intervene in : 
! agricultural and commodity i 
• • 
: markets to try to st.abHise : 
i prices. i 
t 
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Com odity m rk ts 
The importance of speculative demand 
Farm products are no't the ,only go,ods whose plices fluctuate from. year to year. 
The same is tru.e for many primary products, especially metals such as copper 
and nickel. Part of the reason Co,r this ste1ns from the fact that it takes years 
to open new mines~ with tl1e result that sudden. increases in de1nand cannot 
easily be met from S1Ltpply. 

Another reason is speculation. Many o f th e organisations that buy and sell 
commodities such as copper never inte11d to us,e ihe me tal, or indeed t,o 

take d elivery of th,e product. When speculators think the price of copper 
is going to 1ise, probably in conditions of increasing global dem and. and 
limited supply, they step into the market and buy copper. If speculative 
demand is large enough

1 
the. speculators the1nseh,es forc.e th e price u p. ln 

these circumstances, higher future prices become s.elf- fulfilling. In a 
similar way) \vhen speculators start to sell in the beH.ef that c,opper prices 
are going to fall , the act of speculative selling forces down the price of 
copper. 



C SE STUDY 2.6 

Speculative demand and metal prices 
Speculative demand has become increasingly important in driving up iar down the prices of commod ities 
such as copper and nick 1eL Mas,s buyin1g or selUn,g by international speculators is one of the factors causing 
commodity prices, to be extremely volatile. 

In 2011~ the House of Com morns Select Committe,e on Scienc,e ,and Technology became concrerned by reports 
of financial institutions entering corn modity markets and buying up significant quantities of strategic metals. 
The c 1ommittee r,ecommended that the UK gave rn m,ent inv1estigate 

whether there are increasing levels rof speculation in the metals markets 
the contributiorn o'f these to price volatility 
whether markets that allow high levels of speculation, wHh associat1ed pri,ce volatility. are an acceptabLe way 
to deliver strat,egic com mordities to end users 

Follow·-up questions 
What. is meant by speculation? 

2 Draw a supply and demand diagram to il lustrate the effect of speculative dem,and on the price of a 
commord ity such as copper. 

The commodity price cycle 
1Global comm,odity prices move in long cycles or super cycles that last typically 
for 20-30 years. Between 1980 and 2000~ there was a declining pric,e trend over 
the whole period, which reversed ar lhe tum of the millennium (Figure 2.23). 
After 2008, there was a significant fall in commodity prices, which partially 
corrected the earlier p1ice increases. 

The boon'l in c,01nmodity p1ices between 2004 and 2008 ¥.-~S caused by two, 
factors: declining supply and increasing demand. The declining supply was 
caused by the earlier fall in commodity prices. Nlining coinpanies stop1:>ed 
investing on a large scale~ and this put production under heavy pressure. The 
supply decline b came evident \vhen detnand for comn1odities started picking 
up after 2000 1 wit.ha huge spike in demand from emerging markets~ especiaUy 
China. At the time, China's ecouon1y "vas groMng by more than 12 % annually~ 
1nuch faster than grovn.11 in the developed world. 

Index 

8.0 

40 

20--------------------------------------------------------
1990 1995 2000 2005 2010 

Figure 2~23 The index of world commodity prices. 1995-201.3 
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CASE STUDY 2.7 

Although 1Chinas growth slowed down hnmediately after the 2008 global 
financial crisis, the growth rate remained above 7% at all tiiues still a 
multipl of European and No1th Ame1ican growth rates. Con1modity p1ices f ll 
in the aftermath of global recession\ but, even at their lo\\rest, prices ,ve.re still 
fat above the levels recorded at the turn of the century. .At 'the thne of writing in 
2015~ it is uncertain ,,-rhat will happen to conID1odity prices in the near future. 
The price of crude oil has begun to fall dramaticaUY: but this may reflect a. p tice 
war~ in which Saudi Arabia tries to bankrupt Af'nerican shale. oil producers. 

In the boom years of t.h e early 2000s, China>s investment in building 
infrastructure. increased the demand for ra,v tnaterials and energ}~ and hence 
their prices. If a second co1nmodity price boom starts) the Chinese consumer 
"WiU be a 1nain contributor. In 2013) a Chinese e1.nployee ean"Ied close to 25 OOO 
yuan pet year, or about US$ 4,200> compared to 8,500 yuan per year, ,or about 
US$ 1~400, in 2004. This is still negligible compared to Western wages, but 
is a fourfold increase o( disposable income in less than 10 years. lt translates 
directly into Chinese consun1er behaviour. The Chinese are spending like never 
before on goods which have to b _ produced using scare commodities. 

OPEC and the pric.e of crude oil 
U nUl recently the price of crude 01U was rising r ,apidly. However. 1n 2014 and 2015 there was a dramatic f alil 
in oil prices. Part of th1e reason f1or changing oil pricies lies in the activities o'f OPEC. the Organizatio1n of 
Petro Leu m Ex porting Countries. 

OPEC w~s creatied in 19'60 to protect the intenists. of oil-producin1g countries~ in response to the efforts. 101f 

Westiern oH companies to drive 1oil pri 1ces down. U allows 0H-producing1 ciountries to guarantee their income 
by coordinating poUcies and prices. 

Before recent discoveries of new oil resources, two-th irds of world oil r,eserves were believed to be located 
in OPEC ciountries .and OPEC members w,ere responsible for half of the wor ld's oil exports. 

OPEC's. aim has be 1en to keep crud1e oil prices w ithin a particular range. OPEC countdes attempt to co1ntrol 
the amount of crude oil they export and avoid flooding or sque,ezing1 the international marketpl.ac,e. But the 
oil market is notoriously- difficult to balance, as demonstrated by sharp price swings in t he years since OPEC 
was set up. OPEC members do not necess,a rily h.av1e identica L interests, ,and often find it diHicul t to agre,e on 
their prioe and output strat,egi·es: 

Countries such as Saudi Arabia are completely reliant on incoime from1 oil. Their long-term interest is to prevent 
oil prices rising too high, as this would speed up research in industrialis 1ed countri 1es for alt,ernative fuels. 
Producers such as Dubai realise that th,ey must diversify their economies befo1r1e oil runs out. They a re using 
oil revenues to finance the gr1owth 1of other industries, particularly flna ncia1l services and tourism. 
Other OPEC members. such as Nigeria, have a short-t,erm interest in keeping oH pr ices as high as possible 
to finance the Utestyle of ruling 1elites. 

In the early 2000s, the price range of crude 1oil was between about $25 and $30 a barrel. It 'then rose to over 
$100 a barrel, before rapidly falling. 

OPEC's method of controlling the price of crude oil by altering the rate at which its members re lease or 
supply oil on to the market is an ,example of a r,etention scheme. It i0perates through shifting the supply curve 
of a product rather than through purchasin 1g a stockpile of the good. 

Follow-up questions 
1 With the help of a supply and dema nd diagram, explain why in a free market the price of oil might be highly 

volatile. 
Why can't OPEC corn pletely control the world price of oil? 
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A cat is a consumer durable good, delivering a constant stueam of consumer 
services throughout its life. Provided it is properly looked after and escapes 
a serious crash, a new~ car typically lasts about 15 years. HoweveT, unlike a 
house) which is the ultimate consu1ner durable good (Vvi.th a much long,er life 
tl1an 'that of a person living in it), almost all new cars lose value or depreciate 
as soon as they have been driven off the shovn-oom forecourt. This means that 
the pric,es of n1ost second-hand cars fall througl1out their lives. 

At any 1in1e~ the prices of second-hand cars depend 011 whethe.r there has 
heen xcess supply or excess demand in ·the market Co,r used cars. Vi/hen 
the economy booms> demand for ne,v cars is high~ and a constant supply of 
second-hand cars is released onto the market as ne1Ar-c r owners replace their 
cars. In these conditions, excess supply n1ay mean that second-hand car prices 
fall; rela:tive to the prices oJ nevt cars. Hovtevet1 this is not inevitable, as a 
strong econo1ny may also boost the demand for second-hand cars. 

Likewise; in a. r,ecessionary period, new-car owners may hang ,on to their cars 
for longer before they sell then1-,vhicl1 decreases the supply of second-hand 
cars - and/or the demand for second-hand cars may fall because people cannot 
afford then1. There are all sorts of possibilities. Other factors to consider are: is 
a new car a ~superior good' an.cl. a second-hand car an ~inferior good'?~ and are 
son:1e second-hand cars 'superior goods' whereas others are "inferior goods~?' 

Akerlof's 'lemons' 
Another fac~nr affecting the price of second-hand cars Vv'l'as first identified 
by 1George Akerlof, who ,v.as ~n .. vardled the Nobel prize in economics for his 
research. Akerlof assu1ned that some second-hand cars have significa.nt defects 
(he called th.ese caTs 'le1nons'), whe1~as others are of high quality: If buyers 
could tell ,~lhich cars are ]emons and which are not, there ,,,,v·oul.d be two 
sepa111te 1na1~kets: a market for le1nons and a n1a1·ket for high-quality cars. 
But there is oft. n asym_metric information: buyers cannot tell which cars ar,e 
len1ons, but, of course, sellers kt10,v. 

Fearing they '\.\ill be buying lemons, car buyers in general offer lower prices 
than they ,vo,uld if they ,vere c,ertain they were buying high-quality cars. TI1is 
lower price for aU used cars discourages sellers of high-quality cars. Although 
some would be willhi.g to sell their cars at the price that buyers of high-quality 
used cars would be willing to pay, they arc not vtilhng to sell at the lower price 
that reflects the risk that the buyer may end up 'Wi.tl-1 a len1on. TI1us, exchanges 
that could benefit both buyer and seller fail to take place and market failure 
results. (See 1Chapte1~ S.) 

Second- hand car prices in the recession 
In 2009. in the depth oif the recession w hi1ch hit th,e UK economy. a Rolls-Royce limousine w,as auctioned 
in London. Th1e ear was only 2 years old. but it Looked as good as a new model costing £270,000. Within a 
minute, it was sold for £140,000. All the cars that followed. including Mercedes and BMWs. ,also suffered the 
indignity ief a ciella pse in used-car pric,es. 

In 2009, sales of n,ew luxury ears were sign ificanUy lower than in the boom y1ears before the recession. Car 
manufacturers responded by cl1osing factories, at least for short periods. The lack of r1eadi ~Y ava nab le finance 
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reduced the demand for luxury ears. Many ear buyers traded down to purchase less ex pensiv,e ears., 1or kept 
the cars they already owned. Siome manufacturers offer1ed diSicounts and incentives ave raging more than 
£15~000 a car to attract buyers. With such big discounts avaHable on new models, pieopl,e expect to pay even 
less for second-hand ones. Second-hand prices did not improve until th,e surplus of new and used ears had 
been eliminated. 

Follow-up questions 
1 How might recovery from recession affect n1ew car prices.? 

·A new Rous-Royce car is a superior good. but a 15-year-old Ford car is an inferior good.' Explain this statement. 

There has been a 
long-run ·trend for 
house prices to rise 
in the UK 

Q Theh • us1n market 
The long-run rise in prices 
There has been a long-run trend for house prices to rise in lhe UK 1 ignoring 
short-run bo·on'lS and busts. Both the demand for and the supply of h ousing 
have increased (or shifted rightward)") but unlike the case of agricultural goods 
described earlier, demand has increased faster. 

Supply has increased because the quantity of new l1ouses 
a :llded to th housing stock each year exce ds the number 
demolished or converted to other uses. The supply of 
housing for owner-occupa.ncy i.ncreases fastest v..rhen 
landlords \Vithdraw fTom the rental 1narket and sell their 
properties. lfl as in recent years, housing-market conditions 
are more favourable for private letting

1 
the reverse. happens. 

The main causes of the long-run tightward shift of demand 
have been: population growth> growth in the number of 
households and real income gro'\Vth. Also, until quite 
recendy; people were switching to owner-occupancy; 
vtbich they u·eat as a supetior good (inco1ne elasticity 
of demand> +l) and away from the perceived inferior 
sub stitute, rented accon1modation. This has no\v reversed 
and, as Figure. 2.24 shows, rented accommodation has 
gro,¥n and ,ovrner-occupancy ·has fallen. 

The level of activity in the national economy also affects the construction 
industry. Since the 1970s, the house-building industry has become dominated 
by a small nu1nbe·r of 'vo]:ume~ builders. They buy land and hold. it in a 'land 
bank1

• Houses are only built \\rhen the company expects to seU them during 
or shortly after construction. The process tends to be speculative -- yery fe,v 
houses are built t,o me t 1customers> specific requirenients. The constn,ction 
process itself is so1netimes contracted out to smaller builders, ,vho depend 
on hired equipment and employ casual labour. ln recessions or economic 
slow-do\VllS> there is often a high level of bankruptcy amung sinaller 
subcontractors, and n1any building '\\rorkers becotne unemployed. 

Short-run fluctuations in prices 
Short-run price fluctuations are explained pri11:1.arily by the short-ru11 denlland 
cutv·e shifting tight,va:rd or left\\'1trd along the nea·r-vertical sho11-run supply 
curve. Figure 2.25 shows the demand curve increasing, shifting 1ightwards 
from D1 to D2 , causing l1ouse prices to rise fron1 P1 to P2, "With a smaller 
resulting expansion of suppl)~ 
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Figure 2~24 Changies in the proporti on of UK hom es owned or rented by thei r 
occup ier s, 19 1 8- 2011 

ln the short run> as Figur 2.25 shows> the supply of housing is p1ice 
inelastic or unresponsiv,e to price changes. The factors that ,explain this 
include: the general shortage of land~ the effect of planning controls that 
111ake it difficult to convert land from oth er uses, and ihe length of time 
taken to build a new hous,e. 

The demand for housing 
As with .all consumer goods) people dei:nand housing for th,e utility 01· welfare 
derived from the consu1ner services that it provides. AU houses provide 
basic shelter, but tl1ey each have a particular couibination of oth er consumer 
atttibutes, such as location, vie-w~, garden~ car parking and. rooms suitable for 
work, leisure and hospitality. 

The demand for housing is also affected by a number of special factors. 
Housing is a consu1uer durable good, delivering a stream of consumer 
services over a long period., often. a centu ry or more. Unlike mos t durable 
goods, such as cars an d television sets, "\\7hich lose value during their 
lives, most houses - or certainly the land 10,n ,vhich they are built - gain. 
value. This means that the deman d for housing is dleter1nined not only by 
people~ need for shelter, but by the fact it is a form of investment. Housing 
is an attractive wealth asset - indee.d, the main wealth asset ovii'ned by 
many UK residents. 

As a result far from r,educing deniandl~ a rise i.n house prices can trigger a 
speculative bubble in the housing market. Rising prices drive up demand, 
causing a furd1er rise in ptices~ '!Nlth the process ,continuing until the bubble 
b,ursts. Owner-occupiers already on the ·housing ladder· have a vested interest 
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Britain's housing crisis 

in further price rises. They become wealthier because the value o( their 
property rises but the value of their mortgages stays the same. They benefit 
from ·Capi.ta] gains - the difference betwe n th price paid for t'he house and 
its current higher market value. 

ln. this situation, there is an increase in the number of first-time buyers, as 
young pe,ople, desperate to get on the housing ladder, try to buy houses 
before they become unaffordable. Existing owner-occupiers put their houses 
on the mar~et and 'trade up' to buy larger properties or houses in more 
desirable. locations. Both these events shift the demand cu1v,e for housing 
rightward and fuel a further rise in house prices. During housing-market 
booms activity so~rs, v;.rith increases in hoth the nu1nbt:r of pe,aple trying Lo 

sell an.d the number trying to buy property. However., d.en1and rises faster 
than supply. 

Acieo1rding to th,e housing pr,essu re-group She Lter, Britain is suffering a massive housing crisis. There aren't 
enough decent. affordable homes. More than 2 million p,eople find their rent or miortgage a constant strug,gle 
or a r,e 'f aHing behind with payments. 

Against a background of mounting debt across. the country. huge numbers of people are having their hom,es 
repossessed because they can not. keep up with th,eir mortgage repayments. Second-home ownership is, 
pricing local people out of rural areas. Over 1. 7 miUion households are waiting for social housing. 

Some homelies,s households - many with dependent children - wait for years in temporary 
acc1ommodation. Families r ,enting privaitely on low incomes have to put up with poor Uving condiUons and 
Little security. 

lhe number of new households is, increasing faster than th1e number of house builds. And at the sharpest 
end, many hundreds of people sleep rough on the streets ev,ery n i1ght. Shelter believes this situation is 
unacceptable. 

Around 7.4 million homes in England fail to meet the government's Decent Homes Standard. Bad hous,ing is 
closely U nked to many wider s,ocial problems. such as crime and ,antisocial behaviour. 

Shelter believes that the only solution to the current housing crisis is to bu ild more homes. It clai ms that 
the gov1ernmenfs proposal to1 build 150,000 affordable homes ov1er 4 ye,ars is less than a third of what is 
n1e,eded. 

Follow-up questions 

1 0 1es,cribe three causes of homelessness in the UK. 
.,_ Evaluate three policies thie government could use to reduce or eliminate the problem of homelessnies.s in 

the UK. 

C)~H-.-a-Lt_h_c_a-re-- _m_, __ r_k_e-ts--~~~~~~~~-
Civitas, which is a pro-free market 'think-tank' 'With an interest in 
how· healthcare should be provided.1 has looked at the advantages and 
disadvantages of 1narkets for delivering healthcare services. Civitas's a:rgutuents 
start from the proposition that healthcare; due. to its 'high upfront costs 
and centrality to humankind1

, is ~differenf froin most goods and services 
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provided by markets. As a result, a popular vie~ pat:ticulatly in the Ul(, is that 
healthcar,e is best provided outside the market. 

Two arguments for providing healthcare through 
tha market 
ln a market envi.ron1nent people can demonstrate th.eir preferences for 
d:iffere11t goods a11d services by exercising choice. This generates precise 
infonnation about their preferences) so providers are 1notivated to supply the 
services people i..vant, improving a.lloca. t ivc c ffic ic ncy. Markets also create. 
the incentive for providers to be as efficient as possible in order to u.ndercut 
competitors. This improves productive effi ...:ic ncy. 

ln markets the:re is always the opportunity [or people to come forward vtith 
new ideas lo meet a need: a povterl'ul incentive to experim,ent 1 innovate and 
focus squarely on se1--vice users. 

Two arguments against providing healthcare through 
the market 
1V1any economists argue ·that healthcare is a rnerit good (although as Chapter 
5 explains, not all economists agree). Assuming healthcare is a 1nerit good, 
one person.'s 'consun1ption~ of healthcare may ,vell have beneficial effects 
for others - piltticularly where infectious diseases are con cerned. Yet if) as 
n1a-rkets typically assume, individuals and providers only have regard for 
themselves, there is likely t ,o be both under-consumption and under-provision 
of services such as vaccinations. 

Because healtl1eare costs are o&en high .. n1ost choose not to pa~ or cannot afford 
to p8)~ for expensive services such as operations. Instead, they rely on tl1ird-party 
insurers to pay for operations. If people know more about their need for expensive 
healthcare services than insuters, insurers will want to raise pretuiunis to aU in 
ordler to guard against the costs of having ui-mealthy people on their books. High 
premiunlS mean that healthy people n1ary choose not to bu~r insurance. And if 
people do choose to buy health insurance, they may choose to live less-healthy 
lifestyles because they no longer bear the fu U consequences of their decisions. 

TEST YOURSELF 2.11 
Suppose that vaccination ag,ainst measles is only· available at a market 
price of £50. Why may this lead to an undesirable economic outcome? 

• • 
: good and are aware of : ~---~ 
• • 
: examples of products that ,are ; 
• • i gene rally agreed to be merit i 
: g 101ods, 1e.g. healthcare and : 
• • 
i education . : : . 
·················· ···••4111111 .................... .... 

Demand m,eans effectiv,e dem.and, based 01n ability as well as wiUingn1ess 
·to pay. 
For most goods, demand curves slope downwa rd. 
A market supply curve shows how much of a good all the firms in the 
market intend to supply at different prices. 
Supply curves usually slo1pe upward because higher prices lead to higher 
profits, encourag ing existing firms to produce more and attracting new 
firms into the market. 
The conditions of demand fix the posi·tion of the demand curve and th,e 
conditions of supply· fix the position of the supply curv1e. 
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Questions 

If any of the conditi 1ons of dem,and (or supply) change, the demand curve 
l(or the supply cu rveJ shifts to a new position. 
Movements along a demand curve or a1 supply 1cu rve must not be 
conf us,ed with ,a shift in the posjtion o,f the curve. 
Tner1e are fiou r important elasticities: price, income and cross-,elastici ty 
of demand, and ,al.so price elasticity of supply. 
The slop,e o'f a demand or supply curve is not the same as price elasticity 
of demand or supply. 
It is jmporta nt to1 understand the determinants of all the elasticities you 
neied to know. 
M.arket equi Ubrjum occurs ,at the price at which the demand curve 
crosses the srUpply curve, i.e. where demand equals supply. 
D isequ iU brium occurs when there is either exc,ess demand or excess 
supply in the market. 
In a competitive market. changes in the mark 1et price eliminate excess 
demand or excess supplyi this is how th1e price m,echanism helps to 
allocate scar,e resources. 
You must practise applying market theory to differ,ent real-world markets. 

I Explain the significance of the ceteris palibus assumption in microeconon1ic theory. 

2 Evaluate 1he view that a fall in. a goods price "rill inevitably lead to more detnand for the good. 

3 Explain how price elasticity of demand affects total consumer spending when a good1s price changes. 

4 Explain three reasons why a supply cune may shift righr:w~ard or do\Vllward. 

5 Explain ho,v the price elasticity of supply of ne,v housing has affected UK house prices in recent decades. 

6 With. the help of an appropriate diagram) explain the effect of a govern1nent subsidy granted to producers 
of the good on the good's price. 



Production costs and 
' 

revenue 
~···························· ······················ ·································· ······························· • • • • 
: Production wa s first ment ioned ,in Chapter 1 - in the corn text of the : 
• • 
: role of prod 1uction in try1ng to solve the fuindamerital econom,1c prob le·m : 
• • 

~ : of scarcity. Th is chapter beg,ins by rem ind.ing you of the meani·ng of : . ~ 

: product~on. before 1ntroducing and expla1ning a riumber of product.ion- : 
• • 
: re lated concepts. These a re productivity, productive effici ency. the division ; 
• • 
; of labour and specialisatfon . Fo r specialisation and the drv ision of labour ; 
• • i to be worthwhfte, the excha nge of g·oods and services 1m,ust be .possi:bte. i 
: Exchange ca,n take place th rough barter. but in mode rn econo mies money : 
• • 
; 1s a lmas t always used as the medium which allows exchange to take place. i 
! We comptete th e chapter by expta1'nin,g th e main featu res of a fi.r1m·s average ! 
• • 
: cost curve and then use average cost curves to illustrate econom~es and : 
i di sec o nom 1ie s of sc a.le. ! 
• 
············~··········································································· ......................... .... 
~ .. , ...... ,, ........ ,+,•••••···································································: 
. : LEARNING OBJECTIVES ~ 
• i This chapter will: 
• • 
: • remind you of the meaning of production 
• .. 
: • distinguish between productiion ,and productiv ity 
• 
; • ex plain the various forms of producHv Uy, including labour productivity 
• 
: • introduce the concepts of spe1ciaUsation and the division of labour 
• • 
: • ex plain why successful specialisation and division iof labour r 1equ ire 
• 
: exchange to t.ake pt.ace 
• 
; • intr,oduce average cost curves 
• 
E • apply the concept of productive ,efficiency to average ,cost cu rves 
• -~ - - : • with the use of cost curves, explain economies ,and dise 1conomies 
• : of scate • • 
: • introduce and briefly expl.ain the revenue curves facing a firm .. 

• I • 
' • • • • • • • • • • • • • • • • • • • • • • • • • ., 
• • • • • • i 
II • • • • • • • • • I! • • • • 
' ;~········~········~••+tf••••4••••~···~••+t~••••t••···············~····~···~····~······· ........................ lllllllli 

3.1 Production and productivity 

0 The meaning of production 
Section 1.2 of Cl1apter 1 briefly explained the m eaning of production and 
iHustrated the basic nature of pr,oduction in Figure 1.2 . The cha.ptei- also 
n1e11tioned the roles of factors of production such as labour and capita] in the 
production process. Before proceeding any further Mth this chapter, refer back 
to Chapter I and read again what the chapter has to say on productio,n . The 
key point to re·me1nber is that production convetts inputs~ or the services of 
factors of p rodu ction such as capital and labour, into final outputs of goods 
and servi.c·es. 
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~ --····························································································; 
: KEY TERMS i 
• • 
: pr oduct ion converts inputs or factor services into outputs of goods and : 
! s,ervices. ! 
• • • • i shor t- run production occurs when a firm adds variable factors of ! 
! production to fixed factors, of production. : 
• • • • 
; long -run produttion occurs when a firm changes the scale of a ll the i 
• • ! factors of production. ! 
• • : .................................................................................................................... . 

0 Productivity 
~ -····························: 

: KEYTERMS ; 
I productiv ity output p1er unjt of i 
• 41 

: input. : 
I • • • 
; Labour pr oductiivity output : 
: "' : per work1er. ! 
I! • 

: ea pi ta.L pro ductivity output : 
• • 
: per unit of capital. i • • 

Students often ,confuse productivity with production. WhHe closely Telated 1 

1hey do not have the same m eaning. For mo,st purposes) p rod uc ll i.ty usually 
tneans labour productiv ity , "'rhich is outpu t per \\7o:rk er per period of t ime> 
e .g . per week. Ho,vev,er> capiLa l productivity and land productivity can als,o 
be measured, as can entrepreneurial productivity. Jn reality; of course, all the 
employed factors of production con tribute. to both a firmis current level of 
output and any increase in the level of output. 

• 
~······················ ~ 

~ ······························································································: 
..... • · · • • ........... • • • · · ....... • · · • • : S TU DY TI P : • • • 

; KEY TERM ! f Productivity is a key concept in A-level economics. You must know the meaning i ,. . . . 
; product iv ity gap the ! : of labour pr oclucHvity, and also be aware of the meanings of ,other types of : • • • • 
: diff1erence between Labo,ur : : productivity. Be aw,are also of the UK's productivity gap, which is the difference : 
i productivity in the UK ancl in i j in productivity levels betwe1en the UK and competitor countries. i 
: iother develop,ed economies. : =.................................................................................................. · 
• • • • .. ~ ............................................ .... 

Labour productivity or output per ·worker is extremely significan t in 
n1a·nufacturing industries, such as the car industry~ In the 1990s and early 
2000s) the Rover Car Group (which has since been. bankrupted) struggled to 
survive in the UK car industry. Rover was unable to con1pete "With Japanese 
car makers such as Nissan and Toyota. N i.ss:an ha.d inves1ed :in a s tate-of-the
art factOt}r near Sunderland. Labour productivity in the ramshackle Rover 
factories am ounted to only 33 cars per \\·orker p e.·r year. By contrast, Nissan 
produced 98 ca1~ p er worker in i ts brand new factory. Given these figures~ it is 
n,ot surprising that the Rover Group was forced to stop production . 

1os4' 
104 

103 

102 

101 

100 

99 

98 

97 

--output perwor-ker Index, 2010 ~ 100 

~ ······~··········,·········~·: 96 
: STUDY TIP : 9s . ~ 

i Oonftconfuse productivity ! 9•~~~~~~~~~~~~~~~~~~~~~~ 
i gaps with output g,aps, which i :mos 20091 201 o 201 1 .2012 . . . i are explained in Chapter 8. ! Figure 3.1 Ou1tput per wor ker ind·ex. UK. 2008-14 
:••••••••••••••••••••••illllllll .................... - Source: ONS 

2013 2014 



~ ........................................................ ~ ................................................................................ 4••··············: 
: QUANTITATIVE SKILLS 3.1 ! 
"' . • • i Worked example: interpreting data presente,d in index number form I . - - . 
• • • • 
: 115 : 

! Indices., Quarter 1 2008 ..i 100 Spain i 
: 110 : • • • • • • • ii 
• • • • 
: 105 : 
• • • • "' . • • : France : 
• 100, • 
: Norway : 
: Ge-rmany : 
: UK : 
• 95 I I : : ta y • • • • • 
! ! 
: 90 : 
• • 
: 2008 2009 2010 2011 2012 2013 : 
"' . 
! Figure 3.2 Changes in Labour productiv•ty per hea,,d across countri,es, 2008- 13 ! 
• • • • • • • • 

j Calculate the 1perc,entage change in labour productivity in the USA over the period shown in the data.. ~ 
• • • • 
: StudentSi often confuse data present,ed in index number form (,as in Figure 3.2) wHh data pr1esented in : 
i percentages. The ,co1nfusion may arise because percentages add up to 100, and the number 100 is the number i 
• • 
e generally used for the base y-ear in an eieionomic index. ( Note: the plural 0 1f index is the word indices.JI Betwe,en : 
• • i early· 2008 and lat1e 2013, US labour productivity changes by approximately 7.5 index points, from the base index ; 
: in 1Quarter 1 2008 of 100 to approximately 107 .5. This is the one situation (when comparing with an index number : 
• • 
: of 1001 that a pereientage change is the same as the change in index points. The data changes by 7.5iindex points ! 
~ . . 
: and also by 7'.5 percentage points. Now calculate the percentage change in US labour productivjty between late : 
"' . i 2008 and th1e 1end of the data period in 2013. Because the starting point for yo,ur calculation is approximately 98 i 
I' • 

= index points (and not the Quarter 1 index of 1 OOJ. you will find that the percentage change is not the same as the : 
• • i change in index points. U w,e calculate the percientage change in US labour productivity between the end ,of the : 
! last quarter of 2008 and the end of the last quarter of 2013, the starting point for the calculation is approx im,ately i 
~ 95 index points land not the Quarter 1 index of 100). The change in index points over this period is approximately i 
• • ! 12.5 index po1ints. This means, that the percentage change is an increase of approximately 13.2% (12.5 divided by f 
: 95 multiplied by 100). : 
• • • • ••••~••••• ~--·~--~•••••••~MMM~• •••••~MMI~••••••••••~••••~••••••~•~••• ••••~•~~•••••••••~MMIM~~•••P•~-~---~•••••••••~•~••••••••••••••••~••••~ ......................... .. 

~ -·~··········~·····················~·············································~··········,··: 
: YNOPTI LINK ! 
i Chapter 7 ex plains how index numbers are used as macroeconomic ! 
• • 
: indicators. exp la in ing how i nd 1ex numbers are calculated and interpreted. : 
• • 
: and the significanc,e of the base year in an economic index . : .. - . 
: ................................................................................................ 41111111 .................... .. 

TEST YOURSELF 3.1 

Table 3.1 

tN·umbei't'·.ofw·orikeHs 
I •.'t:.., .• -,.. • , . .- ,..,,.r ·' .,· i1 .. , , , " , •• , ,•," •-,. · . ,, 

Total output-of f;ars 

Av• r\age·output):,fc~rs· 

0 1 2 3 4 5 6 7 8 9 

0 1 4 9 16 25 32 35 36 34 

The data in Table 3 .1 shows the number of hand .. bui Lt 1cars prod uc,ed by a 
small speciaUst car ma nufacturer in a month. Calcu late the averaige 
1output of cars p,er worker at ,each s,ize of labour force and use your figures 
to ciomplete the bottom row of the table. Then plot the figures fo,r the total 
and av,erag,e output of cars on a graph . 
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The UK."s productivity puzzle 
In a r,e,cession, labour productivity falls. but it then r ises significantly when th 1e economy recovers. When 
the UK enter1ed rec,ession in 2008, tab1our productivity teU s,ignificant ly. However, as Figur,e 3.2 shows, and in 
contrast to the exp,erience of many d,eveLoped economies. by· 2014 UK. labour productivity ha1d not r,ecovered 
to its pre-recessionary 2008 level, with British workers pr1oducing about a fifth less for every h1our worked 
than other leading nations. In som,e years. there w,as weak recovery, but in other years productivity 
continued to tau. The failure ,of productivity to r ,ecover from its recessionary· low has been called the UK's 
'productivity puzzl,e'. Among the factiors contributing ·to the productivity puzzle are: 

The UK's 'flexible· labour markets hav,e been very effective in deliv1er ing part- t ime and temporary work. at 
low cost to employers. In 2014, up to 5. 5 million people may have been working on "zero hours· ,contracts. At 
the same time, under1employment lthose who wou ld like to work mor1e hours, but cannot) has been at record 
levels. When faced with collapsing markets, in th,e rec 1essio,n, empLoyers - r ath,er than reducing thie number 
01f people in work - cut the wages and hours of those working. 
This then l,ed to labour "hoarding· - keeping workers in employment even though they are in effect 
producing little or no output. Employers have been reluctant to fire skiUed workers , believ ing that they will 
be difficult to re-recruit at a later point in the economic upturn. A 2012 survey of private-sector ,employers 
by the Chartered Institute of Personnel Development reported that close to a t hird of businesses had more 
sta1ff than they needed to fulfil cu rr,ent orders, Most said they were anxious to retain their ski Us base. From 
an employ·er's point of view, it makes sense to let some workers stand idle if this cuts hir ing and fir ing costs 
and avoids delays in training new workers when d1emand recov1ers. 
Following a rec,ession, it takes time for firms facing declining demand to shed labour. It also, takes time 
for new1 fast-growing sectors to mop up the labour. Du r ing this period of Hux, too many workers a re 
concentrated in declining i nd us,tries, w ith the result that economic output is less than it could be. 

• Related to this. Low labour productivity has been blamed on s,o-called ·zombie' firms. A 'zombie" fi rm is an 
under-perfoirming c1ompany1 with low labour productivity, which survives beca1use it g1en,erates just enou1gh 
sales revenue to enable inter,es.t to be paid on its debts. After previous recessions, banks and other cred it1ors 
ref used to rescue such poorly performing compa nieSr, which were ,allowed to go1 to the wall. However, this 
did not happen when the 2008 recession ended in 2009. Very low interest rat1es or easy cr,edit, acc,ompanied 
by· government exhortations, to banks to rescue strug1g1ling companies, meant that zombi 1e firms survived. lln 
2014, however, the Bank of England dismissed the view that zombie firms provided a signific.ant explanation 
of low tabour product iv ityJ 

What are the consequences of the productivity puzzL,e? One possibility is that even greater sacr ifices may 
be demanded from those in work, ancl from those looking for work. l'f productivity is not improvinig, reduced 
labour costs per hour could be ach iev,ed by 1cutti ng hourly pay-. In a 'race to the bottom'. UK workers would be 
pushed to match the lowest competing wages els1ewhere in the world. Although th,e National Minimum Wage 
is meant to prev,ent this, happening. there is plenty of eviden,ce that rogue empLoy,ers flout the law. A better 
possibility would be to boost productivity. This would requir ,e increased investment in newer, more efficien t 
equipment and improved infrastructu re. I nvies,tme nt sp,ending on research and development l[R& D) might 
lead to gains over ti m,e. However, none o'f this may happen. In 2014, investment in the UK economy was much 
lowier than it had been in 2008. 

Follow-up questions 
1 What is a recession? 

What is, meant by a1 1 Hexible· la1bour mark1et? 

• • i You wi U learn a bout recessions when reading the section of Chapter 7 ,on i 
! meas,uring economic performance, in the context of the economic cycl1e ! 
• • 
: and ,cyclical un,em ployment. : 
• • • 4 

····f··~·····•••••t•••·~·······················,·······~····••+,, ................ ,.f,•~•·4!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!1 



~ ·····························: 
: KEYTERMS i 
ij • 

; speciali sation a worker only : 
• • 
: perform ing one task or a : 
• • ! narrow rainge of tasks. Also, ! 
• • 
: different firms specialising in : 
• • i producing different goods or ! 
: services. : 
• • • • 
: div ision of labour this concept : 
- . : goeS, hand in hand with : 
• • 
: specialisation. Different i 

3.2 Spec ialisation, division of 
labour and exchange 
Over 200 years ago 1 the great classical econom ist ) Adam Smith, first explained 
h ow v.-ithin a sin gle production unit or finn (he took the exan1ple of a pin 
factory)1 output could be increased if workers specialise at differen t tasks in 
the ma nu[actu1ing process. 

Smith had established one of the most fundamental o f all econ o1nic principles: 
the benefits of · pccia lisatio n or th e di is ion o f Jab our. According to 
Adam Smith, there a re thr:ee main reasons why a factorys total output can 
be increased if workers perfo1m specialist tasks rather than if each worker 
atten1pts aU the tasks himself or herself. These are as foUows: 

I • • 

: workers perform different : • 
• • 

A ,vorker will n ot need to s\vitch b etween tasks , so ti1ne \\Pill b e saved. 
More and b etter machine1y or capital can be en1ployed . (Enl'.ployin g ·n1ore 
of the same' capital is calle;d capital wid ening, while investing in 'sta'l:e-of-

: tasks in the co1urse of ; • 
I producing a good or service. ! 
• • : ................................................. . the-art' n e,v technology is calledl capital deep ening). 

• TI1e <practice m akes p erfect' argument that workers become m ore efficient 
or p1-oductive at the task ih,ey are doing, the greater the time spent on the 
specialis t task , although this a d.vantage can easily become a disadvantage if 
it involves 'de-skilling' and the c:reation of boredotn and alienation ainong 
.,,,..,.orkers. 

o~~~~~~~~ 
Trade and exchange 

Blacksmiths mrght exchange 
servi ces wit'h farmers 

For spe,cialisatton to be· economically worthwhile for those taking pan in 
the division of labour, a system of trade and exchange is necessary. This is 
be.cau s.e ,~,..orke1·s who comple:tely specialise can )t enjoy a r,easonable standard 
of living if forced to consu1ne only wh~t they produce. The ob vious solution 
is to produce more than v,that the worker actually needs. and then to trade the 
surplus for that produced by others. 
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··~·····'•*••f•••••••••t••••·: 
: STUDY TIP i 
• • 
: Make sure you understand : 
£ money's function as a medium ! 
• • i of exchange or means of : 
• • 
: payment. : 
• • : .................................................. .. 

~ -········-••••t••···~········= 
: KEY TERMS ~ 
• • • I trad e the buying and selling of ! 
: goods and services. : 
• • 
: exchange to give som,ething in ! i . 
: return for something els,e i 
• • 
: received. Money is a medium z 
• • 
: rOf exchc1nge. : 
• • : .............................................. .... 

CASE STUDY 3.2 

Adam Smith's pin factory 

Until quite recently, people living in rural conununities v.rithin the UK could 
specialise and then trade whalever they produced th~ough barter. Thus a 
fatm r might hatvest wheat, part of which was th n exchanged for services 
provided by local grain millers and village blacksmitths. 

But successful haner re.quires a ~double coincidence of wants). Not only must 
the farmer requi.re the services of the blacksmith; the blacksmith tnust want 
the wheat produced by the {a.nner) an.d a r~le ,o.f exchange must be agreed for 
1he two products. A.s this example suggesls, it is reasonably easy to achieve 
the double coincidence of wants in a smaU community where people live 
close to ,each other and where only a few goods an.d services are produced and 
exchangi:::d . Ho\\-"'ever, in n11odem economies in which a vast number of goods 
are produced, 1""eliance on ban:er holds back the growth of the economy. In 
such economies; barter is an extremely inefficient method of exchange. 

These days, ·\vhen we buy or sell a good or a service, ·we almost always use 
money. For example> we finance the transaction either with cash or \\oi'lh a 
debit card or cheque dravn1. on a bank or building society deposit. Using 
:money is :much m ore efficient than bartering

1 
as there is no need for a double 

coincidence of wants. Suppose I -want to buy a television set and that I also 
have a second-hand car I wish to sell. Assuming you 'Wish to buy a second
hand car and have an old TV set you want to get rid of, if ,ve barter the goods, 
you must want iny car and I must want your TV set.. We. must also agree 
that the t\vo goods l1av,e the same value. But if we use money rather than 
barter; you pay for my car with money, v.:rhich I can then use to buy a 1V set 
or v,rhatever 1 want fro1n son1ebody else. l ,co,uld also sav,e the money rather 
than spend it . Used in this way, money enables the economy to achieve much 
greater specialisation and division of labour than is possible ~vitl1. barter. 

Adam Smith was an eight,eenth-centu ry Scottish ph ilosophy pr101fe5,s,1or. and later customs commissioner, 
who is often said to be the founder of modern economics. In his book An Inquiry into the Na.ture and Causes 
,of :the Wealth of Nations, which was, published in 1776, Adam Smith us,ed the example Orf a Local pin factory to1 
explain how the division of labour am 1ong workers greatly incn~as,es their ability to produce. Here is ,a slightly 
abrjdged version of what Adam Smith wrote: 

A work main not educated in the business of ph1 ma,k~ng c,ouldl scarc,e, perhap,s, w ith his utmost ,ndiustry, make one pin 

in a dayi and certainly could not malk,e twenty. But inr the way in whkh this, busjness ~snow carried 10n. one mani draws 

out the w~re, an other straights mt, a third cuts it, a fourth points it, a fifth grinds it at the top fo,r receiving the p~n head. 
The, !business of making1 a pin is divided into, ab,out eighteen dist1inct operat~ons .. Ten pers,ons could make, among the,m 

upwa1rds of forty -eiight thous,and pins in a d.a,y. Each pers,on, ther efore, ma!kin,g1 a1 tenth part ,of forty-eight thousand 
pins. mig1ht be co,nsid erQd as. making four thotH;a nd eight hundred pins in a day. 8 ut if the,y had aH w,orked sepairately 
and i11dep,ende·intly, and without arny of them havjng been educat,ed to, th is pecuUar business, they certainlly could not 
each of them have made tw,enty, perhaps not one pin in a1 day. 

lhjs ,great increase in H~,e quanHty o,f work is a1 conse,qu,ence o·f the divis,on of labour. lhe,re, ar,e thre,e different 

a1s.pects ,of th1is: first, the increase of dexterity in every particular workrman; secondly. the saving of the bm1e which 
i·s c,ommonly lost in passing fr,om one species of work to, another; and tastily. the inv,enHon of a great number of 
machines wh~ch enablle ,one man to do the wo,rk of many. 

Follow-up questions 
1 What is meant by the division of labour? 

Wnat effects does the d iv is ion of labour have on production and costs? 



~ .......... ........... m .... ! 3.3 Costs of production 
: The short r un the time period • 
i i : in which at least one factor of : 
: : Econo1nics students often confuse production and costs. Production, 
• production is fixed and cannot • j be varied. i as previously explained~ simply co11verts inputs into outputs, ~ithout 
: _______ _.: considering. either the money cost of using inputs such as cap,ital and labour, 
~····················•• .... or the money or revenue r,eceived from seUing the outputs produced. Thi.s 

section and the ne}...'l section focus on costs; section. 3.5 looks at certain aspects 
of the sales revenue that firms earn. 

Q i---T_h_e_d-if-fe---re_n_c-_e_b_e_~ t_w_e_e_n_t-~h_e_s_h_o_r_t _r_u_n_a_n_d_ 
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2 Short-run production 

°' Fixed s::: 
j capital 

2 

X B 

Figure 3.3 Short-run and long-run 
prod ucti·on 

~ ·····························: 
: KEYTERM : 
t ' 
: The Long r un the tim,e period in : 
• • 
: which no factors of production • 
I 

: are fixed and in which all the .. 
i factors of production can be 
• ' d : vane . 
I! 
• ....................... ..... -----~ 

t he Long run 
Cost curvesi which measure the costs tha t firms have to p-ay to 
hire the inptns or factors of production n eeded to produce output, 
reflect the period. of tin1e being considered. Short-run cost curves 
differ fr,om long-run cost cttf\'es. 

In lnicroeconomic theory, the h r run is defined as the tinie period 
in which at least ·One of the: factors of production is fixed and cannot be 
varied . This 1neans that the only v,.ray in which a firm can pro·duce more 
in the short run is by adding m ore variable facto rs to the fixed fact,ors 
of production. 

In Figure 3.3, the ho1izontal arrows labeUed A and B show short~mn 
production taking place. 

By contrast> the movement along the v,ertical arrow X depicts the lo ng run> 
defined as the time period in ·whi.ch the scale o.f all the factors of pr,oduction 
can b e changed. 

···~·························································~·························~······· ' • • • • 
: Make sure you know the d ifferenc1es between the snort run and the long 
I! 

: run .and betwe,en fixed and v.ariable costs. • 

4 • • • • t 
• • I! 
• • • 
" " • 

········································~···············································~-----lllllllllli 

O~~~~~~~~ The difference between fixed and variable 

~ ·····························: -: KEY TERMS ! 
• Iii 

: fixed cost cost of produ,ction : 
• • 
: which, in the short run, does : 
~ n1ot change with output. ! 
• • • • 
: va riab Le cost cost of : 
f pr1oduction which changes with I 
: the amount that is produced, : 
• • 
i even in the short run. : 
.. " .. , . . ...... ..................... -----~ 

costs 
In the short run 1 when -rhe i11puts divide into fixed and variable factors of 
production, the cos ts of production can likewise be divided into fixed and 
variable costs . F ixcd costs are the costs a firm incurs when hiring or paying 
for the fixed factors ,of production. In the short run, capital is usually 
assumed to be a fixed factor of production, giving rise to costs which are 
unchanged in the shott run. Th1ese include 1he cost of n1ait'ltaining a firm~ 
buildi11gs, as weU as the initial cost of acquiring bllildings su ch as factory 
space and offices. By contrast, as the nam e in1plies, var ia 1 c ts change 
as the level of output changes. The costs of h iring labour and b uying raw 
materials are usually regarded as variable c,osts ·Of production. It is worth 
remembering that in the long run, all costs are variable b ecause the long 
run is defined as the tin1e period in which an the factors of production can 
be changed. 
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o--~~~~~~~ 
The difference between average and 

~ ·····························: 
: KEY TERMS : 
• • 
: total cost the whole cost : 
• • i (f ixed cost plus variable cost] i 
~ . 
: of producing a particular levrel : 
• • 
!. of output. : 
: I : average cost total cost of : 
• • 
: production div ided by output. i 
• • 
: •••••••• , •••••••• •••• ~ ........................ 1111111111 

0 

FaHing 
average 
costs 

X 

total costs 
When a firm increases its output, the variable and hence the to tal cost of 
production increases. At any ]evel of output , the average cost (or unit cost) is 
calculated by dividing the finns total cost of production by the si~e of output 
produced. Average costs for each level of output can be sho,Vv11 on an averag 
total cost cunle, su.ch as the curve in Figure 3. 4. 

ln Figure 3. 4) the firms average costs of production initially fall as the size of 
,output increases. For exan1ple, ,vhen the firm produces output Q1, average 
cost per unit of output is quite high at C1; but when the firm increases output 

Average 
cost 

Rising 
a-1erage 
costs 

to, ~ 2, average cost per unit falls lo C2. However) for higher levels of 
output~ average costs usually rise) for ,example to ,C3 vthen output 
increases to ~3· 

In the short-run, average total cost curves\ such as the curve in 
Figure 3.4 are assumed to be U-shaped, showing unit costs falling 
and then rising as the level of output increases. Point X, located 
above lev l of output Q'2, is the average cost minimising 1evd of output 
and also the productively efficient level of output. 

Figure 3.4 A fi nm·s ave·rag .. e tota L cost curve 

Ave·rag co,sts of production can be divided in.to average fix.ed costs 
(AFC) and average variable costs (AVC): 

ATC= AFC+ AVC 

EXT 510 ERIAL 

The productively efficient level of out ut 
In Chapter 1, we defined productive effici·ency for the whole economy in terms of output being maximised from 
available inputs, and as, a s.ituation in which it is impossible to produce more o'f one grorod without giving up 
productiorn of at least on,e other good. However. at the m icr10 level. the productively effici 1ent level of output fo1r 
a s,ingle firm is the average cost minimising level of output. 

1 m11mon, 
The spreading 
,of ov,erheads 

AFC OL-~~~~~--===~. 
OutpUt 

Figure 3~5 A downward -sLopring .AFC 
curve 

The average fixed cost curve 
Fix,ed costs of production are r0verheads such as the rent on land and the 
maintenance costs of buildings. which a fi.rm must pay in the shon run. 
Suppose for exa.n1ple, that a car tnanufa.cturing co,n1pany incurs overheads 
of £.1 million a year fro1n an assembly plant it operates. lf the plant only 
tnanaged to produce one automobile a year, AFC per car vvould be £.1 
million - the single car would bear all the overheads. But if the company 
~Ten~ 10 increase production, average fixed cosls \\tould fall to £500,000 
when tv.,·o cars are produced

1 
£333,333 when three cars are produc,ed and so 

on. The finn's average fb,ed costs per uni t of output fall as output incre,ases, 
since overheads tlre spread over a larger output. AFC cu.:rves alwa_ys sl,ope 
do,vn.wards to the right) as sh own in Figure 3 .5, \ivilh average fixed costs 
approaching zero at very high levels ,of output, but n.eve.r qu i te equalling 
zero. 



Costsci> The average variable cost curve 

AV( 

0 Output 

Figure 3.6 A fi rm's a,vGirage v;riab le cost 
curve 

Variable. costs are the cosls that the firm incu1-s when it hires variable 
factors of production such as labour and raw materials. A,ssuming that 
labour is the only variable factor o( p1-uductton 1 variable costs are 
simply wage. costs. Figure 3 .6 has been clrawn under the. assumption 
that ,vhen a firm first employs ,vorkers, labour beco1ues more 
productive as more \Vorkers are employed. However., labour eventually 
becom es less productive as etnploytnent incre-ase.s. Given these 
assumptions, the AVC curve is u ... shaped) shov..,mg average variable 
costs of production first falling, and then rising, as outpu t increases. 

Costs(£) 

AFC 
0 

The average total cost curve 
The averSJge total cost (ATC) curve sho'kn in Figure 3. 7 is obtained 
by adding together at each level of output the AFC and AVC curves, 
respectively sho"1n in Figures 3.5 and 3.6. 

In sun.1rnary: 

average total cost= average fixed cost + average variable cost 

or: 

ATC =AFC+ AVC 
Figure 3 .. 7 Adding theAVC curve to the AFC 
curve to form the ATC curve 

and: 
total cost 

average total cost = .....---- 
output 

ATC~ TC 
Q 

or: 

~ --····························································································: 
: STUDYTIP i 
; It is important to kna,w that a f irm's short-run averag,e cost ,curve is ; 
• • 
: assumed to be U-shaped. : 
• • 
, ............................. , ........ , ............................ , ..... ~············· ~!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!~ 

~ ······················································································~······························································ ~ . . 
: QUANTITATIVE SKILLS 3.2 ! .. . .. . 
~ Objective test question: calculating average and total ~": 24 ! 
: c:osts from given data 20 ! 
~ You shou:ld be abte to catoulate average and totail costs f1rom given 16 Avera~~;artabie ; 
i data .. This example takes the fo:rm of an objective test qu,esti1on in 12 ; 

i which thie data is 
1

presented on a graph show,ing a fir,m~s average s ! 
~ variable costs LAVC) and averag1e fi~ed costs (AFC] of pr,oduction.. 4 i 
• • : - - - - - 0 - : 
= T,he tot.al cost of ·producing four units is: 1o 1 3 4 5 6 i 
• • 

·.: A £12 8 £24 O~ (units) !. 
Figure 3.8 ! C £48 D £72 ! 

• • • • 
i ~o arrive at the correct answer, wh,ch is D, two calculations are required . The fir st ,calculation involves adding ~ . . ' . 
: AVC (£12) to AFC 1£61 at an output ,of four units to arrive at ,averagie total ,cost (ATCL which ms, £18. The seco1nd : 
i calculation is multi plying ATC ( £1 B) by output 141 to arrive at total cost , wh ich is £72. i 
=···············~············~································~·········································~+•••••••••,+••••••••·•;•••-········•+ 41111111 .................... liiiii= 

• 
: Make sure you practise ea lcu lating and plotting av,erage and tota L costs 
f 

: from given data. 
• 

• • • I! 

: • • • • • ..................................................................................................................... 



~ ......................................................................................................... : 
: QUANTITATIV SKILLS 3.3 i 
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~ ···~···········~···········~·· 
: STUDY TIP ! 
~ . 
! You should know that a firm's ! . ~ 

: long-run av 1erage cost curve : 
i may be U-shaped, but other i 
• • 
: shapes are possible. This : 
• • I differs from a firm·s shoirt-run ! 
: average cost curve.which is : 
• • 
: always assumed to be : 
' . : U-shaped. : 
• • • • ••••••••t•1•••••••••1••~11111111111111111111111111111i 

• : i Objective test question: calcutating average variable cost from 
~ given information on total cost 
• • ! Th1s is a simiHa:r objective test q:uestion1

,, but the calculation works in1 the 
• : opposite direction. aski1ng you to cal-cullate average varJable cost from 
• ! given information on total cost. 
• • • • • f 
• : • • • • • • • : • • • • • 
' . • Ii 

• • 
= • ~ : .. 
• • • • • 

Table 3 .. 2, shows totat cost at variouis outputs . 

Table 3.2 

Output Total cost. ( r .] 

0 100 

10 T1 5 
20 1140 

30 1175 
40 220 

• i From the informatio'n in the table, we can co nc Lude tha1t the average 
• 
: variable cost at a'n output of 20 is: 

• • • : 
" .. • • • • • • • • • • • • • • • Ii 

• 
" • • • 
! .. .. .. 
• • • • • • s • • • • • • ' .. • • • • • ; 
i 
• • • • • • • : .. • • • t 

• • 
~ ~ 

- ' ~ A £2 : • • . ' : B £7 : 
! C £14 i 
• • 
: D £120 : • • • • ! . 
: Only the third ,and first rows of data a1re used in the calculat ion - the data ! 
• • 
: in the other rows is irrelevant or 'background noise·. In row 3, we divide ! 
• • 
: total cost 1£1 40)1 by the 1output of 20, arriving at an ,averag1e 'total cost of (7. : 
• • 
: The information in Row 1 tells us that total fixed cost is £100. This m,eans : : : 
i average fixed cost is £5 when 20 units of output arie produc1ed. Fina Uy, since i 
• • 
: A'VC = ATC- AFC, average variable cost is £7 - £51

, which is £2. A is therefore : 
• • 
; the correct answer. : . ' • ..................................................................................................................... C 
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ong-run average cos curves 

0 ~ 

~ ~ ···~·····················~···: g i KEYTERM i 
CJ I Ii 

0 ! Long-run average cost long- : a: • • · i run total cost divided by : a... • • 

M : output. : 
• • 
: ...................... ........................ lllllllllli. 

ln the long ru n , as al ready explained 1 a firm can change the scal e of all its 
facto,rs of production, m ovin g from one size of plant to an other. Figur,e 
3.9 illustrates a U -shaped lon g-r un ave rage cos t (LRAC) c u rve , s·ho,ving a 
firin's average c osts first fallin g and then tising as the firm moves to a larger 

long-run 
average costs 

(LRAQ 

scale of operation . On. first sight, the .LRAC curve 

Diseconomies 
of scale 

app,ears identical to tl1e sh ort-run ATC cu rve in Figures 
3 . 4 and 3. 7 . However; the reasons for th.e U shape of 
each curve are differen t . The sh ape of the short-run 
ATC curve is explain ed by the assumption th a t 
labour becon1es n1ore p roductive as it is a,dded to 

0 Output 

Figure 3.9 A fi rm's lo ng-run average cost curve 

fixed capi tal before eventua lly becoming less 
p roductive. By contr ast, the shap e of the long-run 
av,erage cost curve is explain ed by two ]ong-run 
concepts ·wl1.ich don't op erale in the sl1ort run. These 
are economies and dis economies of scale , \"\rhich are 
explained in section 3. 4 . 



~ ·························~···: 
: KEY TERMS : 
• • 
: economy of scale as output : : : 
: increases. long-run average : 
• • : cost t alls . : 
• • 
i diseconomy of scale as output i 
~ . ! increas,es, long-run average i 
: co5,t risies. : 
• • . ~ 

· ~··~·······~··~·~····• ......... !!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!Iii 

EXTE SION ATE IAL 

3~ 4 Economi es and diseconomies 
of sea le 
As a firm grows in size by investing in nevv plant or buildings, it can benefit 
fro n1 econ omies o,f scale. H oi.,rever, beyond a certain size the firm nw.y 
eventually suffer from diseconomies of scal e. Economies of scale are defined 
as fa Hing long-run aver:age costs of production that result from an in crease in 
the size or scale of the firm .. Likewise., disccono1nies of scale occur when an 
increase in outpU't le.ads to rising long-1'Un average costs ,of production . 

The ·L-sha ed LRAC curve 
Figure 3.9, which shows a 'symmetrical ' u - ,shaped lRAC curve, has been drawn assuming that economies of scale 
a1r,e followed symmetricaHy by diseconomies of scate. H1owever, the shape of the LRAC curve may differ. Som,e 
industries, including many personal services such as hairdr1essing1 Costs(£) 

exhibit economies of small-scale production. In such industries, 
diseconomies of scal1e may set in at ,a relativ1ely small s.ize of 
production plant or fixed c.apacity, resulting in ,a LRAC ,curve wh ich, 
whHe LI -shaped is skewed to the left. 

Economies 
,of scale Long-run 

average ,~osts Another possibility is the L-shaped LRAC curve illustrat,ed in 
Figure 3.10. This curve res.ults from the assumption that there 
are substantial ,economi1es of scal,el Which eventually giv,e way. 
not to diseconomies of scale, but to ,a 'flatten ing out' nf long-run 
average costs. The size of firm at which this occurs is known as 
minim um efficient s,cale (MES). There is ev idence of this type of 
LRAC curve in many manufacturing industries. involving large
s,cail,e production. 

c, 

0 o, 

(lRAC) 

Minimum efficient 
scale (MES) 

Figure 3.10 An l -shapiad LRAC curvQ. and 
m inimum effi·dent scale [M ES) 

Q i,-R_e_a_s_o_n_s_f_o_r_e_c_o_n_o_m_i_e_s_o_f_s_c_a_l_e ____ _ 

Finns can ben efit from variou s types or forms of econoiny of scale as 
they grow in size. These include technical econ omies 0£ scale, managerial 
econotnies o f scale~ marketing economies of scale, financial or capital-raising 
econ otnies of scale risk-bearing econ on1ies o f scale, and econonlie.s of scope. 

Technical economies of scale 
Technical econo1nies of scale are generated throu gh ch anges to the 'productive 
p rocess ' as the s,cale o f production and the level o.f output increase. 

The m ain types of technical eco1101ny of seal are listed below. 

~ ·····························: It : KEY TERM : 
lndivisibilitics Man y types of plant o r machinery are indivisib le in th e 
sense th at there is a cei-tain n1iniu1u1n size b elovl Vlhich they cann ot 
efficien tly operate. 

• • • • : technical economy of scale a : 
• • 
: cost saving generated through : • 
i changes to the 'productive ! 
• • 
: process· as the sea le of : 
• • i product ion and the level of I 
= • • : output increase. : 
• • • • ··················~···· ......................... ... 

The s prcadin, of research and develop1nent cos ts Wtth large plan ts~ 
research and development (R& D) costs can be spread over a much lon ger 

p roduction runt reducing unit costs in the long run. 
Volume. economies With m any types of capital e qui.pmenl, costs increase 
less rapidly than capacity. When a storage tank or boiler is doubled in 
dimen sion'/ its storage capacity increases eigh tfold. Volume econom ies are 
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important in industries such as transport] st,orage and warehousing, as we.II 
as in metal and chemical industries where an increase in. the scale of plant 
provides scope for the conservatio,n of heat and energy. 

• Economies of massed resources The operation of a 11u1nber of identical 
machines in a large plant means tha't proportionately fe\ver spare parts n,eed 
to be kept than when fewer 1nacl1ines are involved. 

• Ee n 1nies f vertically linked process s Much inanufacturing activity 
involves a large 11umber of venically related tasks and processes, from the 
initial purchase. of unv materials, con1pone.11ls and energy thr,ough to the 
completion and sale of the finished product. The linking of processes in a 
single plant can lead to a saving in tin"le, transport co,sts andl energy. 

Managerial economies of scale 
The larger the scale of a firm> the greater is its ability to benefit ffiom 
specialisation and the division of labour within n1a.nageu1ent as ,vell as vvithin 
'the ,o,rdinary labour force. A large firm can benefit fT,om a functional division 

of labour, nan1ely the en1ploymen I of specialist n1anagers: for example, in the 
.fields of production> personnel and sales. Detail can be delegated to j unior 
managers and supeTVisors. 

Marketing economies of scale 
Marketing econ.01nies of scale are of tvlo types: bulk-buying and bulk
m arketing econonllies. Large firins may b e able to use their ·market po",er both 
ro buy su pplies at loi..ver p rices and also to market their p roducts ,on better 
t,enns negotiated with ,vholesalers and retailers. 

Financial or capital-raising economies of scale 
Fincancial ,or capital-raising economies of scale a.re simHar to the bulk-buying 
economies just described , ,except that they relate to the 'bulk-buying) or bulk
borro~ing of funds required to finance the businesss expansion. Large firms 
can often borro,v from banks and other financial institutions at a lo"ver rate o f 
interest and on better t nns than tho,se available t,o stnall firms. 

Risk""bearing economies of scale 
Large finns are usually less ,exposed to risk than sn1all firms , because risks 
can b e grouped and spread. Large firms ,can spread risks by diversifyin g their 
output, their markets, their sou rces of supply and finance and the processes 
by which they manufacture their output. Such ,economies ,of diversification 
or risk bearing can make the firm less vulnerable to sudden cl1anges in 
detnand or co,nditions of supply that might severely harm a smaller less
diversified business. 

,Economies of scope 
Economies of scope a.re factors that make it cheaper to produce a 1·ange of 
products together than to produce each one of them on its own. An example is 
businesses sharing centralised f u.nctllons, such as finance or marketing. 

0--~~~~~~~ Reasons for diseconomies of sea le 
Firms can also suffer fr.on1 vatious types ,or fonns of diseconomy of scale 
as they gro,v in size. These include managerial diseconomie_s of scale) 
co1ntnunication failur,e, and motivational disecon on1ies of scale. 



Managarial disQconomies of scala 
As a finn grows in size, administration of ihe fi11n b ecomes m·Ore difficult. 
De1egatilon of some of the managerial functions to people lmver in the 
organisation may n1em1 that personnel who lack appropriate experience make 
h ad decisions. This may- increase average costs of production. 

Communication failure 
Communication failure also contributes to n1anagerial diseconomies of scale. 
h1 a large organisation there may be loo many layers ,of management between 
the top managers and ordinary production ,vorkers~ and staff can feel Temote 
and. unapprecia1ed. When staff productivity begins to fall , tu1ti1t costs begin 
to rise. As a result 1 the problems facing the business are n ot effectively 
addressed. 

Motivational diseconomies of scale 
With large firms, it is often difficult to satisfy and motivat,e \vorkers. Ov,er
specialisatir0n may lead 'to de-skilling and to a situation in ,vhich workers 
perform repetitive boring tasks and have little inc,entive to use personal 
initiative in ways which help thei.r employer. 

O· .~~~~~~~--
lnternal and external economies and 

••••••••• •••••••••• ••••••••••• t 
+ • • • 

diseconomies of scale 
AU the econon1ies and diseconomies of scale so far described are examples of 
internal economics and discconomics of scale. These occur when a firm 

.. internal economy of sca le 
• ! ,cost saving resulting 'from the 

i gro~~ and changes its scale and size . 
• • • i By contrast > ext r11al cconornics of scale oocur when a firms average or 

.. 
; gro,wth of the firm itself. 
• ,p .. 
• e,.xter n al eco,no my of sea Le ! unit costs of production fall , not because nf the growth of the firm itself, 
• • i cost saving resulting from the : but b ecause of the growth of th e industry or market of which the fin"l1 is a 
! gro,wth of the industry or ! part. Very ofren, external econ omies of sea.le are produced by cluster ,effects, 

f market of which the firm is i which occur \vhen a lot of firms in the sa1ne industry are located close to 
i a part. i each other, providing markets, sources of supply ,and a p ool of trained 
• • •• ••••••••••••••••·····--------• labour for each other. 

External diseconomies of scale occur in a similar way) with the growth of 
the whole market -raising die average costs o.f aH the firms in the industry. 
As ;..vith external economies of scale; external diseconomies can a.rise 
f ro1n cluster effects. vVheu. a large number of similar firms locate close 
to each nther\ n ot only do they create benefits "'·hich aid all the finns in 
the cluster ; they n1ay also get in each other's way. C,on1petition for labour 
among 1he firms may raise local ,vages\ \vhich while bein g good for 
workers, increases the unit wage cos'ts of their en1ployers. Th ere may also 
be an in.crease in local and regional traffic congesti.on ) which lengthens 
d elivery tin1es and raises delivery costs botl1 for finns and for their 
custo1ners. 

~ ······························································································: 
: STUDYTIP i 
! You should understand the diff,erence between internal and external ! 
• • 
: economies and diseconomies o,f scale. : 
• • 
······~··············~···~········•it•tt+••••••·••t•••••••t•••••~t•••+•••••···········•·111!m!!!!l!l!l!l!l!l!!!!l!l!l!l!l!l!!!!l!l!l!l!l!l!!!!l!l!l!l!l!l!!!!l!l!l!l!l!l!!i!!!!!!lmlli 
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Are economies of sc:,ale now less important in the car industry? 
In the twentieth century, car manufacturing 91rew to beciome perhaps the most imp1ortant industry in 
modern industrialised economies. Though ,ear manufacture began in Germany and France, th,e main 
growth of car manufacturing in its e,arly year5, took plac,e in the USA. Henry Ford's adaptatio,n 1of the moving 
ass,embly Un,e, which allowed car factories to benefit from ,economies of sca l,e, marke1d th,e beginning of 
mass pr,oduction. 

Gar,el Rhys. director of th,e Centr e for Automotive Industry Res,earch at Cardiff University, has calculated that 
economies 1of scale reach th,eir peak at 250,000 cars a year in an assembly plant, although for the body panels 
the figure could be as high as 2 m Hlion. 

However, ecionomies iof scale in car productio1n ar,e now not as important as they· used t10 be. Reasons for this 
include: mark.et fra__gmentaUon, Leading to lower p roduction r uns.: building cars to order rather than in lar,ge
scale batches of identical cars; ,and new ways of ass em bU ng finished cars in whi'ch manufacturers such a1s 
Toyota are o,utsourcing more and more of the car to outside suppliers. W itn car buyers demanding a wider 
choic,e of vehicles. production runs have to ,get smaller. 

As car companies produce an ever-w ider range of vehicl,es, so the way cars are made is changing. The re is 
less ne,ed for huge, capital-intensive factor ies, and barriers to entry into the car industry are fa Hing. 

A moder1n ca,r assembly lin·e 

Follow-up questions 
1 Explain the meaning of each of the concepts underlined in the pas,sa,ge. 
2 Describe some of the economies of scale that have ,contributed to lower average ,costs in the UK car 

industry. 
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of scale affect particular industries 
The foUowing t,vo case studies focus on t,vo industries or market-S that are 
affected by economie.s and diseconomies of sea.le. 

The ri se ,and fall of London's bendy buses 
The end of London·s bendy experiment has, brought shouts of jo1y from some pe,ople. Moitorists didn"t like the 
long. low monsters getting stuck round narrow cross roads. Cyclists hated the crush ing1 menace th,ey seemed 
to present. Tran sport for London found to1,o many fare-dodgers. hopping on and off. 

· Bendy buses: were used on 12 routes over th,e decade from 2002 to 2011 but Mayor B,oris Johnson ea Ued 
them ·cumbersome machines· whkh were too bi 1g for narrow streets and encouraged fare -dodgers. Johnson 
has introduced nearly 500 n1ew doubh~-decker buses to replace the 'bendi,es·. B,ut th 1e 'bendies· erould fit 120 
on board, whil,e their replacements take only 85. Even if there are plenty of seats available, well o,ver half of 
them ar1e usuaHy upstairs. Many old people and young mothers wmth infants don't do stairs and can't reach 
the upper deck. They have to be downstairs. The 'bendies· were au downstairs, so with their replacement~ 
there's been a massive loss of accessible seats. 'The most accessible bus in London· is now being missed by 
the old, wheelchair users and mothers. with young children. 

Follow·-up question 
1 Using th,e concepts of economies and diseconomies of scale. discuss the advantages and disadvantages of 

bendy buses lal for Transport ·for London; the org,anisatiorn that pro1vided the bus,es, and lbl for members 1of 
the g,eneral public. 

Y 3~5 

Super-tanker s and volume economies of scale 
The large super-ta1nkers that a re used to transprort ,cr ude oil across seas and oceans from oil fields to 
industri,al markets. benefit significantly from volume economi,es of scale. However, s up1er-tan kers ea n also 
suffer fr1om a dis.economy of s,cale. This is because large super-tankers cannot enter shallow ports. A wider 
tanker with a shallow draught does no,t yield as many economies of scale as a conventional super-tanker, but 
is more flexible and can enter more ports. 

100 

65 

ConventlOnal tanker: 
1 ()..metre draft 
28,000dwt 

Restricted draft vessel: 
1 O-metre draft 
42,000 dwt 

Transport COltl II 
9'i of mnventional 
~etanb!rs 

UltrrshaHow 
draft vesse~: 

' 
' Conventional ',, 

1 o-tnetre draft 
.~~--~~ ' 105,000 dwt 

30 tanker 

/ 
r-1 1--1 

20 30 40 
I I 

50 60 

.......... .... ... ,,,.. ~----- f-
I I I 1--1 

70 80 90 100 HO 

Deacfwmght tonnes (dwt, thousandJ} 

Figure 3 .. 11 Economi,es of scaile· and oill tan'kers 

Follow-up question 

Conventional tanker: 
16-metre draft 
105~00dwt 

1 How could the oil tanker industry be organised to reduce the disadvantages of large super-tankers? 
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3 .5 Average reven ue, total 
revenue and profit 

0 The difference between average revenue 
~ s··························! and total revenue 

! total revenue au the money ! 
• • 
: received by a firm from selling : 
i its total output ! 
• • • • 
: average revenue tiotal : 
I ~ 

: revenu,e divided by output ; in a : 
• • 
: single-product firm, average : 
t • . • 

; revenue equals the price ot the : . ~ 

: product. : 
• • 1 •••••••••••••••••••• ,• tllliill!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!lllliiil 

Revenue is the 1:noney that a firtn ,earns \vh en seUing i.rs outpu t. It is impon ant 
to avoid oonfusing total revenue and! average revenue. J; Lal rev nuc is all the 
money a firm. ean1s from selling the total output of a product. lt is cumulative. 
Selling on e tnore unit of a pToduct or good u sually causes total reven ue to rise. 
By contrast ; at any level of output; average revenue is calculated by dividing 
total revenue by the size of ou tput: 

total revenue 
av,erage 1--evenue = o r: 

output 

o--~~~~~~~ 
Average revenue and demand for a 
firm 's output 

Price of 
m1aawave 
ovensOO . 

500 

300 

0 '--~~~~~~~~~~----

20 60 Demand,per week, 
for mlaowave ovens 

Figure 3~ 12 The demand curve facing a firm 
when it decides how m uch ou,tput to sell 

Figure 3.12 sho,vs the deman d conditions facing a high -street 
retailer of electri.cal goods in a pan icular v,.reek. lf th e fir m sets 
the p rice of rnicrowave ovens at £ 500, 20 custom ers v;ran t to 
buy an oven. Total sales revenue is £ 10,000 and average revenu e 
per ov,en sold i.s .£500. H ov.re·ver , by reducing t.h e price to £300, 
the r,etailer can sell 60 oven s. Tola l rev,enue is now £18

1
000 and 

average revenue is £300. The point to note is tha t at each level 
of sales 1 the av,erage revenue the retailer earns is the same as the 
price charged . This is always the case ,vJ1en the p rice charged is 
the sam.e for all the units of outpu t being s,old. Hence , in th ,ese 
condition s, the de1n.and curve facin g the fir n1 is also its average 
revenue (AR) curve. 

g ()--~~~~~~~~~~~~~~~-
t ~ ............................. : Profi t, revenue and costs 
~ i KEYTERM i CJ • • Students often confuse pr fit and revenue, 1nistakenly beli,eving that the two, 
o : profit the differ,ence between : a: • • teTillS have the same meaning. As we mentioned in Chapter 2, p rofit and 
a.. : total sales revenue and total ; 

= : revenue hav different meanings. P-rofit is the difference betVv"een the sales 
M : ,cost of production. : 

: : revenue the firm receives \.Vh en selling the goods or services it produces an d ..•..•.•....••....•... ~ ........................ .... 
~ ·····························: 
i STUDY TIP i 
: Make sure you practise : 
• • 
: ,ea Leu lating and plotting : 
I • 

: ,average and total revenue and : 
• • f also profit from given data. i 
=····~·· · ·········•••••lilmlll .................... ..... 

the costs of producing the goods. 

total profit = total revenue - total costs 

ln som e circum stances, total costs of production may exceed total 

sales i-evenue, in which case there is a loss. Think of a loss as being negative 
p rofit. 
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: QUANTITATIVE SKILLS 3.t. i 
"' . • t 

i Obje,ctive test question: price1 elasticity of demand i 
• • • • 
; T1hi1s is an example of an o,bjective test question sy1no,pticaUy testing your understanding of price etasticity o·f : 
• • j demand (see Cha,pter 2.) and sales revenue 1(expla.ined in thi·S chapte1r). ! 
• • • • 
: Table 3.3 shows the demand schedule and totail reven 1ue for goad X. : . ' • • • • : Table 3 .. 3 : 
• t 
• • • • • • ij • 

• I 
I f • • "' . • • • • 
= : • • .. It .. . • • "' . "' . "' . • • : : .. ' " . • • • • • • • • "' . "' . I : • • • • • • • • ii • 

• • i Between which pri,ces is the price elasticity of dem,a1nd unitary? : 
• • : : 
: A £0 and £2 .. 50 : 
• • 
: B £4 .. 50 and £.& .. 00 : 
$ • 

: C £3 .. 00 and £4.50 : 
' . 
! D £&~00 and £.7 .. 50 ! 
• • "' . "' . 
; To answer this question, you should apply the rute set out in Chapter 2: i 
• • • • • • 
: • if total consumer expenditure increases in respo1nse to a price fa u. demand is elastic : 
; . 
: H total consumer expenditure 1decreases in response to a price fall, demand is inelastic : 
= " : • if total ,consumer expenditure riemains constant in respons.e to a price fall, demand is ne~ther elastic nor : 
• • i inelastic~ i.e~ elasticity~ unity loris unitary] i 
• • • • 
: When the pric1e falls from £7.50 to £6.00, and from £6.00 to £4.50. total sales revenue increases. so demand is : . ~ . 
: elastic between these prices. Conversely, when tne pric,e falls from £3.00 to [2.50. and from £2.50 to zero, total : . : 
: revenue also falls, so demand is inetastic between these prices. This leaves C as the ,correct answer- total : 
• • 
~ revenue remains constant at £67.500 when the price chang1es betw-een (3.00 and £4.50. : . . " 
: ..................................................................................................................................................................... lllllllllt. 

TEST YOURSELF 3.2 
Table 3.4 shows the number 01f ice creams a smaU shop sells each day at the different prices it may decide to 
charige. Calculate the total revenue and the aver,age revenue the shop rieceives at each of the prices it may charge. 

Table 3 .. 1. 

·~r:Jct~~,r:?.~~· I Qua ntity of ice creams I Tota I sa les iAv~r,ag~fs.a re~· 
~ - • "'" .... . --- ~- , •• ,., 1~~· 

,t~r~~n,;l~-'!·~r:~a.~ . sold per day revenue per day r~v.a.l'.'ue·· pe~J.c~.;~,·~-~--rri 
£2 .00 5 
£11.so 10 

£1.60 15 

£1.40 20 
£1,.20 25 
£11.00 30 
£0..80 3S 

£0.60 40 
£0 .40 45 

On a piece of graph paper, us.1e the d,ata to1 plot the sho1p's daily average revenue curve. 
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Questions 

Production is a process, or set of processes. that converts inputs into 
outputs. 
Productivity is measured by output per unit of input p,er perjod of time. 
Labour productivity, or output perwork,er, is the most commonly used 
measur,e of prod uctivHy. 
The div is.ion of la b1ou r means that diff1er,ent workers do d if'fer,ent jobs. 
The divis.ion o,f labour and specialisation occur tog,ether, although 
specialisation can occur without cl ivision of labour. 
Specia lisatiron and the division ot labour req uir1e trade and exchange. 
Money is the main med iu rn of exchange in modern economies, though 
barter still sometimes takes ptace. 
Average cost is cost per unit of output. 
A f irm·s short- run average ,cost cu rv,e is typica lly U-sha ped. s hawing 
av,erage costs first fall ing and then ris ing as output increases. 
A firm is productiv,ely efficment when producing th,e output that minimjses 
its average cost of production. 
For th,e whole economy. au points on the economy's production 
possibility front ier a re productively 1eff icient. 
Ec1onomies of scal1e mean that a firm·s averag1e costs fa H as the scal1e or 
size of the firm increases. 
There are a number of different types of economy 0 1f sc.a le, such as 
technical economies. 
Diseconomies of scale mean that a firm·s average costs rise as the scal,e 
or size of the fi rm in,creases. 
Economi,es and diseconomies of scale can be shown on a LI-shaped lon 1g
run average cost curve, drawn to show averag1e cos·ts 1changing as the 
size of the firm increases. 
External 1economies and d iseconr0mies o'f scale result frr0m the growth 10f 
the industry rather than from the growth of a firm w ith in the industry. 
Revenue is the money· a firm receives from selling its output. 
Revenue must not be confused w ith profit; profit 1equa ls toital revenue 
minus tota l cost. 
Providing a U output is so ld at the same pric,e, average revenue is the 
same .as price. 

1 Using examples other than those mentioned in the chapter, explain three types of economy of scale. 

2 Explain hoi,v economies and diseconomies of scale may affect the size of a £inn. 

3 Do you agree that large frrms are alv.rays more productively efficient than small firms? Justify your all.SV/er. 

4 ~International co,mpetitiven ss requires increased lab our pr,oductivity and the closing of the economy>s 
productivity gap. 1 Evaluate. this statement. 

5 Carefully distinguish betvteen a fi·nns sales revenue and rthe pro,fit it makes. 



Comp -titive and 
concentrated markets 

~····························································~······················································ • • • • ! iMarkets. a,nd how they operate. are central to a micro economi cs course. ! 
• • 
: In a pure market econom,y, resource allocatf 011 would take place solely in : 
• • i the markets whtch make up the economy [except in th e case of events such i 
• • 
: as i1nheriting wealth. winni ng the lottery; and being the victi1m of theft). In : 
• • 
: the U.K, wh1ch fa'lls short of bef ng a complete ma1rket economy, markets : . ~ 

: a lloc.ate scarce resources between competing uses in the ,ma,rket sector : 
• • 
; of the economy but not througihout the whole economy. The market sector : 
~ domiir,ates the U,K ecor,omy. though the production a,nd con1s umption of i 
• • 
: some goods and services. such as police and defence, lie Largely 'outs id e : 
• R 

: the markef. i 
• • • • 
: Marke ts vary considerably f n the extent to which they are competitive. : 
• I 

: falltng into one of two g1roups of market structure: competjt1ive or : 
• • 
: concentrated. When economists talk of competit~on. they m~g,ht be referring : 
! to ·forms of competition that a re a part of the competitive market process in i 
• • 
; a modern economy, such as qualiity completion, co·mpetition in design and : 
• • • ! fashion. and' after-sales s ervice co,mpetition. However, i'n thi s chapter we f 
: focus on pdce competition, or the settif'1g of prices in order ta offer the best : 
• • i va,lu1e for m,oney. i 
• • 
: Pri'ce compebt:ion invo lves a firm cuttrng the prfce !or prices] it charg.es : 
• • 
: for its goods, In o-rder to sell more. Sometimes. however. cutting prices i 
• I 

: has an ·ariti-co 1m1petitive· motive. Prices are cut i1n order to drive rival firms : 
• • 
! out of the market. The end result f s the crea.tion of a concentrated market : • • 
• I 

: struc. tu re co n,ta i rti.ing just a few su :rv~vi1 n19 fi r :m,s. or pe rh a;ps only one f ,iirm . : 
• • 
: The latter is a pure 1monopolyj the m,ost ex treme form of a concentrated : 
! market. ln thi s chapte r, w e compare m,onopoly and other con ce ntrate d i 
• • 

- : markets. with th e polar opposi te; perfect co·m peti'tion , which ~s t he most : 
-- i extreme form of competibve market. We explai1n that while perfect f 

• • 
: compet:it1ion does no t actually exi s t in the real economy, i1 t acts as a usefu l : 
• • 
: ·yard sti ck" for judging the desirable fea,tu res of the coimpetitive market s i 
• • : that d o ex ,i st. : • • • • .................................................................................................................... ~ 

~ ······························································································= : LEARNING OBJECTIVES i 
• • 
: This chapter will exp la in: : 
• • • • f • the meaning of a market structure ! 
• • : • diff,erent types of market structure : 
• • 
i • the nature of corn pehtive markets and perfect corn petit ion : 
• • i • the nature of concentrated markets and monopoly i 
• • 
: • profit max imisation an 1d other obj 1ect1v,es of firms ! 
• • 
: • price dietermination in competitive markets and monopoly : 
• • 
f • mono1 poly and monopoly power i 
• • 
; • how entry barriers affect market s,tructure : 
• • i • concentration ratios and market structur,e : 
• • • • ~·················································· ····································· ............................. ~ 



~ ............................. i 
• • 
: ma rket structure the : 
• • i org.an isation of a market in ! 
• • 
: tierms of the number of firms : • • • • i in the market and the ways in i 
: which they behave. : 
• • : ................................................... . 

~ -·····························································································: 
: STUDY TIP I 
• • 
: Make sure you appreciate that the term ~the competitive market process· ! i . 
: refers not just to price comp,etition . You should also appreciate that competition ! . . . 
: is a dynamic process, taking place over time, in1cluding, for example, innovaUon : 
i and the weakening of competitors through the development of products and i 
• • 
: services that m 1eet consumers· wants more effectively than r ival fi rms. : 
• • . ....... ...................... -............................................................................................. 

4.1 Market structures 
l'\.1 arket s truc tur s are usually defined b1~ the number of films in the market. 
However, this leads to other importan t asp ects of market structure. These 
include competitiveness within the market (\vhich involves the ways in 
which fim1s behave and conduct th e1nselves) , the extent to ,vhich the goods 
,or services being produced are identical ,or differe11t) and the ways in which 
barriers to entering the market affect the vnay the market op erates. 

Q The range of market structures 
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• • : price, taker a firm which : 
• • 
: passively accepts, the ruling : 
• • ! market price set by market i 
• • 
: conditions outSiide its, control. : • • • • I price maker a firm i 
• • 
: possessing the power to set : 
• • 
= tne price within the market. i t ... 
: ............................................... lllllllt 

~ ~ -····························: : KEYTERM ! 
• • 
: perfect competition ,a market : 
i that displays th 1e six conditions i 
• • 
: of: a large number of buyers : 
• • 
i and s.euersi perfect market ! 
! information; th,e .ability to buy i 
• • • 
: or s1el l as much .as is desired at i 
• • ! the ruling market pric,e; the i 
• • • 
: inability of an individual buyer i s . t 

: or s,eller to , nfl.ue nee the : 
• • 
; market pric,e; a uniform or ; . : 
! homog,eneous product: and no1 : 

• • 
: barri1ers to ,entry or ex.it in the : 
• • 
: lon1g run. : . - . 
• ................................................... 

Perfect competition an d m onop oly are at the opposite extrem es of the 
spectnlm of market stru.cture , as shown in Figur 4.1. 

Perfect competition 
Price takers 

Var1ous: forms: of imperfect competition 

Monopoty 
Price maker 

Figure 4.1 Perfect competi t i1on and m1onopoty as extr eme forms of market str,ucture 

Figure 4.1 also introduces the distinction between a price taker and a p rice 
111ake r. A p1ice taker lacks the market power to influ enc,e by its o·wn action 
the n ding market p rice. By con tTast ) a p rice mak er actively sets the p rice in the 
1narke't. Sections 4.3 and 4 .4 will explain th e reasons for this in 'the conta1: of 
co1npetitive markets and m on opoly. 

A first look at perfect competition 
Perfect co1npctit io n is a form of market structure that requires six conditions 
10 h old: 

• Ther is a large number ,of both buyers and sellers in the market namely 
consutners and producers or firms. 

• Each b uyer and seller possesses perf et information of what is happening in 
the market. 

• Each consu1ner is able to buy, and each producer is able to sel1 1 .as much as 
they wisl1 at the ruling n1arket p rice. 

• The market price is dete1mined by the interaction of all the buyers and 
sellers in the market ~ but a singlle buyer or seller is unable to influence the 
1u Ung price by its o,vn decisions. 

• 
10nly one good or service is being Eraded in the market and each item of the 
good is uniform or identical i.e. finns produce unifo·1m products. 

• There are no barriers which might prevent new firms from entering the 
market in the lon g run , or prevent firn1s already in the n"larket fron1 leaving 
or exiting it. 



~ ·····························; 
: KEYTERM ~ 
• • 
: competitive market a perfectly : 
! competitive market is of course ! 
• • 
: a competitiv1e market, but other : 
! markets are comp1etitive too1

• A i 
• • 
: competitive mark!et is one in : 
i which firms strive to outdo their ! 
• • 
: rivals. but it does not necessarily : 
• • 
: meet au the conditions of i 
I I 

: perfect competition. : 
• • • , ................................................ .... 

~ -····························: 
: STUDY TIP i 
• • 
: Make sure you know and : 
• • 
: understand the six conditions of : 
• • : perfect competition. YoiU should : 
• • j learn the skiUs of applying one j 
! or more of the conditions of i 
• • 
: perfect competition to ex plain, : 
• • 
i analyse or evaluate the i 
• • 
: characteristics of a perfectly : 
• • : comp,etitive market. 1or to i 
• • : compare perfect competition : 
• • i with monopoly or an i 
: imp1erfectly competitive mark,et. : 
• • • • ...........•..........• ~ .................... ~ 

~ ·····························: 
i KEYTERMS i 
: concentrated marke,t a market : 
• • 
: containing very few firms. in i 
• I i the extrem 1e only one firm. : 
• • + • 
: pure mono poly when there is : 
f I 

: only one firm in the market. : 
• • • • j monopoly power the power of : 
: a firm to act as a price maker ~ 
• • 
: rather than as a price tak,er. : 
: ! : imper fect competi tion any : 
• • 
: market structure lying : 
• I 

: between the extremes of ! 
• • 
: perfect competition and pure ; 
= ~ : monopoly. ! 
• • : .............................................. ~· 

Perfe·ct competition is actually non-existent in the real world. It is best to 
regard perfect competition as an unreal or abstract economic model defined 
by the six conditions list don the pre'\iious p,a.ge. Real-world markets c~nnoit 
di.splay siinultaneously all the conditions 11ec.essary for perfect competition. 
Since any violation of the conditi.ons of perfect competiti,on hmnediately 
renders a market imperfectly competitive, even the n1ost competitive markets 
in the t,eal econoiny are exanllples of imperfect competition rather than perfect . . 
compeunon. 

A first look at· concentrated markets 
As the name implies, a cone ntratcd tuarkct is a n1arket containing very 
few firms. Pure monopoly~ in which a single firm produces 1he ;..vhole 
of the output of a market or industry, is the most extreme exan1ple ,o,f a 
concentrated market. A pure n1onopolist supplies the whole market; there 
are no other firn1s to compete against. Usually, however~ monopoly is a 
relative rather than an absolute concept. Until quite recently> the B,ritish 
Gas ,C,orporation Vlas the single producer of piped gas to ho·useholds and 
most industrial customers in the UK, but it experienced competition from 
other sources of energy sucl1 as electricity and oil. Its 1nonopo I y po,vcr 
was further reduced in. 1998 when other companies, including ele"ctricity 
con1paniesj Wf!re aUo,~red to sell gas to custo1ners "ia ihe pipelines previously 
owned by British Gas . 

ln rea] life 1 domi11ant finns producing a large share of market output a1·e 
n1ore con1mon d1a11 pure n1onopolies) the latter being quite rare. Finns with 
significant marke't power, or n1onopoly po,ver, [ace con1petitive pressures fr,om 
other finns \vhich are also in the market. Competitive pressures also arise from 
substitute products and sometin1 s also fron1 outside firms trying to enter the 
nmrket to destroy the monopoly position enjoyed by the finn or firms alr,eady 
in the n1arket. 

Imperfect competition 
Economists u se the term imperfect competition to cover all the 1narket 
structures lying betvteen th e two extremes of perlect com petition and pure 
monopoly. Imperfect competition is a co1npetitiv,e market situation where 
there are nu\ny sellers but they a:re selling heterogeneous (dissin1ilar) goods 
as opposed to the homogeneous ,or uniform goods produced in p erfectly 
competitive markets. The tern1 covers market structures ranging from those in 
which there are a large number of highly competitive firms approximating to 
perfect competition, to those which are highly concentrated , approximating 
to, pure monopoly. Almost all real-world markets; certainly in developed 
econotnies suc·h as tl1e ·uK~ are i1:nperlectly cotnpetitive. 

4.2 The objectives of firms 
o~~~~~~~~ 

~ .............................. Profit maximisation 
: KEYTERM i : Econo1nists generaHy assume lhat profit ma."'\:imisation is a fimi~s ultimate • 

' : business ohiective . If this is the case~ then firms gro~7 because their o"Wners i -JI 

: believe that growth leads to higher profits. Conversely; if the ovlners believe 
• 
i that growth reduces profits or indeed leads to losses . they wiU resist the 
i 

i profit max imisation occurs 
i when a, firm's totals.ales 
: revenue is furthest above total 
• • : cost ot production. 
• • ........... ............ ......................... llllllllil temptation to pursue growth . 



u, 

tu 
~ 
et: 

A complication that sh 10 1uld be introduc,ed at this point is the possible conf Uct between short-run and tongr-ru n 
profit maximisation. Long-run profits may require substantial investment in riesearch and new capital. If a firm 
has a short hme horizon. if it is worried about finance or about future risk and uncertainty. or if it fears that a 
lack of immed i,ate profit. will lower its share price and r ,ender it vulnerable to a hosti l,e take,over raid, the firm 
may decide no,t to grow, ,even though H thinks that Large profits could be made in the long run. 

O· --~~~~~~~ Sales maximisation 
•••••••••••••••••••••••••••••• : Sales n10.xiu1is ation is also known as revenue maJ:Aimisation. Sales or revenue • 'i Ill • • 

~ sales maximisati on occurs ~ maximisation occurs at the level of output at which the sale of an extra unit 
.. 
i when sales, revenue is 
• : maximised. 

i of output would yield no extra revenue. Fim1s that attempt to n1axhnise sales 
: usually do so subject to a requir,ement or constraint that they Jnusl make a 
• iii ........................ ._. ______ : minin1un1 or acceptable level of profit . 

~ --····················~: 
; STUDYTIP ; 
I Make sure you don't confus,e I 
• • 

Other possible business objectives 
These include growth maxiinisation, market share 1naxin1isation and survival. 

i saL,es or r 1evenue maximisation : 
• • i with profit maximis,a,tion. : 
• • 
: •••••••••••••••••••••• 44111111 .................... llllllllli 

::!: ~ --···························: 
@ i KEYTERM : 

• Growt.h 1naximisation occurs when the decision makers within a £inn try 
to make the firm grow as fasi as possible , even though this may conflict 
Vvith profit maxitnisatilon. In an already large firm, these decisions tend to 
be made by the. firms managers, rather than by the shar holders who o'\\i·n 
the .finn. This can lead to a conflict of interest: 1nanagers often favour fast 
growth because this increases their spheres of influence and salaries; the 
firms ovm.ers, by contrast; 1nay ·be more interested in 1naximising profit. ~ . . 

~ : market share maximisation : 0:::: • • 
.,_ ! occurs when a firm maximises : z . .. 
LU : its percentage share of the : 
~ ! market in which it sells its j 
u : product. : 

• • CJ :............ ........ .. • 
z 
<{ 
w 
~ 
....... -

• Murket l1arc rna rirni a tion , which tends to accompany growth 
1naximisation, involves hi.creasing the percentage of market output vtliich. 

the fim1 produces. It often involves a firm trying to increase its market 
power and 1nonopoly power. 

• FinaUyi in a highly competitive market, finns may ain1 sin1ply to survive. 
ln such markets, firms are always threatened by the entry of Ilew fi.rms 
which may steal a·way their custon1,ers. 'Adapt ,or perish' is the choice 
facing such firms. 

~ ···········································································~··················: 
: STUDY TIP i 
• • : Make sur,e you appreciat1e that economic models often, but not always, ; : . 
: assume that proifit maximisation is the main business objective in aH : 
t : ! market structures, whether they are competitive or concentrated. : . ' • • 
···········································~············································ .......................... .... 
4.3 Compet itive markets 

o--~~~~~~~ 
The main characteristics of a perfectly 
competitive market 
We listed the six main conditions or characteris'tics of a pe.rfecdy competitive 
market in section 4 .1. Befo1e readi11.g further. go back and read through these 
conditions again. 



Despite the lack of perfect tnarkets in the real "rorld, the theory oJ perfect 
competition is probably one of the most in1ponant and fundamental of 
all conYentional economic theories. Critics attack this view and argue that 
economists pay 1.1.ndue attention to pe.1·fect competition as a market structure 1 

and tha't this ,encou1rages a fals,e belief tbat a perfect n1arket is an attainable 
ideal. 

Nevenheless, perfect competi.tion pe1forms a very" useJul function. It ser,.. .. es 
as a standard or benchmark against v.,hich we may judge the desirable or 
undesirable properties of the imperfectly c,ompetitive and. mono,polistic market 
stntctures of the world we live in. 

Section 4 .1 also mentioned that ftnns in perfectly competitive 1narkets 
function as passiv·e price takers. 

o~~~~~~~~ 
Price determination in a competitive 
market 
Figu1e 4.2 shows how the price facing each firm in a con1petitive 1narket is 
det,ermined by the inter.action of demand and supply~ 

(1) One fl,m in the market 
Prim 

No sa~es 

D• AR 

(b) The ·whole m1rket 
Price 

P, ,--------------- P, 

No sense 

0 Output 
(hundreds) 

o, 

Figure l.*2 The determination of price in a co.1mp~titive market 

Market 
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Figure 4.2(b) is very similar to, the diagram we used in Chapter 2 , Figure 2.16, 
to explain how the ruling n1.arket price is determined in -a market. To recap, in 
a competitiv·e market. the ruling market price is de termined in the market as 
a whole by the interaction of demand and supply~ The price is located ~vhere 
the market demand curve intersects or crosses over th market supply curve. 
However) "Figure 4 .2(a) sho\vs how~ this affects each of the fim1s operating 
in the market. Look closely at the labels on the ho1izontal .axes of the two 
diagrams. The axis in Figure 4.2(b) is labeUed output in i-nillions, w hereas the 
label in Figur,e 4.2(a) is output in hun.dr,eds. This results from the assuinption 
of there being a very large number of firms in a coinpetitive 1na1wket. This 
w,ould certainly be the case in a perfectly c,ompetitive inarket. 

The assumption that a perfectly co1npetitive finn can sell vvhatever quantity 
it wishes at the ruling n1arket price P1, but that it cannot influe11.c.::e the :ruling 
n1arket price by its O"Yltl. action) means that the finn. is a passive price taker. 

The labels 'No sales} and ·No sen.se1 that we have placed on Figure 4.2(a)) 
respectively above and belotv the price line P1. help to explain why each firm 
is a price taker. 'No sales' indicates tl1at if t.he firm raises its selling price above 
the ruling ma·rket price, custoiners desert the firm to buy the identical p roducts 
(perfect substiUltes) available f17om other firms at the n lling market price. "No 



~ ·····························: 
: STUDY TIP i . . . . 
: To properly understand the : 
• • i nature of competitive and : 
: concentrated m,arkets, you i 
~ . 
: need know ledge of price : 
• • i elas,ticity of demand. i 
• • .................... ............................ ~ 

sense~ refe.rs to the {act that although a perfectly competiti:ve finn can sell its 
output below the price P1, doing so is irrational. No extra sales can result, so 
selling b low the ruling tnarket p1ice inevitably r,educes both total sales revenue 
and p·rofit. Such a pricing policy iherefore conflicts with the p1·ofit-lllIDdmising 

·objective that we have assumed finns to have. 

Beaming the horizontal ruling market price line leftward into Figure 4.2(a), 
the price lline is in fact the perfectly elastic demand curve fo,r each firm 1s 
output. {Page 26 in Chapter 2 explains why a perfectly elastic den1and curve is 
horizontal) The horizontal price line and .demand curve facing a competitive. 
firm is also the finnJs average revenue (AR) curve. (Go back to Chapter 3~ \\rhe..-~ 
page 70 ek."Plains why the demand curve facing a flrm is its AR curve.) 

Suppose~ for example, that the firn1 sells 100 1..rnits of a good, with each unit 
of the good priced at £1.00. The firm's total sales revenue (TR) is obviously 

£100.00. The firn1,s average revenue (TRI~') is £1 . If the firin increases sales to 
110 units, the: pri.ce does not change so average revenue is still £1. 

TEST YOURSELF , .1 
The market demand and supply schedu l,es in a hig1h ly competitive market 
are shown in Table .4.1. Using the data provided. plot the demand and 
supply curves on graph pa per and calculate the averag,e revenu,e of each of 
the competitive firms in the mark,et. 

Table 4 .. 1 

Price [£s] I Quantity demanded I Quantity supplied 
1 3.000 0 
2 2800 400 

3 2600 600 
4 2400 lOOO 

5 2200 1400 
6 2000 2000 

7 1800 2.400 

8 1'600 2800 
9 1400 3200 

11 0 1200 3600 

Why profits are likely to be lower in a 
competitive market than in a market 
dominated by a few large firms 
ln 1Chapter 3 ~ we defined the short run as the time period in which at le-ast one 
of a firm~ factors of production, for example its buildings~ is fixed. and cannot be 

............................. : changed. This n1.eans that in tl1e short 1un a fim.1. can.not 1nove into a new market. 
! ! ln the long run1 by contrast, all the factors of production can be varied and finns 
i entry barr ier mak,es it i can move between n1.arkets -hut only when barriers to entry or exit are not too high. 
: 

1diff icult or impossibl,e for new : 
i firms to enter a market. i Provided markets are competitive.1 there are few if any en tr y a ncl exit 
i exit barr ier makes it difficult i ba rr i rs. (In perfect competition. there v.rould b e no barriers at a]l) If, in the 
~ or impossible for firms. to ~ short run, firms in .a competitive market are highly profitable> large profits 
i Leave a market. i act as a 'magnet' andl attract ne,v fitms into the market. What 11appens next is 
: ............................... ______ : sl1o"rn in Figure 4.3

1 
\vhich has been developed from Figure 4.2. 
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Figure l..3 In a competitive ma,rket. the ruling market price falls when new firms enter 
tne market 

Initially the price is P1> determined in Figure 4 .J(b)~ ,vhere the market supply1 
curve intersects the market de·mand curve. In Figure 4 .3(a), P1 is the price 
facing each. of the finns in the market . . At this prioe, each finn makes large 
profits, \\rhich attract new fi1n1s into the n~arket. The ntry of ne.\\i' Hnns leads 
to a 1i.ghtward shift of the market supply curve; to 11.narket .supply2. As a result; 
the ruling market price falls to, P2. In the nevt situation. the profits u1ade by aH 
the firms in the competitive market must be lower than they were at price P1. 

By contrast; the firms in markets cont11Jiningjust a few firms (including the 
extreme case of n1onopoly) are protected by substantial entry barriers. Under 
the assumption that~ initially, the firms are highly profitable. the inability of nevl 
firms to enter the market me-ans that both prices and profits are likely to remain 
high. However, in the long run andl as a part of the competitive process, high 
profits provide an incentive fo1 other firms to overcome any barriers to entry. 

ln summary, in highly competitive markets) the 'invisible hand' of the market 
acts as a m,e.chanisn1 for ,eliminating high profits - providing tl1at there are 
few or no baniers to entry an.d exit. In markets dominated. by a handful of 
fim1s , high enlry and exit barriers may prevent tl1e 'invisible hand' 1n,e.chanisn1 
from operating in this way. 

The ·invisible hand' of the market 
In 1776, in his f ,am 1ous book An Inquiry inta the Nature and Causes of the Wealth of Nations, the economist Adam 
Smith wrote: 

An indhdduat rne,ithe,r intends to promote the public interest, nor know how much he is promoting it ... He intends only 
his own gajn, and he ~s in this. as in many o,ther cases, h;~d by anr ~nvisibte hand to promote c11n end which wa1s no part 
,of his intention ... .It is n,ot from the be,nev,olen ce of the butcher, the br,ewer, or the, baker that we expect our dinner, but 
fr,om their regard to their own inter,est. We address ourselves, not to thejr humanity but to their self- love. 

Smith was mak ing the argum,ent. repeated ever sineie by economists of a fr,ee-market persuasion, that the 
pursu i·t 1of individual self-interest in the m,ark,et e,conomy L,eads to outcomes which are in the corn main good 1or 
pub Uc interest - providing that the markets ar,e free and corn petitive. Consumers benefit f rom i ndivid uaUstic 
behaviour in competitive markets because pri,ces and profits end up being lower than would be th,e ,case if the 
markets w1er,e dominated by a few large firms. 

Follow·-up questions 
OutUn1e one way in which ,consumers can benefit from a lack of competitiion in a market. 

'"" Describe one circumstance, apart from when there is, little o,r no com1petition in a ma1rket, in which the 
pursuit of s,elf-interest may be undesirable in the economy. 



AT RIAL 

ortance of self-interest 
Economists generally regard comp 1etitive markets ,as desirable. How1ever, the desirable properti,es o,f 
competitive markets (namely economic eHiciency. welf a r,e matx imisation and consumer sovereignty, do not 
result from .any assumption that business people or entrepr,eneurs in comp 1eUtive industries are more highly 
motivated or pu bUc spi rit 1ed than monopolists. Traditional e,conomi 1c theory ,assumes that ,everyon,e is motivated 
by seU-interest and by self-interest alon,e. This applies just as much to firms in competitive markets as it does, 
to mo1nop0Ues. Entrepren1eurs in competitive industries would very much like to become m 1onop0Usts. both to 
gain an easier Ufe and also to, make bigger pr1ofits. Indeed. from a firm's point of view. successful competition 
means eliminating competition and becoming a monopoly. But in p,erf1ect markets. market forces IAdam Smith's 
invisible hand of the marked and the absencre iof barri,ers to entry and exit prevent this happening. 

Imagine, 'for example~ ,a situation in which a firm in a perfectly corn p1etitive i ncl us try makes a t 1ecnn ica l 
breakthrough which reduces production costs. For a s.h,ort time the firm iean make significant profits. But 
because. in highly competit ive markets, market information is available to all firms, oth,er fi rms w ithin the 
mark,et and new entrants attracted to the market ea n also ,enjoy the lo,w,er production costs. 

Ultimately, o-f course, consumers benefit from low 1er prices brought ,about by t,echnical progress, and the forc 1es 
of competition. but it is market forces, and not some socia Uy ben ign motive or public spirit assumed ,on th,e 
part of entr,epreneurs, that ac,count.s fo,r the 0 1ptimality of a highly comp,eUtiv1e market as a market structure. 

ASE STUDY 4.2 

To do with the price of fish 
For a market to be competitive. buyers and sellers need accurate informa tion 
about supply and demand. Before the use of mobile phonies,, fishermen in 
southern India lacked information about pric1es being charged for n,ewly caught 
fish in other fishing viUages along the coast. This lack of adequat1e information 
about conditions of supply and prices being charged led to small. separated and 
relatively uncompetitive fish markets. 

If a fisherman made a good catch. other fishermen operating out of h~s home 
port and fishing in the same ar1ea would also catch a l1ot of fish. But when 
all the fishing vess,els sailed back home. fish prices in the local v illage fish 
market would slump because of excess supply. 

Another possibility was to sail down the coast after the catch was made, in the 
hope that in other villages fish catches, wer,e L1ess bounti'ful and prkes were 
therefore better. But, becaus1e oif high fuel prices and uncertainty ,about what 
might be happening elsewhere, fishermen generally chos,e to return to their own 
vmllage. This was wasteful because oversupply led to fish be~ng thrown away. even 
though they might hav1e been sold in slightly more distant fish markets. Another 
result was there were wide variations in fish prices, in different fishing v illages. 

Mobile phones aUow the 
fi shermen to exchange 
i,nfo.rm,ation on f ish pr i1ces 

Howev,er, after mobile phones had been introduced in southern India, wh He they were still at sea fishermen 
began to call markets aU a Long the coast to1 find out where prices w1ere highest. Having oibtained this 
information, fishermen were now prepared to market their fish further afield, despite the fuel costs involved. 
The number oif unsold fish that previously had been thrown back into, the sea feH dramatically. Fish prices a1Lso 
fell. The 'law of one price· was operating - there now being1 a single price along the coast for mor,e or less 
identical fish. By improving the exchange of information between fishermen, mobile phone technology has 
therefore contribut,ed to the growth of a Larger and much more competitive market. 

Follow-up questions 
1 Ex plain how the case study illustrat,es, how better information on the pa1rt oif buyers or sellers improves the 

way a market funcH,ons. 
Name two UK markets, that have be 1en made more competitiv 1e as a result of the growing use of mobile phones. 



o~~~~~~~~ 
Consumer sovereignty and producer 

•••••••••••••••••••••••••••••• • • 
I i 
: consumer soverei gnty : 
• • 
: through ,ex,er,cisi ng their : 
: : : spending power, consumers : 
• • 
: coH,ectively determine what : 
• • : is produced in a market. : 
• • 
: Consumer sovereignty is : 
! strongest in a perf,ectly ! 
• • 
: eiom petitive mark,et. : 
+i i • producer sovereignty ; 
• • : pr,oducers 1or firms in a market : 
• • 
; determine what is pr,oduced : 
• • 
: a1nd what prices are charged . : 
• • . ~ 
••••• ••• •• i ........................................ .. 

sovereignty 
Arguably~ con-ipetition has the advantage of promoting consumer sovere ignty, 
in the sense 1that the goods and services produced are those that consumers 
l1ave voted for ,vhen spending the pounds in their pockets. Vvl1en consumer 
sovereignty exists, {the consumer is king>. Firms and. industries that produce 
goods otJ1er than d1ose for v.,rhic11. consumers are prep-ared to pay, do n ot 
st\rvive in highly competitive markets. 

By contrast, rnonopolies and finns p roducing in highly conc,entrated markets 
may enjoy and exploit their producer soven :ignty . The goods and services 
available for consun1ers to buy are detem1ined by the finns rather than 
by consumer preferences expressed in the market place. Even if producer 
sovereignty is not exe1~cised on a 'take-it-or-leave-it' ·basis by a monopoly~ the 
monopolist may still possess sufficient market power to n1a11ipulate cons11mer 
,vants through such marketing devices as persuasive advertising. In these 
sittHUtons; 'the producer is king,. 

4.4 Monopoly and monopoly 
power 

o~~~~~~~-
T he difference between pure monopoly 
and monopoly power 
Economics studel'Hs often confuse. monopoly power whh monopoly. In 
econ on1ics ~ th.e word n1.onopoly is used in two rather different ways: in 
terms of a strict definition and in terms of a rather looser defaniti,on. The 
strict definition refers to pure tnon opoly, ,;,.vhich, as noted ear Her, occurs 
when a. single firm produces the v..~hole of the ,output o f a market. A pure 
InonopoHst faces n o con1petition at all , sinc,e there a re TlO other fir1ns to 
compete against. Th e looser definition refers t,o a market :in which there 
is a dominant firm, but there are also some othe·r firn1s in the market. 
According to this se.cond m·eaning, monop,o ly is a relative rather than an 
absolute concept. 

V·le mentioned monopoly po"'rer in seclion 4.1; under the. heading 'A first 
look at conc,ent nJJted n1,arkets 1• Virtually all firms in the real econoniy possess a 
degree of monopoly po'h~,er, which is the pow,er to act as a price maker rather 
than as a price taker. 

Monopoly power is of course strongest wh en there is only one firm in tl1e 
market~ though 1 as ,ve also mention,ed earlier~ the existence of substitute 
goods produced in other industries reduces 1nonop oly power even in a pure 
n1onopoly. The Kodak and Microsoft/Apple case studi, s below shovl hovt 
tecln1.ical progress can also erode monopoly p ower. 



Kodak's decline and f.all 
For most of the twentieth century, Kodak was the dominant firm in the global photography i nd us t ry. From the 
1960s onwards, Kodak faced growing 1competition from Japanese firms in the film-using camera market, but 
the company s.tiU enjoyed significant market power in thie markets for film .and film chemicals. 

More rec1ently, however. Kodak has become .a classic ex,a1mple of a company with significant monopoly 
power and market share de,clinin 1g as a r 1esult of changes in technol1ogy·. From th,e 19'90s onwards, 
digital c.ameras replaced film-us;ng cameras and revolutionised the photography market. For a number 
of years Kodak still made a profit from man uf actu ring photographic films and paper used for printing 
photographs, but made no profit from manufacturing film-using cameras. But then th 1e manufacture 
of photographic films and paper also went into sharp declin,e. This was because dirgita l cameras do not 
requir,e film, and digital cam,era users often do not transfer onto photographi·c paper the ima 1g,es they 
cr1eate. They pr,efer instead to keep the photographic im.ages. stonid 01n their computers, 1or to1 print the 
images on nion-ph otog raph ic paper. 

At the tim,e, entry ba1rriers wer,e much lower in the digital c.amera market than in markets for film -using 
cameras. and photographic f Hm. Sony first made the successful transit ion f ro,m video teie:h nol1ogy to digital 
photography, quickly foll.owed by co,mput,er makers and mobi t.e phone man uf actu rers. Mobi l 1e phone 
handsets ,ea pabt.e of taking digital p1ictu n~s began to outsell both 'film-using cameras and ,orcl ina ry di 1gita l 
cameras. 

D espit1e attempts to diversify and to switch tio dig ital photography, Kodak declared voluntary bankruptcy early 
in 2012. The bankruptcy 1ended in 2013 when, under new ownership, ,a slimmed-down Kodak re-emerged, 
specialising mosUy in industrial photography. 

Follow-up questions 
1 Why did Kodak's market power decline, despite the fa 1ct that its traditi 101nal business was s:tron,giy protected 

by high entry barriers? 
Name three other previously dominant firms wh ich have suffered much the same fat 1e as Kodak. 

Construct a questionnaire to1 use with your fr iends on the ways in wh ich 
they use their mo,bile phones. Wh,en taking photaigraphs, do they pr,efer 
their phones to cameras, do they text messages to friends or do they 
make phon 1e caHs. do th,ey gather most of the n,ews th,ey read from social 
media such as Facebook rather than f rom TV or print1ed news papers? 
Analyse your results. 

The US company 'Microsoft provides a good exa1nple of a mO"nopoly in the 
second, looser, 1neaning of the w,o,rd. Microsoft is the don1inant producer 
in both the US an.d world markets of personal computer operating systems. 
Microsoft is also the largest producer of computer software applications. Its 
produc ts, Word and ExceL dominate the 1~lord processor and spreadsheet 
m aTkets. Howeve1-, although Ivlicrosoft c,ontrols over 90% of the PC 
operating system market~ it faces som e competition: for e:xa.mple 1 from Linux 
and Apple. 



C SE STUD 4.4, 

Microsoft versus Appl@: Nothing lasts foreve,r 
Ther,e was a time in the 19'90s and early 2000s when M icriasoft was at l 1east as dominant as, Apple now is 
in I CT markets. Thes1e days, Mi,crosoft is st i U. around, but it"s an ailing giant - profitaibte but no longer 
innovativ,e. trying (and so far failing I to get a foothold in the post-PC. mobile. cloud-based world. 

A ppl1e·s current strength is that' it makes i P'odsi i Phones ,and iP,ads that people a re desperate to buy a1ndl on 
which the company makes huge profits. But the logic of the ICT hardware business is that thos,e profits will 
decline as the competition i ncreas,es, so Apple will becr0im,e l.ess profitable ov1er the longer term. What will 
determine Apple's future is whether it can come up with new, market-creating products. If the company· fails 
to do this. Apple maiy become a footnote in history. Just like Microsoft in 'fact. 

Follow-up questions 
1 Explain how the passage iHustrates how d1evelo1pments in technology erode mon,opoly power. 
_ Do you agree that Microsoft is ,an 'ailing giant', and that Apple may eventually become one? 

o~~~~~~~~ 
Sources of monopoly and monopoly 

~ ............................. : 
; KEY TERM ! 
• • : natural monopoly the term ; 
! has t.wo meanings. first when ! 
~ a country or firm has complete ~ 
! contro1l of ,a natural resource, i 
• • 
: and second when there is on Ly : 
• • 
; room in a market for one firm : 
• • 
: benefiting from economies of : 
~ . 
: s1ca l,e to the f uU. : 
' . 
: ..... ......................................... lllllllllli. 

power 
There are various sources of monopoly and m·onopoly pov..·er which affect the 
behaviour and performance of firms. These include the foUo\ving. 

Natural monopoly 
This occurs w·hen there is only roo1n in the n1arket for one finn benefiting 
to the full from economies of scale. 1n the past, utility industries such as 
water, gas, electricity and the telepho,ne industties ,vere rega.rded as nat ural 
monopolies. Because of the nature of their product> utility :industries 
experience a particular ma.rketing prob,lem . The industries produce a service 
that is delivered through a distribution 'Uet\vork or grid of pipes and cables 
into n1Ulions of separate businesses and hon1.es. Competition in the pro1.,ision 
of distribution grids is extremely wasteful, since it requires the duplication 
of fixed capacity, therefore causing each supplier to incur unnecessarily high 
fixed costs. 

Geographical causes of monopoly 
A pure natural monopoly can occur- ,.,,.hen , for clin1,atic or geological reasons, a 
particular country or location is the only source of supply of a ra.w mat.eria1 or 
foodstuff. 

Geographical or spatial factors also give rise to another type of n1onopol~ 
for example a single grocery store in an isolated viUage. Entry to the market 
by a second store is restricted by the fact that the local market is too S1nall. 
Monopoly does not exist in an absolute sens,e , since the ·villagers can travel 
to the nearest toViln to buy their groceries. N·evertheless\ the grocery stor,e 
can still exercise considerable n1arket power, stemn1ing from the fact that 
for n1ar1y ,..,nagers it is b,oth costly and inconvenient to shop else,vh,ere. 
Prices ·charged are likely to be higher than they would b e if con1petition 
existed n earby. 
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• • 0z · : patent a strate,gic or man- i 
• • 

<l : made barrier to markret entry i 
w "' • 
~ i caused by government i 
!:: : legis.lation protecting the right : 
1-- .. • 
~ i of a firm to be the sole : 
:,:: t producer of a patented goodi ! 

• • 
o : unless the firm grants : 
tJ .. • 

: roy.alties. for other firms. to ; 
--d' : • 

: produce the good. : 
• • • ····~··p··········,···· ........................... llli 

Government-created monopoly 
1Govemments som etimes create 1nonopo1)~ other than in u tility industries 
or natural 1nonop olies 1 i.n markets they believe are too important to leave 
lo competit ion . ln th e UK, indusui ,es su ch as coal r ail and steel were 
nattona.Hsed in the 1940s by a Labou r government and turned i.n to state
o'wned monopolies. At d1.e time, the government believed that th ese in dustries 
,~ere the com manding h eights of the econ omy1 and were essential fnr the 
well-b eing and planning of the ;,vhole econ.01ny. lt also believed that slate 
,ownership was required for the industrie.s to operate in the public interest, 
rather lhan in the narro,ver interest of thei r previous private o,vners. 

In other instances) govenm1ents may deliberately create a private m onopoly. 
Exan1ples include th.e granting of a broadcastin g franchise to a co1n1nercial 
tele'Vision company or a gatnbliing franchise to a Cc.'lsino. Both these are 
examples o,f the state using mon op oly to· regulate the consutnption of a good 
or service. In theory) at least , state mon npolies can ensure s tanda.rds nf supply 
of goods su ch as pub]ic service broadcasting, or prevent the worst excesses of 
consumption of a good su ch as ga1nbling. 

Patent la"v p ro·viclles another exaniple o.f goverffment-create.d inonopol1~ 
Patents and other fonns of intellectual copyright give businesses, writers an d 
1nusicians exclusive tight to innovations or creative work (such as a novel or a 
piece of music) for several years and sometilnes decades, though the Tight 1nay 
be difficult or in'Ipossible to ,enforce . 

o--~~~~~~~ 
Factor.s which influence monopoly power 
Besides acting as a price 1naker or exercising the po\ver to set prices, a firm's 
mon opoly po"'rer is affected by a nu1n ber of other factors. These include: the 
existence of barriers to entry. the n un1be1- of com petito,rs, advertising 1 and the 
degree of product differentiation. 

Barriers to market entry 
Barriers to market entry p revent n e,v finns enterin g the market to sh are in 
the m onopolist>s pr,ofit both in th e long run and in the short run. Th er,e are 



~ ............................. : two main types of entry barrier: na Lura l ba rriers and a rtific ia l or man-
: KEVTERMS ! 
: : made. barrier s: 
: natural barrier to entry a I 
! barrier to market entry which ! • Natural harriers, which are also k"Tio,vn as innocent barriers, include 

economies of scale and indivisibilities. Economies of scale mean that 
established large firms produce at a lower ]ong-run average co,st, and 
are n1or-e productively efficient, than sn1aUer ne,v entrants, ;..vho becon1e 
stranded on higher average cost curves. Indivisibilities prevent cenain 
goods and services being produced in plants below a certain size. 
Indivisibilities occur in 11.netal sm,f.lting and oil refining industries. 

• • 
: is not man-made. : • • 

! artifi c ia L barrier to entry a ~ 
• • • • • • .. 
~ • .. 

barri1er to market entry which : 
i 

is man-made. = • • : ................. ............................. ..... 

~ ·····························: 
: STUDY TIP i • Artificial barriers or man-made entry barriers ~ which are also known as 

strategic barriers) ar,e the res ult o f deliberate ac'tion by fimlS already in the 
ma1~ket to pI'event ne,v fin11s froi-n .entering the market. Patents are used 

• t 

! Make sure you understand ! 
• • 
: how entry barriers pro1t1ect : 
• • i monopolists and firms in I by films as a strategic barrier t,o entry. Limit pricing and predatory p ricing; 

which are explained on page 93, provide other examples of ani fi.cial baniers 
to market entry. 

: concentrated markets, and : 
• • 
i influence their behaviour. i 
• • .. . ... .. . ......................................... lllllllllili 

Patents and drug companies 
Pnarmaceuucal drug companies spend huge 
amounts of money on research and development 
IR&o, to give themselves ,a competitive 
advantage by marketing new drugs. They n~coup 
much of this expenditure through the patent 
system1. which aUows them to charge high prices 
for drugs until their mo1nopoly expires. 

Without patents., drugs companies.would be 
dead. When rivals try to breach thos,e patents, 
multinational drug companies re.act fer101ciously. 
They bring in Lobbyists. They bring in lawyers. 
Often - by their own admission - they bring in 
private detectives. Pc1tents allow drug compa nfes to recoup their high expend'tture 

'Intellectual pr1operty protection is critical to1 an on R&O 
industry like ours; s.aid the chairman of Britain's l argest drug company, GlaxoSm ithKline. 'If someone eran 
come along the next day and copy [your inventionL then no onie would 1ever put any money into1 R&D.' 

H,e add 1ed: ·u we beliieve people ar,e undermining our inteHectual property we have to dea l with it by getting 
the i nformat~on. Of course we - and I'm sur1e au o,ther corn pan ies, - use professional people who, work, 
within the law. to get that i'nformation: Private detective agencies are of ten used. Pfizer admits to using 
private detectives: 'They know the loops. in the law.· The loops,· .are many. Private detectives, r,aid rubbish 
bins, tr.ack down former empL1oy1ees. and prepare ·sung o,perations· by luring adversaries into doing business 
w iU1 f ak1e corn pain ies .. 

In developed countries, the multi national drug coirnpan ies are protected by strong patent laws. But in India. 
China and South A mierica, wh er,e respect for intellectual property has never be1en engrained. th ,e task facing 
drug companies in protecting their patents is far harder. 

Follow-up questions 
Governments in p,oor developing cou ntri,es often claim that th ,eir citizens can not afford th 1e pric1es charged 
for medicines by companies such as GlaxoiS m ith Klin 1e and Pfizer. D01 you .agree that drug pr ices should be 
lower in poor countries? J ust~·fy your ainsw,er. 
Describe how technical progress has been 1eroding the power of music industry companies to protect their 
intellectual property. 



CASE STUDY l+ .6 

The French book market 

Tha numb&r of competitors in a market 
Generally; the larger the number of con1p etitors in a. inarket, the less scope 
is there for exercising .m,onopoly power, Ho,'\\rever, there can. be exceptio,ns, 
for exan1ple 1.ivhen ,one very large don1inant finn and a large number of small 
finns, possibly occupying niche positti.ons; s1.nv"ive in the market. 

French law has long fixed book prices in France at levels set by book publishers. Readers pay th,e sa m 1e prieie 
whether they buy onli ne, f ram a big hig h-stnH~t chain or from a small bo1okseller. Extensive discounting is 
banned though 5% discounts are allowed. Result: there ar,e between 2,500 a1nd 3,000 independent bookshops 
in France. corn pared with less 'than 1 ,OOO in the UK. Most s.mall French towns hav,e at least two bookshops 
and there is a wide choice of books on display. 

The French government says that th,e banning of discounts 1of more than 50/cD has, sav1ed its independent books,tores 
from the ravages of free-market capitalism that hit the UK when it abandoned fixed prices. N1evertheless, the 
owners of F-rench bookshops stiU argue th,ey cannot. ,compete with Amazon, even with Amazon·s discounts limited 
to1 5°/o, because the online retailer provides free postage and free fast delivery deals on top of the discount. 
Consumers can ,als,o bypass French law by ordering books online in countries such as Belgium. 

lhe French culture minister recently said: 'Everyone has had enough o'f Amazon, wh ich. by dumping 
practices, sLas.hes prices to get a foothold in mark,ets only to raise them as soion as they hav1e 1es:t,ablished ;a 

virtual monopoly ... the book and read ing sector is facing1 competition f rom certain sites using1 every po1ssibl,e 
means, to enter the French a1nd Europiean book market. .. it is destroy ing booikshops." 

Follow-up questions 
1 UK bookshops are not protected from competition ,exercis.ed by companies such as Amazon. State one 

advantage and one cHsadvantage for book buyers of competition in the book market. 
Book authors claim that they are suffering friom Amazon's markeUng strategy. Why· might this, be the 1case? 

•••••••••••••••••••••••••••••• t . : 
II • • • • • 
: informative advert,ising ; 
t ; i provid1es consumers and : 
: producers with useful : 
• • 
: information about goods or ; 
! services. ! . "' 
• • i • 

= persua s1ve ad vert1si n g : 
• • !I 

: attempts to persuade potential : 
• • f custorne rs that a good or i 
: service posses,ses desirable : 
• • i charaieteristics that make it : 
t i • worth buying. "' . "' • 41 

: saturation advertising : 
i • I 

: thr,ough flooding the marke·t : 
• • 
: with information and : 
! persuasion about a firm·s ! 
• • 
: product, this functions as a : 
• • i man-made barrier to market ! . "' : entry by making it d ifflcult for : 
• • i smaUer firms to corn pete. ; 

=·········~·· ··········~ .................... .... 

Advertising and monopoly power 
Advertising can be dlivilded into infonnative advertising and persuasive 
adv·ettising. As the name suggests 1 in ro nnati vc a d vcrtL j ng increases 
cotnpetition because it provides consun1ers and producers Vifith useful 
infonnati,011 about goods and s rvices which are available to buy; and about 
'the different goods th~t different £inns are producing. 

By making the demand curve [or a product less piice elastic, persuasive 
ad,Tc rtising, by contrast 1 often reduces competition. In effect 7 customers 
become 'captive customers~ wh o are unwilling to buy a cheaper su.bstitute 
good. Persuasive advertising t1ies to inake people believe that a product is a 
~must-have, product. Little information about the good itself is provided, for 
example its price. Instead, advenisements focus on ho,v ownership or use 
,of the product will improve the consumers feelings o.f seJf-worth and/or the 
hnage portrayed to other people. 

Persuasive advertising often goes hand in hand mth saturatio n ad v rtis ing . 
M·onopoHes and other large firms ·use saturation advertising to prev nt sn1aU 
finns entering the 1narket. The small firms are unable to enter the industry 
because they cannot afford the n--iinimum level of advertising and ·Other fom1s 
of pro1notion for their goods "''hich are necessary to persuade retailers to stock 
their products. The n1ass-advertising1 brand unaging and other n1arke.ting 
strategies of large established finns effectively crowd out nevlcomers from the 



~ ............................. : market place. Supermarkets are often unwilling to stock goods produced by 
: K EV TERM : h k b h . d . ffi . I d . a : : new entrants tot e ·mar -et ecause t e1r pro ucts are 1.nsu c1errt y a vernse . 
• product differentiation • 
~ making a product different ! Product differentiation 
: from other products through : i product design, the method of i 1Vlonopoly po,,ver is also influenced by prod uct di rri re11tiatio 111 i\~hi,ch catt 
! producing the product, or f l1ave much the same effect on monopoly power as persuasive advertising. 
• • 
! through its functionality. : 
• • 
: ....... ........................................ llllllllli 

~ -····························: 
: KEYTERM i 
• • 
: quantity setter a firm chooses : . .. 
i the quantity o'f a good to sell, : 
• . - - !I 

: rather than its price. In : 
• • i monopoly, the market demand i 
: curve then dictates the i • • • • 
: maximum price that can be : 
i charged if the firm is to ! . .. 
: success tu Uy sell its chosen : 
II ;, 

: quantity. ; 
• • : ...................... ~ .................... .... 

Product differentiation means making a p articular p roduct different from other 
products, " 'hether those produced by the fin:11 itself or those produced by 1ival 
firms . The differentiation may result from the design o f the product , from the 
n1cthod of producing the product, or from other characteristics of d ie product 
such as its ability lo function properly. Along with persuasive advertising 
and od1eT elei-nents o.f a firms marketing strategy, product differentiation can 
increase a firm,s monopoly poi;ver. 

Consider~ for exa1nple, the market for cola drinks. Coca-Cola is the global brand 
leader. For many cola drinkers; successful product differentiation, resulting i.n 
part frotn persuasive advertising and brand imaging conduct,ed over decades, 
means that Coca-Cola has become a Lmust-bave' drink; superior to its inferior 
substitutes. AU th ese elements of Coca-Cola's marketing strategy have successfully 
shifted the demand curve for Coca-Colas products to the right, while at the same 
time 1:uaking the den1and curve highly inelastic. This 1neans that tnany consumers 
are prepared to pay more for Coca-Cola than for O\Vll-band supermarket colas. 

o~~~~~~~~ 
Monopoly and market demand 
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We noted earlier that the demand curve for the output of the most 
extrem fom1 of a cornpetitive matket, nan1ely perfect c,ompetition, is 
per fectly elastic and lies along the n lhng market price set by market 
de1nand and supply in the market as a whole. By c,ontrast ~ in pure 
monopol~ the demand curve for the m onopolists output is the market 
den1and curve, which slopes do\~rnwards to the tigh t. If there is only 
one firm in the 1narket) demand for the monopolist's ot.-1.tput .and market 
demand are the sam:e! 

output =AR 

0 10 30 Quamltysold 

Figure 4~4 The demand curve for a 
monopollst"s output 

~ ······••t••••••••••t••·······= 
i STUDY TIP ~ . ' i Make sure you understand that i 
: a, monopoly can be a price : 
• • 
: maker or a quantity setter, but : 
• i 

: genera Uy not both at the same : 
• • 
: ti me I u n less it can shift the : 
• • : demand curve. e.g. through : 
• • 
: effective marketing of its : 
i products. i 
• • • • 
············~·········· ......................... ...-i 

This is illustrated in Figure 4 .4. ;..vhich is basicaHy th-e same diagra1n as 
Figure 3 .12 in Chapter 3. 

The downward-sloping den1and curve affects the n"Lonopolist in one of two 
different ways. l f the monopolist its a price maker; choosing to set the price at 
v.rhich the p roduct is sold) the demand curve dictates the maxin1um output 
that can be sold at tl1is price. For example, if the price is set at £1.50 in Figure 
4 .4. the n1axin1um quantity that can b e sold at this price is 30 units of the 
good.. But if the m onopolist raises th e price to £250, sales faU 10 10 unhs. 
Ahen1atively; if the ·m onopolist is a quantity sett r rather than a price maker, 
the demand curve dictates the maximum price at which the eho,sen quantity 
can b e sold. The fact that the de1nand curve is downward-sloping 1neans that 
the monopolist faces a trade.--off. A monopoly cannot set price and quantity 
independently of each other. 

ln real life.) monopolists and other imperfectly co1npetitive firms try to escape 
from the c·hoice o.f being eith er a pri·ce maker or a quantity seuer by using 
advertising and o ther forms of marketing to shift the demand curve for lheir 
products to· the right. Ho,wever, the effectiveness of such a strategy may b e 
lhnited by retaliatory advertising by rival firms. 



o~~~~~~~~ 
~ ............................. : Concentration ratios and market structure 

; KEYTERM i 
I I 

; concentration ratio a ratio : .. ... 

: which indicates the total market i 
~ share of a number of leading i 
• • 
; firms in a market. or the output : 
! of thes1e firms as a per,centage ! 
• • : i0t total market output. : 
• II • • 
: o ligo po Ly a market dominated : .. ... 

: by ,a few firms. : . "' . ~ •••••••••••r•••••••••••lilllllllllllllllllllllllllllllllllii 
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Monisons 
11 .7% 

Waitrose 
4.8% Others 

13 .. 1% 

Concentration ra.ti s provide .a good indicator of the degree of n1onopoly 
po\\rer in a market structure. For examp]e 1 a five-firm concentration ratio 
sh ows 'the p ercentage of output in an industry p rodu c,ed by the five largest 
finns in the industry. In March 2013, the five-firm concentrati.on ratio in the 
UK sup ermarket industry can be calcula1ed from the markei share data shown 
in Figure 4 .S. Th e five-firm concentration 1~atio of 82.1 % indicates that the 
super111ark et industry is an oligopoly. 

Of course> if d1.e one-fi.m1. concentration ratio in an indusrry is 100%, the 
market is a pure monopoly. Concentration ratios are calculated by first r~ nking 

in descending order the :m:narket shares of the leading firms in the 
industry or market The market shar s are then added up) one by one, 
again in desce-nding order. The five-fhm concentration ratio is tl1e11 the 
cumulative percentage market share of ithe five leading firms. Likewise 
the eight-fim-1 concentration ratio is the cumulative market share of the 
eight leading firms. 

Sainsburys 
16.1% 

Tes<:o 
29A % Alteni.atively, concentration ratios can b e calculated from th e total output 

figures of th e. leading firms in the m a1·ket . To calculate th e five-firm 

ASDA 17.9% 

Figure 4.5 Market share s in the lJK 
supermar,ket ind ust ry·. 2013 

concentration ratio in this way; first add together the total outputs of the 
five leading firms an d then place th cumulative output of these £inns 
ass ratio of the total output of all the firn1s that n1.ake up the market. 
Similar calculation s can then be m ade) if required) to find the tw.o-finn 
concentration ratio, th e three-firm concen tration ratio , and so on. 

~ ................................................................................•............. 

i QUANTITATIVE SKILLS 4.1 
• 
= Wo rked example: calculating concentration ratios 
f .. Calcu Late the th ree .. firm concentration r atio, in t h.e US mar ket for • 
= . : smartphones i,n J anuary 2014. from the ma,rket share data show n in : 
• • 
i Tab Le 4 .. 2., i • • ... ... . ... i Table 4.2 i 
• • ~ . 
' . • • • • • • • • • • 
! i 
: i • • • • • • • • • • • • 
~ ~ 

! : . ... • • : : 
: i • • • • • • • • • • 
f In th is example, the data in the table has not been rank1ed in descend ing ~ 
: order of market share, so the first th ing to1 do is to pick out the thriee : 
• • 
: lead ing firms. These a re Samsung (51. 7°/o)I, Apple (41.6°/ol and M icros 1oft : 
i (3.3o/ol. These add to 96.,6°/o. The thre1e-firm concentration ra tio in the US i 
... ... 

; market for smartphones in January 2014 w,as thus 96.6 or 96.60/o. (Note: in : 
~ i 
: April 2014 M icr-osoft took over Nokia, which reduced the number 1of firms in : 
• • 
: the US market for smartphones,. but the Nokia bra ndname is still used by : 
f . • 

: M i cr-0s,oft. I ! 
• • • • ................................................................................................................ llllllli 
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The case against monopoly 
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Figure l.~6 The case against 
1monopoly: a monopoly may restrict 
output so as to raise the price 

~ ·····························: 
i STUDY TIP i 
I • 

: Productive efficiency is a key : 
• • 
: concept that can be used in the : 
• • 
: analysis of a wide rang 1e of : 
• • 
: eco1nomic topics, for example ; 
! taxation a1nd market failures, I 
• • 
: studied Later in the course. : • • • • i 
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• • • • 

Exploiting consumers by restricting output and raising 
the price 
Figure 4.6 ilh1strates how a. monopoly can increase its profit by re.ducing 
n1arket output compared to the output that would be produced in a 
competitive mai,ket , which enables the monopoly to increase the price it 
charges. If the market is competitive, the ,con1bined output of all the firms in 
the market is output Q1, which they sell a t price P1. 

Su1lpose a monopoly no~,,- r places the ,con1.petitive firms. The n1.onopoly 
uses its market p ower to restrict output to .Q2 and to hike the price up to 
P2. Market failure and. resource 1nisallocatio n occur ·because, co1npared to 
the competitive market) output falls and tl1e price rises. Higher prices m,ean 
that consuiners buy less of the good tban they would have~ had the price 
remained lovler. This is an example of resource 1nisallocalion: too little of the 
good is produced and cons umed, at too high a p ric,e. Econ.on"Iic welfare is ]ess 
than it could be. A recent example in the UK has been high gas and electricity 
prices charged by oligopoly energy companies. The finus b enefit fro1n higher 
profits) but 1na11.y of d1eir customel'S > particularly old people living on their 
o\.vn, reduce their consun1ption and en d up in cold v\'inters living in freezing 
houses. 

A monopolists ability to exercise producer sovereignty and exploit consumers 
by raising its price is greatest ·when demand for the product is inelastic. 
P rsuasi,ve advertising, b rand imaging nd. othet marketing stra.t gies aim to 
reduce elasticity of demand and shift the demand curve to the rigl11t. 

Productive inefficiency and monopoly 
: resource misalloc-ation when : ! resources are allocated in a ! 1\1,onopoly m ay also be productively inefficient in compa1ison to firms in a 
! way which does not maximise ! competitive market. We saw earlier in the chapter ho\v the entry of new firms 
i economic we Hare. i reduces the price in a competitive m arket. This means that to -ren1ain 
i co llusion ,co-operation ! profitable, competitive firms n1ust reduce their costs of production by as much 
• • 
j between firms, for exampl,e to ! as they can. The pressure to do this is less po'-verful in monopoly- pro,ided 
: fix prices. Siome forms of : it is fully protected by barriers to market entry. The threat of entry by new 
• • i collusion may be in tne public i finns can also exert pressu1·e on n1onopolies to reduce costs. Ho,v... .. ever, in the 
~ inter,eSit, for 1example joint ~ absence of ,economies of scale (see the section on the r,e-asons for economies of . ' i research and Labour training i scale on page 66)~ a n1onop0Hstis average costs r:nay be higher than those of 
: h .. : sc emes. : compedri,;le firms, which would mean that tl1e monopoly ends up being 
• • .......................... ._______ produ,ctively less efficient. 
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Figure 4.7 A price ring resutting from a cartel 
ag reQ,me,nt 

Sometimes finns competing against each other in concentrated markets 
decide t,o reduce competition and give then1Selves a.n easier Ufe by 
unde1·takingjoint agreements and colluding together. A con1rnon fonn 
of col lu iun is the formation of a price ring o,r cartel agreement, though 
the. fact that these are generaUy illegal means that they are generally 
undercover agreen1.ents. 

In Figure 4 .7, five firrns jointly a.gt-ee to charge a price to keep Finn 
E, which is the least productively efficient firm; in the market. In a 
con1peti tiv,e tnarket, Finn E ·,vould have to reduce costs or go out of 
busine-ss. Cartel agre.,e.m,ents enable ine.ffi.cient Orms to stay in business~ 
while other more efficient tnenlbers of the price ring enjoy high profits. 
By protecting inefficient firms and enabling finns t,o enjoy an easy life 



p1:otected f-rom competiti.on, cartels display the disadvantages of monopoly 
but gene·rally without the benefits that monopoly can somelimes bring. (These 
benefits ar explain d i111he next section.) 

TEST YOURSELF 4.2 
Calculating price elasticity of demand 
Figur,e 4.8 shows. the market dem.and ,curv,e for a product: 

3.20 

3.00 

1.20 

1.00 

100 200 600 700 Quantity 

Figure 4.8 The meirket demaind curve for a product 

Calculate th,e price ,elasticity 1of demand 'feir the product when 

{a] the go,o,d's price, falls fro 1m £:3 .. 20 to £3~00 

[b) th e goad's price falls from £1..20 to £1 .. 00 

What do these fig;ures tell you ab,out the way price etasticity of demand cha1ng,es_ mov ing alon,g1 a str aig,ht ... 
Li'ne demand curve shown in Figure t. .. B? 

0 

0 The potential benefits of monopoly 
The benefits resulting from economies of scale 

A monopoly 
ben~frting from 
economies of 
scale 

Long-run 
avera_ge cost 

--.__..:..tl_RA_C} 

Q, 

C,onsider now Figure 4.9. As vte. noted earlier_ many ma.rkels are too 
small to allow n1or,e than one firm to benefit f:rom inten1.al econ.01.nies 
of scale, which means that the firm is a natural monopoly. 

Figure 1..9 Econom·ies of sca le can mean that 
lo ng-ru n ave rage costs faU in monopoly 

In Figure 4.9~ econon1ies of scale are sho"Wll by lhe downward
sloping average cost curve. A monopoly, enjoying the benefits of 
econonnes of scale can produce output Q1 at an average cost (,or 
unit cost) of C1. However1 if there are a large number of competitive 
firms in the market there is unlil{e]y lo be sufficient r,oom in the 
market Cor each firm to reduce average oosts by gaining the benefits 
of econon1ies of scale. Achieving economies of scale would reduce 
the number of firms in the market, ,vhich would be likely to reduce 
competition. 

~ ···~······················-~·······~·~····~·············~······,,·~·····,·····················~ 
: STUDY TIP i 
i Make sure you can Unk economies of sca le to the growth of monopolies. I 
• • 
: Recap on how a U-shaped long-run average cos,t curve is. used to illustrate : 
• • i economies and diseconomies of scale. i 
• • 
: •••••••••••••••••••••••••••••••••••••••••••• 7 ................................................................... lllllllmii 



~ ···················••t•••••••: 
: KEY TERMS : • • 

TEST YOURSELF , .3 
Table 4.3 shows a firm's lon 1g-run average cost schedule. From the data 
prov ided , draw a LRAC curve on graph paper. 
Table 4.3 

5 500 

10 400 
·~ 5 300 

20 200' 
25 100 

30 200 
35 300 

40 400 

so 500 

1 C1omm1ent on the econom1ies and diseconomies of scale th·e firm 
experiences at different levels of output. 

2 Suppose that consumers 1only want 25,000 units of the good, howev1er 
low the good's price. Comment on how th is might af fect the structure 1of 
the mark1et in which the fi rm1 is selling the good. 

• • 
! invention creates n,ew ideas i The benefits of invention and innovation 
: for products or processes. : 
~ innovation converts the I A m,onopoly rnay also benefit from anoth er advantage possibly denied to, fim1s 
: results of invention intoi : in a competitive market. For example, protected by a patent that prevents 
• • i marketable products or i competitors fro1n fr,ee-riding ·On hs success. a monopoly can use its high 
: services. f profits to finance product innovation. Monopoly profit can fund r,esearch and 
• • : ........................... ._ ______ • develop 111,ent (R&D), \\rhich leads to better ways o f m aking existing products 

~ -----·······-----······-----·: : STUDY TIP : • • • • 
; Learn how to relate monopoly i 
! to market failure (see ! 
• • : Chapt1er SJ. : 
• • ... 
•• , •• ,fftt•••••ttfff,t•"l!!!!!!!!!! ... iiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiliiiili 

and to the developtneu.t of co1npletely ne,v products. 

1 nv ntion is about creating new ideas for products or processes. lnnl. va ti n , 
by contrast, converts the results of invention into n1arketablc products or 
services. Many inv,entions fail t,o see th light of day because they have no 
practical use. It is innovation) rather d1.an invention> that is really hnportant 
for the success of a fi.n11. 

Vis.i t a loca l town centre shopping district. Calculate the number of coff,ee 
bars operated by companies. such ,as. Costa. Starbucks et,c., and a l5,o local 
independ 1ent coff1ee bars and caf1es. Then calculate the thre1e-flrm 
concentration ratio for nejghbou rh iood coffee bars and cafes. What do 
your r ,esults teU you a bout this industry-s market structure? How do the 
coffee bars and cafes you have observed compete with each other? 

4.5 The competitive market process 
Competition is a dynamic process ,vhich takes plaoe over a period of time 
and is aboul u1uch rnore than just p1ice competition. Indeed, c,on1petition of 
various tyi,es is often extre1nely vigorous in highly concentrated markets. 



EXTE SIO AT RIAL 

What forms of competition would exist in perfect 
competition? 
We mentioned earlier that the form of ,competition kn own as perfect corn petition doe Sr not actua Uy 
exi.st. This is because no real-world market, however c101mpetitive, posses,ses the s,ix characteristics 
or ,conditions necessary fo,r perfect competition . The best t hat can be said about real-world markets 
is that some of them approximate to perfect competiU on, possessing some, but not all, of the required 
characteristics. 

Al.though perfect competition is an abstract and unreal market structure, it is interesting to consider the 
fo,rms competitiion might take in a perfectly coim petit ive market economy. The first p1oint to note is that price 
competition~ in the foirm of pric,e wars or price cutting by individual firms. wou ld not tak,e place. In perfect 
corn petition, a H firms are pass,ive price takers, able to seH all the output they prod uc1e at the ruling market 
price determined in the market as a whole. In this situation, firms can not gain sales air market shar,e by 
price cutting. Other forms of competit ion - inv1olving H1e use of advertising, packaging1, brand imaging or the 
provision of after-sal,es service to different iate a firm's product from those of its competitors - simply destroy 
the ,conditio1ns of p,erfect coimp,e'Htion. These are the f iorms 1of competitio1n which are prevalent, together wHh 
pric1e competition, in th ,e real economy in which we live. 

So th1e only 'foirm of competition. both avai lable to firms and al so compatible with ma~ntaining th,e 
conditions of perf1ect com1petition. is ,cost-cutting competit ion. Cost-cutting competition is likely in perfect 
competition becaus,e each firm has an incent ive to reduc 1e costs in order t 10 make more profit. But even 
the existence of cost-cuttin 1g co1mpetition in a perfect market can be qu1es,tioned. Why· shou ld firms finance 
research ~nto cost-cutting technical progress when th,ey know that other firms have instant access to 
au market information and that any extra profits resu Lti ng from succiess f ul cos t-c utti ng can only bie 
temporary? 
Think als10 of the nature of competition in a perfect market from the perspiective of a typical consum 1er. Th,e 
choice is simultaneously v,ery broad and very narrow. The consumer has the doubtful luxury· of maximum 
choice in t 1erms of the number o'f firms or s,uppliers, fr10 1m whom to purchase a product. Yet ,each firm is 
s,upplying an id,entical good or service at exactly the same price. In this sense. there would be no choice at au 
in perfect competition. 

()~R_e_a-L--w-o-r-Ld--fo_r_m~s-o_f_c_o_m_p_e_t_it-io-n~~~~ 

~ ·····························: : KEYTERM : 
• • 
: price competition reducing : 
• • i the price of a good or service I 
: t101 gain sales by mak in1g it more : 
! attractive for consu miers. ! 
• • 
: ................... .. . .............................. llllllli 

Vari,ous fonns of con1i:>etition take place in real-world markets. These include 
price competition~ d1.e use of persuasive adve1ti.sing, product differentiation 
tnarketing competition, brand hnaging., packaging competition, the use of 
fashion> style andl design; and quality competition) including the provision of 
point-of-sale service and after-sales servic·e. By enabling finns to tell consu1nets 
that their p,roducts are superior to those offered by rival finns > innovation 
is also a significant part of the co1npe.titive process. Although some of these 
forms of competition may enhance a firms monopoly power> many of them 
increase the degree of competition in the· n1arket by alerting consun1ers to the 
available choices and their features and creating products and services that 
best meet the needs of consumers. 

Price competition 
We no\\' take a closer look a.t pr ice coin pe tition. This lakes place \Vhen a [irm 
reduces prices in order to sell n1ore of a good or service. lncreased sales can 
occur in two different but interrelated ways. ]n 1he first; consumers sv.-itch 



~ -····························: 
! KEYTERMS i 
• + 

: Li mit pricing r 1educing the : 
• • 
: pr ice of a 9100d to j ust above : 
' ~ 
: av,erage cost to deter th,e : 
• • : entry. of new f irms into the ; 
= ; 
= market. Prices ,ar1e set ,at : • • • • i levels wlh ich are Ukely to1 make i 
: it unprofita1ble for potential : 
• • 
: entrants who1 might consider : 
• • 
: coming into the market. : 
• • • • : predatory pric ing t iemporar ily : 
• • ; reducin,g the price of ,a good to : 
• • 
: be Low aver age c1ost t 10 drive : 
: . 
i sma Uer firms or new market f 
: entrants out of th,e market. : 
• • • • ....................... . .............................. 

fron1 other niarkets ·where p1ices a.re hig.her and buy this good instead. In the 
secon d~ consumers switch from buying similar goods from rival firms within 
tll - "'ame market to buy the good from th e firm that h s cut its pric . 

It is sometilnes argued, though \\11.thout n1uch evidence.i that com petitive firms 
do nott like to use price co,mp etition because it leads to seU-defeating price 
wars, which ultin1ately only benefit consumers. However~ there are a number 
of \Vays in which firms undenake p1lice competition ~ panicul.arly in markets 
dominated by just a fe"r firms. Tl1ese include: 

• ~special offer' pricing Finns introduc,e ten1porary 'special offer~ prices 
on some of th,e. go,ods they are selling. Supermarket plicing provides 
many examples of this, for e..-xample by offering cen ain goods for sale at 
discounted prices for a limite.d period of tim,e. 

• Limit pricing This is often linked to relatively .short-lived price wars, w11ich 
result from finns already in the market attempting to gain or to defend market 
share or to 'kill off' new market entrant s. With li1nit pricing, finns already 
in the market sacrifice sho11-run profi't maximisation in ,order to ma1\.imise 
lon g-n1n profits} acl1ieved through deterring the _entry of ne,v firms. They 
do this because th. y fear increased competition and loss of market po\.ver. 
For exmnple, a large. pest cont rol con1pany which dominates the UK n1arket 
usually charges the san1e plices throughout the country: Ho\vever, ,~lhen new 
firms begin to enter local 1narkets, the don1inau t firm (which is likely to have 
]ovler costs than potential entrantsJ responds by reducing its prices in these 
markets, in an auem.pt to deter n1arket entry. 
Should ]in1i't pricing be regarded as an exan1ple o.f a c,ompetitive pricing 
strategy~ vthich reduc,es prices and the profits enjoyed by the established 
firms in the n-iarket? Or is limit pricing basically anti-competitive and 
unjustifiable? The answer probably depends on circumstances, but when 
Htnit pricing extends into predato1y pricing, there is .a much c learer case 
that .such a pricing strategy is anti-competitive an.d against the consun1ers> 
inter,est. 

• Predatory pricing \¥here.as limit p ricing deters market e.ntry, successful 
p dat ry pricing removes recent en trants to the market. Predatory priciug 
occurs when an established or i11cu1nbent .firm deliberately sets prices below 
costs to force ne,v market entrants out of business. Once the ne"' entrants 
have left the market, the established firm may decide to r.estor,e prices to 
their previous levels. Both lin1it pricing and predatory pricing form barriers 
to. market entry. 

Though sup rfici.ally they provide exa1nples of larg firms competing 
vigorously with each other, some fonns of ~comp etition' such as the setting 
of pre.datory prices, are in fact anti-competitive, bolst~ring monopoly power, 
which in tum gives rise to consun1er exploitation. 

~ •+++••~lll~++••1111•+++•11111•+++•tlll••+++••111+•+•••111•+++••11•1++•+••1111•++••1111+~••••11: 

: STUDY TIP i 
• • i Make sure you understand various forms of both pr ,ce and non-price i 
: compet it ion, and a re able describe .and explain some of t hese practices. : 
• • i such as the use of persuasive advertising. : 
• • • ....................................................................................................................... 



Newspapers and predatory pricing 
Over 20 ye,ars ago, in 199'3, Rupert Murdoch, own,er of one Britain's. most 
upmark,et newspapers, The Times, and one 1of its most downmairket, 
th,e Sun. slashed the price of The Times from 45 pence to 30 p,enc,e, 
undercutting the prices charged by the UK's, 1other 'quaUty· newspapers. 

Journalists. medi,a analysts, and especially the r ival Daily Telegraph, the 
largest-selling upmarket newspaper in En,gland, waited anxiously to 
see wha t wou ld happen next. Th,ey soon fo,und out. Murdoch's plan was 
s,imple: lower the price and people wi U buy. Sure enough. The Times· 
circulatio1n began climbing and that of iothers began falUn1g. The Daily 
r:etegraph. panicking at seeing its circulation dip below 1 million fo,r the 
first time s ince th,e 1950s, qu ickly cut its price from 48 pence to 30 pence. 

The Times immediat,ely responded by putting a 20 pence price ta,g on 
its paper. a m1ov,e the Daily Telegraph ,could not afford t10 fo llow. In fact, 
The Tim,es couldn't have afforded its price cut if it w,eren·t subsidised by 
Murdoch's vast media empir,e. 

What exa1ctly was Murdoch trying t 10 clo? To some, it was s,imple: he hoped 
to kiU off his r ivals. In an editorial headUn,ed, 'A Price Wa r w ith Mur der 
in its Si1ghts·, the Daily Mirror Launched a fuU-pag ,e attack on Murdoch, 
asserting that Murdoch was, practising noth ing less than "predatory 
pricing - seUing his newspaper at a loss, at a figure that his rivals could 
nrot match'. 

·originally he wanted to prove that the newspaper market was price
Siensitive." said a spok,esperson for Murdoch's UK publishing company. 
'People were saying it wasn't true that people bought newsp,apers based . . on pnc,e. 

But the Independent, another quaUty news pa per, which i nitia Uy resis,ted 
cutting its price, did not believe Murdoch's aims were so benign. The 
lnclependent filed two complaints, with the goviernment's competit ion 
a1uthorities, arguing that The Times-· price cuts w,ere anti-competitive 
and amounted to predatory pricing. However, the authorities rejected 
both ctaims. Proof that even Murdoch could n·t maintain Lower prices 
j ndefin it,ely was h is decision a few months later t ,o, r ais.e agajn the prices 
of both the Sun and The Tim,es. 

Follow-up questions 
1 Explain the diff,erenie:e between predatory pricing and limit pr icin,g. 

Do you believe that Rupert Murdoch's price cuts were anti-competitive 
,and against the public interest? Justify your answ,er. 



• M.ark1et structures are defined by· the number of firms in the market and by other factors such ais marke t 
concentration, entry barriers. and the degree of product diff,erentiation. 
Perfect c1ompetition is the extreme example of a c1ompetit ive market structur 1e, wh ile pure monopoly is the 
most ex tr1eme example of a concentrated market structure. 
Economists usually assume that firms aim to maximise prof its, but in the real world firms may have other 
object ives. 
The miore competitive the market, the great1er the like lihood t hat fi rms are pr ice takers. 
The less competitive a na the more concentrated the market; the greater the likel ihood th.at fi rms ar e price 
makers. 
In the extreme, a price taker faces a perfectly elasHc demand curve for its product, which is th 1e r uling 
market price in the market as a who1l 1e. The curv,e is also1 th,e avier age revenue curve. 
By· contrast, for a pure monopoly, the downward-sloping market demand cu rv,e is the d1em and curve for the 
monopolist's output, and .also its, ave rag,e revenue curve. 
A monopolist may choose to be a quantity setter r iather than a price maker. 
Monopoly must not be 1confus,ed with moinopoly power. Firms in every mar ket exc 1ept perfect competitiion can 
exercise a d,egr,ee iof monop1oly power, wh ich increas.es with market concentration. 
The existenc1e of barriers to market entry is on,e of the main factors that increase monopoly· power or market 
power. 
Barriers to mark1et entry divide into natural or ·1nnr0cenr entry barriers and man -made or strategic 1entry 
barriers. 
Persuasive and saturation advertising are used as strat,egic entry ba rriers . 
Mark1et cioncentration can be m,easured by coince ntration rat ios. 
Monopolies and firms in concentrated markets can benefit from economies of sca le and high levels of 
i nves,tment and product innov.ation fi nanced by high profits. 
Monopolies use ,entry barri 1ers to pr1omote an · easy lit e· and they a re often productively inefficient. 
Forms 0 1f collusion s.uch as ea rte ls 01r pr ice rings may lead to som,e of the worst tor ms ot monopoly·, 
restricting output, hiking up prices and promoting ineffi 1cie ncy. 
Fi rrns with monopoly power, 01peraU ng in concent rated markets~ may try to use limit pricing to deter the 
entry of new firms into the market. 
If they aire able to, they may also use pr edatory pr icing to · kiU off' firms which have al ready entered t he 
markiet . 

Questions 
I Ex plain why the m arket [or tomatoes is co1npetitive w hereas the market for tap water is uncon1.peti.tive. 

l Assess the ro le of mark ets in a mixed econ omy such as the UK e,oonomy: 

3 Describe four different circumstances in which mon,opoly may occur. 

4 State the circumstances in which m onopoly inay b e (a) productively inefficient and (b) p roductively 
efficient . 

5 Outline three different fo,r1ns of co1npe'lition that take place in markets. 

6 'Since perfect competition does n ot exist in real-\vorld n1arkets, there are n o lessons to learn from this 
tnarket structure:. - Critically evaluate this state.m ent. 



The market 
mechanism market ,. 

failure and government 
intervention in markets 

•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• • • • • • • I • .. .. 
Ear liier chapters have exp lain ed how ,markets work., Th:is chapter starts by : 

• 
• • • • • II 

add ing another di:m,ensio ni by ~ntrod ucing and exp la1 ni1ng the four fun et ion s : 
• 

that prf ce s !Perform 1i n a 1market eco no myl or in th e rm a rket sector of a : 
'I • • • .. mixed economy. It then exp lains how, wlnen on e or more of these four : 
• 

; fun ct ions breaks down j rmarket failure occurs. ,. 
I The next sec t~o ns look in some detail a.t the 1ma,i:n, forms of ma rket fa ilure : 
• 
: publi'c goods1 merit and demerit goods, and externalitiies. Th is is followed 
! by arn exp1la nation of how monopoly a·n d imperfect ma rkets - top ~c s 
• : covere d ,n Chapter 4 - are sources of market fa ilure. We then go on to 
• i explain how incom e and w ealth i,nequaUties a re a f or 1m of mar ket f ailure . .. • 
: tn developed countries such as the UK. the existence of market fai lure 
• : leads to g:over nm ent intervenhon in the ec onomy to make :markets function 
• 

• • • 
! • • • • • • 
! 

: better. and in some cases to replace the market wit h state prov~s1on of 
• f 

! goods and servk es. 1n the fin al sections of the chapter. we explain and ! 
• • 
: evailuate the m ethods of government intervention, and the government : .. . j fa Hu re which ari ses when th e 1interventiion cr eaites new problem s. i 
........................................................................................ ........................ llllllli 

~ ······························································································: : LEARNING OBJECTIV S i 
! Th rs chapter will exp1Lai1n: ! 
• • • • 
: • the four functions that pric,es perform : 
t t 
: • how markets and prices affect resource allocation : 
• • 
; • the meaning 0 1f market failure. distinguishing between 1complete and i 
: partial market fa Hu r,e : 
• • • • : • market failure in terms of the breakd101wn of the four tu nctions of prices i 
! • market failure in tier ms of the important economic ieoncepts of ef ficien 1cy ! 
• : and 1equity 
• 
= • the d iffer1ence between a p rivate g 1ood and a public good .. 
• : • the d iffer1enoe between a pure public good and a quasi-public good 
i • the d ifferenc,e between a merit good and a demerit good i 
• • 
~ • how externalities lead to1 rnark1et faHure in the case of merit and demerit goods ~ 

! • how u nd 1er-consumption o'f merit goods and 0 1ver-cons,umption of ~ 
i demerit goods may result from information pr1oblems i 
• • : • how monopoly may lead to market tailu re and resource misallocation : 
• • 
: • how incom 1e and wealth inequalities. l ,ead to markret failure : 
• • i • how government intervention in the economy tries to1 cor rect market fa ilur1e i 
J • how go1vern ment intervention in markets may itself result in go1vern ment i . . " : fa 1lure : t ~ . ~ 

• • 
·················~······································································ ......................... ~ 



5.1 How markets and prices 
allocate resources 

o~~~~~~~~ 
The functions of prices 

~ t••••••~•;+••••••••• •••t•••••, 
: KEY TERM : + + • • i si g na lli ng function of prices i 
: prices provide informatiion to : 
• • 
: buyers and sellers. : 
• • • • ................................................ llllllllli 

Earlier chapters h ave p rovided lots of info rmation ab out the role of prices in a 
market economy or in. the market sector of a mixed economy. So far howe,:-er; 
w e have not dra,vn attention to the precise functions that prices perfor1n. 
These are: 

• the sign a Hing function 
• the incentive function 
• the rationing function 
• the alllocati ve function 

Prices signal information 
Prices p rovide infom--iation that allows b uyers and sellers in a market to plan 
and coordin ate their economic activities. This is the signalling function of 
pric ... . Here is an exan1ple. Most Friday a fternoons~ a woman visits a loca] 
street m arket to buy frui t and vegetables for her family. She v.rants to buy both 
st rawberries and raspberries. On Teachin g the m arket she ]o,oks at the p1ices 
displayed. by the marker vendoTS on white plastic tabs stuck into each tray 
of p roduce. The p rices ch arged, which m ay not be the same at all the m arket 
stalls, provide vital information about whal to buy: 

Prices create incentives 

s 

Prtce rfl!iie creates 
Incentive for more 
to be sup~ h~d p 

l Exce-ss demand D 

The inforn1ation signJUed by relative prices such as the 
price of stra,vb erries relative to the p rice of raspberries, 
,creates incentives fo r p eople t,o alter ·th eir economic 
b ehaviour. A h igh er p rice in a m arket creates incentives 
for producers to supply more of a go,od or service because 
they believe that larger p rofits can be made. As Figure 5.1 
shoi;\1S, ih e incentive fun,ction of a p rice rise is shovtn by 

0 02 Qulntfty an extensiffn of supply alon g the market supply cunre, 

Figure 5~1 The ince ntive and rati·on ingi fu·nctionis of prices 5, depicted by a mo,vement up the left-hand arro\\7 in 
the diagr~nn. Likewise., fallin g prices redu ce p rofits and 

~ ·····························= : KEY TERMS i 
• • i incentive function of prices i 
: prices create in 1centives. for : 
• • i people to alter their 1economic : 
! behaviour: for ~xample. f 
• • 
: a hi1gher price creates an : 
+ • 

: incentiv1e for firms to supply : 
• • 
: more of a1 good or service. : 
• • • r i rationing funct ion of prices ; 
• • i rising prices ration demand for : 
• • i a product. i 
• • ................................................ ~ 

thence the incentive to supply the product. Either way, this is th e incentive 
fun ct ion o f pric s in op eration . Similar}~ in labou r markels~ rising wages 
create th e incentive for people to acquire new skills and supply their labou r 
services, while faUing wage.s reduce these in centives. 

The rationing funct ion of prices 
Figure 5. 1 also illustrates the ratio ning function o f pric . At price Pi~ the 
p rice r ises to get rid of the excess deman d shown in che diagram. The rising 
price, reflecting the strength of consu1ne1· preferen ces and consumers, ability to 
p ay, rations dem and £or the good . The rationing function of prices is depicte d 
by th e 1no"'•te1nent up the right-hand arro,v in the diagram. w·hich sho\\7S a 
contraction of demand along the de1nand curve D. Demand contracts until 
excess detnand is elintinated. In a similar way~ rising ,vages in a labour market 
ration fim1s , dem and for labou r. 



V) 

tu 
~ 
0:: 
<( 
::E 
z -z 
0 
1-z 
LU 
> 
0::: 
llJJ 
~ 
z 
1-
z 
w 
~ 
z 
0::: 
I..U 
> 
0 
(!) 

CJ 
z 
<l 
IUiJ 
~ 

:3 -
~ 
I
LU 
~ 
0.:: 
-c:t 
:z: -
~ 
VJ -z 
<( 
J: 
(..) 
w 
~ 
1-
1.U 
~ 
et: 
<( 

~ 
i.U 
:c 
I--
Ill') 

~ -····························: 
i KEYTERMS i 
i allocativ e f unction of prices ! 
• • 
: changing r ,el.ative prices : 
i allrocat,e scarce resources ! 
• • 
: away from markets exhibit ing : 
• • 
i exc,ess supply and into : 
• • 
: markets in wh kh there is : • • • • i excess demand. : 
I • • • 
: market fai l ure when the : • • • • i market mechanism leads to a i 
• misaUocation of resources in • • • • • i the ,economy, ,either completely i 
• • 
: failing to provide a go,od or i 
• • 
: service or providing the wrong : 
I • t, 

; q uant1ty. : 
• • . ~ 

i missing market a situation in : 
! ! ! which there is, no market : 
• • 
: because the functions of : • • 
j prices, have broken down. f 
• 
·······················~lllllllllllllllllllllllllli 

Prices and rasourca allocation 
The rationing [unction of prices is related lo, but not ,quit,e 1he same as, the 
allocativ [unction of prices. TI1e rationing function distributes scarce goods 
to those consu1ners wh o value then1 n1os1 highly. By contrast, the allocative 
function dtrects r,esources between m.:'1rkets) away from the markets in \vhich 
prioes are too h igh and in which there is excess supply~ to,vards the rnarkets 
where there is excess deman d and p rice is too low. 

5.2 The meaning of market 
failure 
1vlarkct failure occurs wl1enever the marke't mechanism or price 1nechanisn1 
performs badly or u nsatisfactorily1 or fails to perform at all. lt 1s useful to 
distinguish bet\veen con1.plete market failure, when the market simply does 
not exist, and partial market failure, when the market functions) but produces 
the ~wrong' quan tity of a good or s·ervice. In the fonner case, there is a 
missing mark t

1
• In the latter case, the good or servi,c,e may be provided too 

cheapli in which case it is over-pi-oduced and over-consumed. Alternatively, as 
in monopoly; the good may be too ,expensive, in ,vhich cas,- under-production 
aud un der-consumption results. 

Market failure and the four functions 
prices perform in markets 
In section 5.1, when eJi-l)la.ining ho~· th e price n1e,chanisn1 distributes scarce 
resources bet"'·een alternative uses in a market or mixed economy, v.re 
introd·uced th e four functions tl1at prices perforn1 in such econon1ies. To, recap~ 
these are: signalling information ; creating incentives to influence people~s 
behaviour; allocating scarce resources between competing uses; and rationing 
the demand for goods and services. 

Ignoring th,e possibility that market faHure can be associated vlith 
inequalities h1 th e distr ibution. of i11com e 1 ,ve can say that wl1en all ·four of 
these functions perforn1 weU, n1arkets also work well and market failure 
is either n on-existen t or "trivial. However> w h en one or 1nore of the four 
functio·ns of p1ices significantly breaks d o·\vn , mal'ket failure occurs. You 
will see in sections 5.3 and 5. 4 h ow, in the case of pur,e public goods and 
externalities the price m,e,chanisn1 breaks down completely. If an alternative 
m eth od of p rovision does n ot exist > complete m ark et break do\Vll m e-ans 

thal markets fail completely and none of tl1e public goo·d is produced. A 
usefu l service is not provided - hence there is market failure. ln the case 
of an externality such as pollution, fi1-n15, (and indeed consumers) lhat 
generate poUution simply dump it on other peop le (\vhom we call third 
parties). There is no tnatket in which the unwilling consumer s of pollution 
can charge p roducers for tl1.e discoinfort they su ffer. The lack of a market 
means the1~e is no in centive for th e poUuter to pollu te less. Hen ce, again, 
there is market failure. 



5.3 Public goods, private goods 
and quasi-public goods 

()~P-r-iv-a-te __ g_o_o_d_s ______________________ _ 

~ -····························: 
! KEYTERM i 

1vlost goods are private goods which possess t,vo defining characteristics. 

: : 
: private good a good, such as : • The owners can exe-rcise private. propeny rights, p1·eventing other people 

from using the good or consuming its benefits. This property is called 
excludabiH1y - for example.., a shopkeeper can prevent people fro1n 

consun1ing the goods on display in her shop, unless tl1ey are prepare.ell to 
pay for them. (Shoplifters, of course, try lo get round this exercise of private 
propert}r rights!) 

• • i an orange, that is excludable : 
• • • : and nv~l. : 
• • • • ................................................ ~ 

~ -···························1 
• • i public good a good, 5,uch as a ; 
• • : radio programme, that is : 
• • ! non-excludabL,e and non-rival. i 
: t ............................................... ~ 

• The second property is called rivalry, ,vh:k h can be illustrated in the conto...1 
of a good such as chocolate. If you .eat a bar of ·chocolate, oth,er people 
cannot eat it and gain its benefits. In this sense) people are rivals. (Rivalry is 
sotnetin1es called diminishability. When one person consumes a private good, 
such as a sw,eet or a banana, ihe qua11.tity available to others diminishes.) 

Public goods 
A public gc od exhibits the opposite characteristics of non-excludability 
and non-rivalry or non-diminishability. It is these characteris'tics that lead to 
market faill\re. 

A Hghthouse, or rather the beam of light provided by a lighdtouse , is an 
example of a public good. Suppose an entrepreneur builds the lighthouse 
shown in Figure 5.2, and then uies to cl1arge each ship that passes in the night 
and benefits from the beam ofbght. Providing ships p.ay up> the seni.ce can be 
provided conm1ercially through the 111arke·t . 

Figure 5.2 T1he beam of U,ght provi1ded by a Lighthouse is a public good 

However1 the market is likely to fail. The appearance of one n1ore ship near 
the lighthouse does not prevent othe1- ships from sailing in the area. N,on
rivalry thus occurs. lt is also impossible to exclude free~riders (in this case, 
ships that benefit wid1out paying). Because of non-excludabHitY: it may 
be impossible to collect enough re.venue to cover costs. If too many sl1ips 
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~ ............................ , decide to 'free-ride', profits cannot be made and the incentive to provide 
: : 1he service through the market disappears. The market thus fails to provide 
f Make sure you understand the i a setvice for which ther,e is an obvious need. There is then an ed for 
: difference betw,een a private • 
: ,good and a public good, and ~ alternative provision by the government in its public spending programme) 
i can give examp1les of both. f ,or possibly by a charity (such a.s T1in.ity House in the UK). 
•• • ••••••••••••••••••••••• Other examples of public goods 

Other examples of public goods include national defence) police, street 
lighting~ r-o,ads, and television and radio prograinmes. To take one of these~ 
national defence is non-rival in the sense that receiving the benefits of national 
defence (for exani:ple, greater peace of mind) dloes not reduce the benefits 
available to other p eople. National defence is also non-excludable because 
providing the benefits for oue n1eans providing the benefits for all. 

To ·~xplain this funher) consider a situation in which the state does not 
provide national defence. Instead, the govemm,ent lets individual citizens 
pu1~chase in the market the defence or p1'otection they \Vant. But markets 
,only provide defence when entrepr neurs can successfuUy charge prices for 
the services they supply. Suppose an aspiring citizen. ,vho believes a fo1tun.e 
can be made in the defence industry sets up a company, Nuclear Defence 
Services Ltd> with the aim of persuading the country's residents to purchase 
the services of nuclear missil s strat, gic Uy located around th country. 
After estimating the mo11ey value of the defence received by each individual) 
Nuc]ea · Defence Ser;lices biUs each household accordingly and waits for the 
payments to flow in ... 

But the payments may never arrive. As long as the se1~vice is prO"vided, every 
household can benefit Vvithout paying. Nuclear Defence Services Ltd cannot 
proYide nuclear defence only to the country~ inhabitants who are prepared 
to pay~ ,vhile excluding the benefit from those who are not prepared to pay. 
Whhdra.wing the benefit from one means ,,vithdraw~ing it from all. But all 
individuals face the ten1ptation to consum e without paying, or to [ree-ride. 
If enough people choose to free-ride, Nucle-ar Defence Services Ltd m.akes a 
loss. The incentive to provide the service through the n1arket thus dis~ppe-ars. 
Assuming, of ·course, that the majority of the counu1ls inhabitants believe 
nuclear defenc,e to be necessary (i.e. a good rather than a 'bad1

), the market 
fails because it faHs to pro\!i.de a service for which there is a need. TI1e result is 
a missing market. 

TEST YOURSELF 5.1 
Explain why D ~s the correct answer to the 'following objective test 
question, and why A, B and C are i ncorr 1ect. 

When appUed to a public good, 'non-rival" means that: 

A there is, a sing l,e m,onopoly supplier of t he good 

B the r ,esources used in the good's production could not have be,en used to 
produce oth,er goods 

C if the good is provided for one person, it must be provided for everybody 
,else 

D consumption of the good by one person does not reduce the amount of 
the g1ood available to others 



Free-ridin.g can be a problem with 
public bads such as r 1ubbish dumped 
in th 2 strGQt 

EXTENS 0 

iGoods' 
A good such as a loaf of bread provides benefits to the person or persons 
who consume it. Consumer go1ods yield usefulness or utility. and 
sometim,es pleasure and satisfaction. I Using economic jargon, we say that 
the ieonsu m ptmon of consumer goods in,creases economic w 1elf a re. I 
In everyday language, we generally use the word 'bad' as an a1djective: 'for 
example, a bad film air a bad foiotball match. However, eiconomists al.so 
use the word as ,a noun. In this usage, an economic 'bad' is, the opposite of 
a good, yielding disutHity, diss,atis,faction or displeasure. For m1ost p,eopt,e. 
consumption of a bad such as rotten meat reduces rather than increases 
economic weltar,e. 
Likewise. a 'public bad· is the oppos,ite of a public good. An exampl,e of 
a public baiel is rubbish or garbage. The production of pu bUc bads such 
as igarbage l,eads to a fre,e-rider problem I though th,e problem is su bUy 
different from the one that occurs in the case of pubUc goods. People 
are generally prepar1ed to pay for the removal 1o'f garbage, to avoid the 
unpleasantness otherwise experienced. However. payment can be avoided 
by dumping the bad in a pubUc place or on someone ,else's property. 
In the UK, local authorities generally 1empty household dustbins w~thout 
charging for each bin ,emptied. Suppose this servic1e is not provided, and 
private contractors remove rubbish and charge house holds £1 for each 
dustbin 1emptied. To avorid paying £1 ~ siome households may decide to dump 
their waste in thie road or in neighbours· dustbins. I Builders· skips provide 
a good example o'f this practice. A househoild hiring a skip is well advised 
to fiU t he skip as quickly as possible. before the rest of the street tak,es 
advantage of the facility.I If too many households free-ride, it is impossible 
for the private contractor to make a profit, ,and ,a s,ervice for which th ,ere js 
a need is no long1er provided. H,ence the ,case for free local authority 
provision, f in,anced through tax at ion . 
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The Seattle stomp 
Fo,r several years some US local authorities have been charging hous,eholds for emptying their dustbins, arguing that 
if rubbish dispos.al is fr,ee, peopl,e produce too much garbage. Th,e obvious eca1nom1ic solution is ~o make households 
pay the cost of dis.posing of their w.aste. That will give them an incentive to throw out less .and recycLe more 
(assuming that local governments provide coUection points tor suitable materials]. Several US cities hav,e started 
charging households for generating rubbish. The common system is to sell tags which householders attach to 
rubbish bags or bins. In effect_ the price of a tag is the price the household pays tor creating another bag ot rubbish. 

In Charlottesville, Virginia. hous,ehoLds were charged BO c,ents for each tag they bought. Following the 
introduction of pricing. the number of garbag,e bags coUected fell sharply, by 37o/a ,over the first 5 m 1onths. 
However, this was largely due tro a practice nicknamed the "Seattle stomp' - a frant ic dance first noticed 
when Seattl,e introduced rubbish pric ing. Rather than buy more tags.. households simply crammed 40il/o more 
garbage into each bag. But this is inefficient as compact ing or crushing is better done by machinies at tandfill 
sites than by households. The weight of rubbish collected at Charlo,ttesvi He (a better indicator of disposal 
costs than volume I fell by a modest 14.0/o. while in nearby cities with no, pricing scheme, it f,eH by 3.5°/a. 

More significantly, people resorted to ill,egal dumping rather than paying to have their rubbish removed. 
Illegal dumping may hav,e accounted for 30- t.0°/o of the reduction in collected rubbish. There was a 15,~~ 
incre,ase in the weight of materials r ,ecycled, sugg,estin 1g that people chose to recycle fr,ee rather than pay to, 
ha/Ve their ref us,e carted away. But cities wHh garba1g,e ... pricing policies .are likely to have ·greener· citizens 
who recycle more in any case. Once this eff',ect is removed, it appears that pricing rubbish coUectiron has no 
sign if ica nt effect on recycling. A tso, in richer towns.; people throw out more rubbish than in poorer ones. The 
rich not 101nly have more trash tro remove, but their time is too valuable to be spent recyclilng or dumping. 

Follow-up questions 
1 Why do m1ost local councils in the UK ,empty household dustbins w ithout charging a price for the service? 
, Evaluat,e the cas,e for charging a price for ,emptying dustbins. 

()--Q-ua--s- i--p-u_b_L_ic_g_o_o_d_s~~~~~~~~-
VJ ,._._ Public goods can b e divided into pure public goods and quasi-public go ds. 
z ~ ......... t, ......... ............ . = Nationa] defence and police .are examples of pure public goods - defined as 
~ : KEVTERM ~ 
u .. · bl' d d i public goods for which it is irnpossible. to exclude free-rider~. However, 1nost w i quas1 ... pu _ 1c goo __ a goo1 • 

~ i which is. not fully non:rival f pub]ic goods (street lighting1 roads, television and radio programmes, and also 
tu i and/or wher,e it is possibl·e to ! lighthouses) are really quasi-public goods (also knovvn as non-pure public goods). 

~ i exclude people from i 
• • 

~ ; consuming the product. i 
LU : .................................................. . 

:c 
I-

Methods can be devised for convening the goods into privale goods by excluding 
[ree-r"iders (e.g. ,clectronic pricing of ioad use). Quasi-public goods can be provided 
by markets; but the second p1upeny of non-rivalry or non-diminishabihty 1neans 
'there is a case for pr0viding an public goods free in order to encourage as much 
consumption as possible. Provided we assume the lack of a capacity restraint, for 
public goods and quasi-public goods, the optima] level of consumption occurs 
when tl1ey are available free of charge. (However; capacity constrainls, resulting 
ftoin factot'S such as the limited ability of roads to cany cats andl tl1e limited 
bandM'i.dtl1 of airwaves, means that there is also a case for charging for public goods 
such as roads and ai~laves to deal \vith the problem of cong stion.) 

The significance of technological change 
Roads provide one of the best examples of a good w11ich has changed over the 
years fron1 being regarded as a pure public good to n o,v being thought of as a 
quasi-public good. Until quite rccentl)~ except in the case of 1notorways where 
lintited points of access n1ea:nt that toll gates could be installed> it was dcen1ed 
impractical to charge motorists for the use of 01·dinary roads. 



This has now changed. Technical change makes it feasible for the governinent 
or local authorities to use electronic pricing to cl1arge all motorists for road use. 
Th charges can also be va1ied at different times of day t,o create incentives fo,r 
car drivers to shift their travel patlems fron1 rus11. hour to non-rush hour. There 
is a case for n.ot charging a price '\vhen roads are uncongested and thus largely 
non-rival> but for charging for road use as soon as the problem of congestion 
and road 1ivahy occurs. So "'·hy are there so I ,v road pricing schem,es? After 
aU, vve are happy to pay for most goods and to pay different prices at different 

thues of da}~ for example for watching a m ,ovie at a cinema. The ans,ver to this 
question probably lies in the political power of the motoring lobby. Politicians 
fear- they will not get re-elected if they try to bring in road pricing schemes. 

C S STUDY 5. 

Twelve years of the London congestion charge 
In February 2015, the London congestion charge was 12 years old. At the time of 
its introduction I many economists believed that the congestion charge m,arked 
the triumph of economic common sense over narrow self-interest. Economists 
confidently· believed that m,any other citiies. both in the UK and abroad, would rush 
to adopt London-style road pricing. In the ,event, this did not happen. In November 
2008, Manchester voters, w,ere asked to approve the introduction of a1 city-centre 
congestion charg,e and they voted against it. 

What have been the possible benefits and costs of the London congestion charge? In 
2003 the ide.a of charging car us,ers to1 drive around the capital was m,et with near
apocalyptic warnings from moitoring ,groups and newspapers such as the Daily Mail. 
The charge would • destroy· the city's commer1ciat heart and cause ;total gridlock', 
warned so,m,e. It would ·cause misery ta1 thousands of commuters across, the capital', 
said Conservative Great,er L1ondon Authority's transport spokesman. 'Lo,ndoners 
will suff,er conditions worse than catHe ·trucks on their morning commute into work,' 
she added. Motoring groups, such as the AA. say the cost to drivers has actually 
adVersely affected the London economy by around £2.6 billion. For every £2 tak,en 
from drivers, more than £1 was spent on running the scheme. The AA als10 pointed 
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out that traffic has been getting steadily slower. AA president Edmund King said: The congestion charge was 
'London drivers hav,e paid a heavy pric,e for slower journeys, over the Last decade'. introduced to London in 2003 

Since it was in·troduced in 2003, how,ever; the ,charge. which has risen from £5 through £8 to, its present level of 
£11.50, ha1s not caused gridlock. Rather. ~t has resu lted in a grad uaL reduction in traffic level.s. The cong,estion 
charge has. generated a n,et revenue of over £1 bilUon s.i nee 2003. Th,e charge had a1n immediate environ m,ental 
impact. Nitrous oxide feH 13.4°/o betwe,en 2002 and 2003, and there were si m il.a1r falls for carbon dioxide and 
particulate matter. In terms of the effect the ,charge had on local businesses. despite the scaremongering 
which accompanied its introduction. ieertai nly before 2009. business activity with in the charg,e zone has been 
higher in both productivity and prof itabiUty since the charg,e was introduced. Transport for London claims that 
the charge haid a · broad Ly neutral impact' ion the wid,er London economy. Th,e charge is br,oadly supported by a 
majority of Londoners, with 45o/c for and 41°/c against. Boris Johnson, th,e Conservative mayor of London until 
at least 2016, has described the ,congestion charge a succ,ess which has benefited L,ond,on. 

ElUot Jacobs, managing director of office suppUes firm UOE, says: ·Getting deliveries on t ime is r ,eaUy 
important .and the congestion charge m,eans we have a consisten,cy of traffic How and ,a reliability that we 
know where the traffic's going to be, and that's important. It means we can get there on tim,e and that's worth 
( 10 every day: However, although the con,gestion charge - which was seen as a radical step a1 decade ago1 -
has won over many of the original doubt,ersl there are still those wh 10 cla1im it has no,t be,en a success. 

Follow·-up questions 
Why hav,e other cities, in Britain and the rest of the w1orld, not rushed to f0Uo1w Londo,n·s exampl,e and 
introduce a congestion charge? 

L Do you agr,e,e that road use shou Ld be priced?' Justify your answer. 



5.4 Positive and negative 
~ ............................. : externa li ties in production and 
! KEYTERMs ~: consumption 
: externality a public good, 
i in the case of an external ! 
~ benefit, or a public bad. in the ~ An cxtcrnality is a special type of public good or public 'b ad' whic}1 is 
• • ! cas,e of an external cost~ that I (dumped1 by those w·ho p roduce it on to other people (tl1i rd parties) ,vho 
: is 'dumped' ion third parties : receive or consume it, whether or not they choose to . The key feature of an 
• • 
; outside th ,e market . i externality is l hat there is n o market in ;,vhich it can be b o,ugh t or sold -
! positi,ve externality, which i externalities are produced and received outside the m arket; providing anoth er 
• • 
: is the same as an external : example of a u rissing n1arket. 
• • : !benefit_ occurs when the : 
! consumption or production of ! As with the public go ods > externalities provide examples of tl1.e. free-ridel' 
! a good causes a benefit to a ! probL m . The provider of an. external benefit (or positive e . ~tc r nali ty), 
~ third party. where the sociail ! su ch as a beautiful view, cannot charge a n1arket p rice to any ,vilhng 
! benefit is greater than the j free-1·iders ,~ho enjoy it while conve1·s,ely) the unvnlling fnee-riders who 
: private benefit. : receive or consu 1ne external costs (or n egative externalit ies), such as 
• • 
; ne,gative externality, which is j p ollution and n ,o,ise, cann ot charge a price to th e p olluter fo,r th bad they 
! the s,a me as an external cost, i relu ctantly consume. 
! occurs when the consumption i 
• • 
: or production of ,a good causes. : 
• • i costs to, a third party, where i 
: the social cost is greater than ! 
• • 
: ·the private cost. i . : : : production externality an : 
• • 
; externaUty (which may be : 
I , + 

: posHiv,e 1or negative] g,enerated : 
• 
: j n the ,course of producing a 
i : good or service. 
• • .................................................. 

Coat-buming 
power sratton 

Acid raln 
polhrtion 

Eyesore 
poHution 

Res1dential 
areai 

Figure 5.3 The discharg e of negabve 
produ ct ion externaUt1es by a power 
station 

Externalities can be generated by firms in the course of producing th e goods 
'they eventuaUy sell in a market , or they can be generated by househ olds a1.1d 

individuals when they con sume goods. The former a1'\e known as pr-oduction 
externalities > with th e latter b eing consumption externalities. We shall look 
a t 'th ese in. tum. 

f STUDY TIP 
• • 
: Make sur,e you understand the dif ference between negativ,e and positive : 
• • i externalities. and betw,een production and consumption externaliti,es, and f 
: can igive examples of all of these. : 
• • : ............................................................................................................... ...,. 

Production externalities 
Negat ive production external ities 
C onsider the power sta tion illustrated in Figure 5 .3, which discharges pollution 
into the atmosphere in the course o f p roducing electricity Vv-.e can view a 

nega tive production extemality (or external cost) such as pollution as bein g 
thal part of th e true or real co,sts ,of production which the power station evades 
by du1nping the bad on oth e1'S: for exan1ple> th e people livin g in tl1e houses and 
the b usinesses in th e commercial forestry industry. The price that the consumer 
pays for the good (electricity) reflects only the m oney costs of production , and 
nc,t all the real costs; which include the external costs (including the eye.sore or 
visual pollution also shown in th e diagra111) . h1 a tnarket situation > the po,ver 
stations output of eJectricity is thus under-priced. The allocative functi.on of 
prices has once again broken down - under-pricing encourages too 1nuch 
consumption of electri.city~ and therefore· o,·e·r-production of both electricity and 
the spin-off, pollution . 



Positive production ext&rnalities 
Figure 5.4 sh ows again the p oV,rer station illustrated in Figure 5 .3, but in this 
case the p ro duct ilon of e]ectricity yields positive prod.uctio,n e}...'temalities (or 
external benefits) rath er than u egative externalities . We have assun1ed that 
the p o\ver station discharges \Vann (but clean) water into the lake adjacent to 
the po\ver station . Wanner temperatures increase fish stocks, and commercial 
fishing b oats and private anglers then benefit. Unless it mvns the lake, the po,._,rer 
.statio11 company cann ot charge the fishen nen for the benefits they are receiving. 
('You might, of course. query our assumption that the water disch~rge creates 
positive rather than n egative externalities . In aU likelihood~ disruption of a local 
ecosystem might ,cause n egative ext ernalities; such as algae pollution .) 

An angler 
enjoying 

catching fish 

Hot water 
Commercial discharg~ 
fish mng boats /_ 

Coal-burning 
power station 

Figure 5~14 The di,schargre of positrve pr od,uction externaUties by a power sta tion 

o--~~~~~~~ 
Consumption externalities 

~ ·····························: 
: KEYTERM : • • • • : consumption externality an : 
• • : externality [wh ich may be : . -: positive or negative) generated ; 
! in the course of consuming a i . - . 
: good or s ervice. : 
• • • ········~~··· ·······~~tllllllllllllllllllllllllllllllllli 

Negativ·e consumption externalities 
We are all probably fatniliar with the annoying experience of going to the 
cinema and havin g our pleasure disrupted by the ringing of m obile phones 
or the n oisy eating of p opcorn by tl1e person sitting a fe,v seats away. These 
are examples oJ negative consum·ption ,externalities, un\ViUingly received. 
by a cinema goer as a result o f con suI-nption activities undertaken by other 
n1,en1bers of the audience. There ar many ,examples of similarly annoying 
externalities - - walking 1h1u u gl1 lit ter and ch ewing gu tn dropped by 
pedestrians, being splashed by inconsiderat motorists. and reluctantly 
listening to 'head-banger~ music discharged through open \vindows by boy 
racers; as they drive their soup ed-up BMWs too close to us on the pa.v-em ent . 

Positive consumption externalities 
A good example of a positive. consumption exlemaHty is th e pleasure 
gained by a passer-by walking past beautiful buildings and household 
gardens in a residential area. At this p oint , it is also wonh. notin g that a 
negative consumption externality suffered by one pers,on may b e a positive 
consump tion CA1t.emali ty (or someb ody ,else. For example, a few people~ 
espe.,ciaUy other ·head-ban gers1

, enjoy the loud n1usic and the throaty raw of 
the exhaust gen erated by our ·boy racer, in his souped-up BMW 

Con sider also a situ ation when a person pays to watch a. Premier league 
foo tball matcl1. If the s tadiu n1 were ernp ty th e football fan would gain 
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less pleasure from 1.,vatching the match than if soaking up the 'atm osp h,ere~ 
generated by other chanting fans i n a packed stadium. Much the sarne 
h atJp·ens in restaurants. Prosp ctive diners walk past empty or neady 
empty restaurants I pref.erring instead t o q_ueue for a ta·b le at an ah·eady 
fuU eatery. Maybe they think the food is beuer, but despite having to wait 
longer for their food~ wl1at they also enjoy is the 'atmosphere' ge11erated 
by other diners . 

o--~~~~~~~ 
Summary: different types of externalities 
As ,ve have explained externalities divide into negative externalities 
and positive externalities (which are also knoi.vn as external costs and 
benefits) . Table 5.1 lists the possible types of exte1·nality and gives 
examples of negative externalities (costs) and positive externalities 
(benefits) foT each. 

Table 5.1 E):a1mpiles ·Of the different types of exte rnat~ty 

Type of externality I r~egative externalities I Positive externalities 

Pu re prod u cti,on ex te rna lities fgene.rat~d 
and received in production]1 

Acid ra1i,n poUution discharged by a 
power staHon which harms a nearby 
co mm@rciaHy run fore st 

A farmer benefiting from dra1inage 
undertaken by a ne fghbo uring farimer 

Pure co nsumption externalitres Noisy musk at a party distur bing Households benefiting from the beauty 
[generated and received in consumpUon J neig hbou ring house holds of ne ig hbo,u ri,ng· gardens ~~~~~~~~~~~~---~----i---------~~----~~~~~~~~~----1~~ 

How externalities lead to the iwrong' 
quantity of a good being produced and 
consumed 
We 1nentioned earlier that when 11egative exten1alities a.1~e generated in the 
course of production, part of the true nr real costs o,f produ ction are not borne 
by the producer> instead being dun1ped on others. This means that~ even in 
competitiv·e markets, if negativ.e production externalities are generated] goods 
end up b eing too cheap or under-priced . The niarket has created the wrong 
incentives. Bec'1use paices under-reflect the true costs of pr,oduction 1 which 
include the cost of the negative externalities, too much of the good endls up 
being produced and consumed. 

~ 
1-
UJ 
~ 
et: 
<t 
~ 
i..U 
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..... ~·····························: 
-: STUDY TIP ! 

The opposite happens when finns generate positive production exten1alities. 
Prices end up being too high; leading to the \li/Tong> quantity of the good 

• • 
: Students oft1en fail to i 
• • 
: understand that externalities : . ~ • • i are generated and received f 
: outside the market. : • • • • 
; Remember that both public : 
! goods and externalities i 
~ . 
: provide examples of missing : 
i • 

; markets. i 
• • : .............................................. ~ 

being produced and con sumed. Once again~ the market has created the \Vrong 
incentives; which discourages consumption. 1n this case) prices ov,er-reflect the 
true costs of production. Not en ou1gh of the good ends up being produced and 
consume d. 

1n much the same way~ when negative and positive consumption. externalities 
are generated, markets are distorted and the \Vrong quantity· of a good is 
produced and consumed. This is explained in section 5 .5 on merit and 
dem erit goods. 



~ ·~······· ... ··········· ................................................................................................. ._.. .............................. : 
: QUANTITATIVE SKILLS .1 ~ 
• • • • i Worked example: c,alculating social costs and benefits i . - . 
• • 
; Table 5.2 shows the costs and benefits of building a new shopping mall. : 
• • i : 
: Table 5.2 : • • • • • • • • • • 
t : • • • • • • • • • • • • 
II • 
• I 
I ~ • • • • • • • • 
= : - . .. ~ 

: Ca Leu late the social costs a,nd the social benefits and then decide W'hethe!r building the shopping ma LL is : . . . 
: worthwhi,le, first for society, and second for the property dev,eiloper.. : 
' . ~ . ' . : social cost.; pr~vate cost+ external cost : 
• • • • • • i and likewise: ! 
• • • • 
~ social benefit~ private benefit..- externa l benefit. i 
i i 
i Social cost is ther,efore £30 miUion. while social benefit is £33 million . Since the social benefit exceeds the social : 
• • 
: cost by £3 milUon, the shopping maH is worthwhil,e for society at large. How,ev,er, it js not worthwh ile for the i 
" . 
: property developer. whose private costs exceed priv,ate ben,efits by £2 million. : 
• • 
:............................................................................................................................................. t 

~ .............. . .............. . 
. ! KEY TERM ! 
~ . 
: social benefit the total benefit ; 
• ~ oil . a; • " • • • 

! of an act1v~ty, 1nclud1ng the i .. - . 
: external benefit as weU ,as the : 
~ . 
J privat,e benefit. Ex pressed as i 
: an equation: social benefit = : 
+ • 

: private benefit + external : • ! 
: benefit. : 
• • • • ................................................ lllllllllii 

TEST YOURSELF 5~2 
Exp la in why B is the correct ,answer to the fo llowing obj,e,ctive test. 
question! and why A, C, and Dare incorrect. 
Which rone rof the following cr,eates an incentive for fi rms to reduce 
pollution? 
A An increase in negative externalities wh,en firms increase th,eir output 

B A tax Levied on polluting firms 

C Subsidies paid to fi r ms that increase their levels of production 

D The removal ,of regu lations imposed on polluting fir ms 

O i----u_s_i n-g-. s_u_p_p_l_y_a_n_d_d_e_m ___ a_n_d_d-ia_g_· r_a_m_s-to--

illustrate externalities 

0 

S2 (social 
supply curve) 

s, {priv.ate 
suppty curve) 

Qvantiw~ 
electlldty 

Figure 5.5 Negative external product,ion 
externaUties or external costs i,Uustrated on a 
supply ;nd demand diagram 

Figure 5.5 illustrates a negative production exten1ality; such as 
pollution, in the context ,of a supply and demand diagram for 
electricity generated by burning fossil fuels. The supply curve S1 
sh ows how much electricity po\ver stations plan to suppli assu1ning 
that all the negative ,externalities they p roduce are dumped on 
tl1ird parties. Given this assumption ~ the 'private' equilibrium price, 
of electricity is P1, with Q1 being the qu antity bought an d sold. 
However] th e secoind supply curve, 52, includes th e external costs 
of generating electricity; Vilhich are sh own by the venical distance 
between the two supply curves for ·each unit of electricity. The ~social1 
equilibriurn price is P2) ,vith Q2 being the quantity of electricity 
bought and sold. The difference between these tvvo equilibria. 
comes fron1 the upward shift of the supply curve when the n egative 
ext,emal ·Costs are added to the po,w,er station con1.parues' private 
costs. By forcing the p ower companies to pay a pollution tax, equal 
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t,o, the estimated value of the negative externalities they are discharging] the price 
of electricity could increase to P2 > which would cause electricity output to fall to 
the ·sociali equilib1ium quantity, Q2. The diagran1 illustrates ·how market failure 
occurs through free 1narkets producing too 1nuch of a good when negative 
extenul pr,oduction exten,alities aa~e generated. 

The ne~t diagran1, Figure 5. 6, illustrates a positi v,e production ext ernaH ty, such 
as the improved quality of neighbouring land whicl1 can result when a farmer 
installs a drainage systen1 on his own land. If tl1e farmer invests £200,000 in 
the new drainage system, he gains m ost of the benefits, but not his neighbours. 
'But if he invests an additional £100)000, most of the extra ben efit goes to his 
neighbours, 1,,vhose land also becomes better drained. Ho,\vever, the farm,er may 

S 1 ,(private 
supply curve) 

52 (social 
supply curve) 

----External 
benefit 

Quantity of 
lnsmlled d11l111ge 

not spend the extra money because he gains little benefit from the 
investm,ent. As a result the farmer choo,ses to install Q,1 drainage, 
shown where the demand curve D1 intersects supply curve 51. 

The posh ion ,o,f the second supply curve, 52, reflects the external 
benefits enjoyed by others as a result of improved d1~ainage on the 
farmers land. The externa] ben fits; p r unit, are sho,"n by the 
venical di.stance bet,ve,en the two supply curves. Note that 52 lie.s 
to the right of 51. lf governments were to give subsidi,es to faimers, 

Figure 5~6 Positive external production 

,vith the subsidies equal to the estimated value of the positive 
producci,on e>..'temalities, the ·sociar q,uiUbrtum quantity Q2 of 
drainage might result . The diagram illustrates ho,v market failure 
occurs through [-ree markets producing too litde of a good Vv~hen 
positive external production e1r..'lerna1li.ties are generated. 

e.x t9rna Uties or externa L benefits ;u'Us trated on a 
supply and demand diagram 

5.5 Merit and demerit goods 

()~M-e-ri_t_g-oo_d_s-.~~~~~~~~~~-

~ ~ -····························: J! : KEY TERM ! 
f\1 rit go ds are not the same as 1,ublic goods. As \ve have seen, pubHc 
goods are defined by two characteristics: they are non-excludable and. non
din1inishable . Because of these characteristics~ a market may fail to provide a 
pure public good such as national defence. By contrast) markets can and do 
provide merit goods such as healthcare and education but, arguab])~ they under
provide. While public goods can result in a missing market or complete market 
failure, 1nerit goods (and also t11eir opposit,e, demerit goods) lead to partial 
market failure. As goods such as private healthcare and private education clea.dy 
show, markets pruvide merit goods, but they provide the ·wrong' quantity. 

,. ,. . . 
tu ! merit good a good, such as, : 

• • 
~ : healthcare. for which the : 

i.U 
:c 
I-

• • i social benefits ,of consumption I 
: exceed thre private benefits. ; 
i Value j ud 1gements are involved i 
• • 
£ in deciding that a good is, a : 
• • i merit good. ! 
• • • • ................................... ______ _ 

Education and heal thcar,e are the best-known ,examples of m erit goods. 
However, n1any goods can be classifi d as n1.erit goods~ though yo,u must 
avoid the temptation that many students succun1b to> to define any good that 
is ·go,od for you' as a m,erit good. Most consumer goods are good for you 
but econon1ists don1t classify then1 as merit goods. Besides education and 
healthcare, other examples of inerit goods, most people ,votdd argue are car 
seatbelts, crash helmets, public parks and museums. 

~ ···········~·················~··········~······~··········~·················~··········~······: 
i STUDY TIP i 
f You should understand that merit goods are private goods, they are i 
• • 
i ex,cludable and rival. ev,en though they are often provided by the public sector. i 
• • : ............... , ..•................................ ~ ....................................... ______ .. . 



~ -····························: 
: STUDY TIP i • • ! M.ake sur,e you practise i 
• • 
: drawing graphs such as the : 
f one in Fi,gure 5.7. f 
••••••••••••••••••••••• 41111111 .................... lllllllli 

0 o, 

TEST YOURSELF 5.3 
Exp la in why C prov ides t he correct answ,er to the following 1objective test 
question, and why A, Band D ar,e incorrect. 

A difference between a merit good and a public good is that: 

A a m,er it ,good is always provid,ed by the private sector whereas a public 
good is always provid,ed by the government 

B a merit good has a cost attached to itl wh,ereas a public good is provided 
without cost to anybody 

C consumption of a m,er it good reduces the ,amount av,ailable for oth,ers 
whereas an individual's consumption of a pubUc good leav,es unaffected 
the amount available for others 

D a merit 1900d is limited in supply whereas the supply of public goiods is 
infinite 

Positive consumption externalities and merit goods 
A merit good, such as education or healthcare, is a good or servi.ce for 
which the social benefits of consun1ption enjoyed by the whole conu11unity 
exceed the private benefits r,eceived by the consumer. Consumption by an 
individual produces positive externalities that benefit the wider conn11unity. 
The community benefits fron1 an educa1ed (and civilised) population\ and a 
healthy population n1eans there are fe,ver people to catch diseases fron1. 

If educational services ,vere to be provided solely through the n'IBrket; and at 
market prices~ too fe"'~ peoplt: would benefit from education. Figure 3. 7 helps 
to explain why . 

In Figure 5.7 > the mt"lrket supply curve of education is 51. The curve 
shows the quantity of school plac,es private schools a1""e prepared lo 

supply at different possible. annual pl"ices for education. The market 
demand curve D '1 > which does not reflect the positive externalities 
enjoyed by soci,ety as a whole when chHdren are educated, shows ho\v 
n1uch education parents are prepared to buy for their children at the 
different possible p1~ices . In this situation, the. market price of education 
is P1, determined where ihe D1 and 51 curves inte1-sect. At this price, .Q1 
children are educated . 

Figure 5.7 Under-consumpHon of a mer it 
good in a free market and the effect of a 
subs·idy 

However, demand curv,e D2~ positioned to the right of D1 , includes the 
exte.n1.al benefits of education as ,,;.-rell as the private benefits enjoyed by 
the children being educated. (D2 is d1e social benefit curve, whereas 

D1 is the private benefit curve.) Whereas Qi is the privately optirn.al level of 
education, Qi, located_ inm1ediately belo"'~ the in.tersectiou of curves D2 and 51 > 

is the socially optimal level of education. 

The price o,f education would have to fall to P2 'to bting about equilibrium 
at Q2. However, in a free market, schools ~rould be unlikely to reduce the 
price they charge for · ducation, largely because this w,ould ,vipe out th ir 
profits. Free-market provision of merit goods fl1erefore leads to under
consumption, and hence to their under-production. In a free market, too 
few scarce resources are allocated to the production and consumption of 
merh goods. 
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Th e solution could be a government u b idy granted to s-c hools l which 
shifts the market supply curve, to 52• ln Figure S. 7, the size of the subsidy 
per unit is shown by the ver1ical d istance betw en the tw,o sup[)ly curves, 
51 and 52 .. 

: subsidy a payment made by ; 
• • 
: government or rather authority, : .. . i usuaUy to producers. for each j 
i unit of the subsidised good that : 
~ they produce. Consumers can ~~ .................................................................................................................................. ,.. 
.. .~ . .. 

! also be subsidis1erd: for example, ! ! STUDY TIP I 
i bus passes given to children to i ~ Students often assert that ,any good that is 'good tor you· is a merit good. ~ 
i enable them to trav1el on buses ! ! Make sure yo,u can explain why this assertion is wrong. f 
: free or at a reduc,ed price. : :........................................................................................................................... • . ... • .................. ................................. ......................... lllllllli 

CAS STUDY 5. 

Museums as merit goods 
Museums, perform the important cultural function of cons,erving. interpreting , researching and displaying 
heritage. Museums have a mix of ownership patterns. For ex,ample, over 4.0%, of UK museums are gov,erned 
by public authoriti ies, with the rest privately ro,wned, mosUy on a non- profit basis. Museums ,cover a1 wide 
range of institutions of varying size and reputation, ranging from internationally renowned institutions such 
as the British Museum to a large number of relatively sm,a1ll. often locally focused mus,,eums. 

The funding of m us,eu ms rem a ins ,a source 1of considerable debate. Government subsidy or prov ision may be 
justified on the basis that museums g,enerate external ben,efits: for exam pile, knowledge acquired by a visitor 
may be passed on to others. Museums may also be rega rded as. merit goods, rgenerating a better educated 
and i nforrmed pu bUc and COrlLective pride. 

Government subsidy 1of museums may also be justified on the grounds that th,e subsidy would encoura 1ge 
co1nsumptio1n. The case against govern m,ent s,ubsidy is 'that it may encourage inefficiency, Lead to government 
failure through favouring well-off visitors w ho can atford to pay·. It is also a cost to the taxpayer. 

Follow-up questions 
1 Do you agree that a museum is a meri·t good? Justify your ,answier. 

Som,e argue that if entry to museums is free, peoprl,e will not value what museums have to offer. Explain why 
you agree or disagree. 

(..) 

~ ~ ............................. : 
tu I KEY TERM i Finally, re1nember that value judgen1,ents are being made when describing 

particular goods as merit goods (or deinerit goods). It is als,o \Vorth noting 
1hat under-provision of merit goods and over-provision of de1nerit goods 
may also r sult fron1 the imperfect infonnati,on that co1..1.Sume rs possess, 
which can lead~ for ,example in the case of demerit goods~ to failure to give 
adequate weight to the long-term c,onsequenc,es ,of consun1ing a good such 
as tobacco. T11e effects of imperfect informa tion are explored further later 
in his chapter . 

~ ~ demerit good a good, such as ~ 
<I: ; tobacco, for which the social ; 
~w· f costs of cons,umption exceed the i 

.... .. 
:c : private costs. Value judgements : 
I- • • 

: are ;nvolved jn deciding that a : t • 
: good is a dem,erit go1od. : 
.... . 
• •••••••••••••••••• , ............................. lllllllli 

o~~~~~~~~ 
Demerit goods 

~ ····························1 
.. . • • 
: socia L cost the total cost of an : 
"' . : activity, incl.uding th,e ex.ternal : 
• • 
: cost as well as the private : 
i cost. Expressed as an i 
• • 
: equation: social cost-= private : 
• • i cost + 1externa l cost. i 
: ................ .................... ,.... .................... lllllllli 

As 'their name suggests, dc1nc rit good are the opposite o( me1·it goods. The 
social costs to tl1e whole community ,vlllich result from the consumption o[ 
a den1erit good, such as t,obacco or alcohol, exceed the private costs incurred 
by t"h.e consumer. This is because consun1ption by an individual produces 
negative externalities that hann the wider comn1unity. The private cost can be 
m easured by the tnoney cost of purchasing the. good) together 'Vvith any h~1-hh 
dainage suffered by the person consun1ing the good. But the social costs of 
consumption also include the c.clst of the negative ,externalities. These include\ 
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fo,r example] costs imposed on other p eople fTon1 passive smoking and road 
accidents caused by drunken drivers) together Vvith tl1e cost of taxes raised to 
pay for the care of victims of tobacco- and alcohol-related diseas s. 

Negative consumption externalities and 
demerit goods 
In the sam,e way as the consutnptton of merit goods generates positive 
externalities which benefit the wi.der community> the consun1ption of demerit 
goods leads to the dtnnping of negative externalities on others. An exa1nple is 
s1noke breathed in by passive s1nokers; who don't enjoy the tobacco fumes 
they inhale. 

Figure 5.8 shows too nrlluch tobacco bein g consumed when bought 
at market prices. At least in the sh ort run) the privately opt imal 
level of tobacco co~-umption is Q1, located ,vhere d emand curve D '1 

intersects supply curve 51. At this level of consumption ; the price 

Quamtttyof 
tobacm 

Figure 5.B Over-consumptiion of a demerit 
good i1n a free market 

iaf a packet of cigarettes is Pi. Ho,w·ever, b ecause sn1oke1-s generate 
n egative consumption ext,ernalitiesi Q1 is higher than the sociaUy 
opti:,.nal level of consumption> which is Q2. Free-n1a-rk et provision 
therefo,re lea.ds to over-con sumption ) and h ence over-production of 
tobacco products. In a fr,ee n1arket , too many scarce resources are 
allocated to their production . 

To explain this furtl1er consider lhe den1and curve D2 in Figure 5.8. Di is 
positioned below curve D1 because the social benefits to the vthole community 
of stnoki.ng are less than the private b en efits enjoyed by the smokers 
themselves . (D2 is the social benefit. curve, ,vhereas D1 is the. private benefit 
curve.) ~li th,e socially optimal level of tobacco consumption, is located 
immediately below the intersection of curves .D2 and 51. 

One way of reducing tobacco co,nsumption from the privately optimal 1 vel 
.Q1 to the socially opthnal level , Q2 , is for the government to tax the sale of 
tobacco products. A tax per unit, set equal to the vertical distanc,e between 
supply curves 51 and 52, shifts the supply curve up to 52. This raises the price> 
to P2 , and consumption faUs tie the socially optimal level. ~ 2. 

Note that if the government Vlere to deem the socially optin1al level of 
tobacco consumption to be zero; a very large tax would be· needed to 
achieve this .end. Alternatively, the govemn1ent might d ecid e to ban the 
production) sale a.11-d consumption of tobacco products. Ho\vev·er, as we 
shall shortly explain> both taxation and an outright ban are likely to lead to 
government failure. 

~ --·······················································~····································: 
: SYNOPTIC LINK i 
• • 
: Taxes and government spending are used in the government's fisca l policy. : 
• • 
: Alon1g with monetary policy, fiscal policy is. usua Uy considered to be a : • • • : macroeconomic topic .. As such, fiscal poUcy is, expla ined in some depth jn : 
• • 
: Chapter 9. M,acroeconomic policy. Nevertheless, taxes imposed on firms : 
• • 
i and subsidies, which ,are part of government spending, ,als.o have ; 
• • 
: microeconomic dimensions. : 
• • : ........................................................... ~................................. . 
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Smoking yourself ·fit' 
Strange as it seems, ,early cigarette ads, su 1ch as the Kensitas ad from 1929, often boasted the 'h 1eaLth 
benefits· of smoking, claiming ·reUef from asthma, wheezing, hay fever and obes ity. In 1946 the American 
tobacco co,mpany Camel ran a series of adverts claiminig that Camel were the 'doietor's choic 1e·. 

By the 1950s, research began to Un k smoking to 1ca nee r. Worldwide. t1obac1co us.e caus.es more than 5 m iUion 
deaths p,er y·ear • . and current trends show that tobacco use w iU cause more than 8 m iHion deaths an nuaHy by 
2030, largely through the growth of smoking in dev,eloping countries. 

ITrS BETTER 
T10 BE RT 
THAN FAT 

IDan'teal 
lsetw nm 

~ , 1111,,a 

KENS1TAS 
RIVAT I! 

PROCi&SS 

A~'W" llJ tJ ~ Mrd.w1N~ smifl'= 

IORE )ocroRS SMOKE O\MErs 
THAN ANY OTHER CIGARETfE 

CAI\IBIB ant .. ~ 

, ........... 
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1929 Kensitas magaz1ne advert [Left)' and 1946 Camels magazine adver t [rig.ht] 

Follow-up questions 
1 Most e,conomists agree that tobaccoi is a demerit good . Why is th is so?' 
,_ Why do governments in countries. such as. the UK and USA now ban advertis,ements l ike th,es.e?' 

Cigarettes; and other tobacco products, and alcoh o.Jic drink are the two best~ 
l,11ov,rn examples of de1nerit goods. These days, govem 1n e11ts in coun tries such 
as the lJK e-ither ban tobacco and drinks advertising, ,o,r severely r-egul:ne what 
the adverts can show. This h as not alv{ays been the· case, as the examples of 
advertisements for Kensitas and Cam el cigarettes sh o,v. 

Tobacco and drinks companies ,vant to make theh- products appealing to young 
people> possibly in the hope 'that if teenagers develop the habit; they will be 
hooked on cigatettes and alcohol for the rest of their lives. To cotnbat claims that 
the industry has been acting in an irresponsible way) the UK firms that p roduce 
alcoh olic drinks have set up a public relations organisation , th e Portnian Group, 
to m onitor adverts that might bring the drinks industry into disrepute. On ihe 
next p age is an example of a recent drinks advert that ,vas banned~ not directly 
by the P'ortman Group, bu t by a local Trading Standards office. 
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Scratch ... off tabel 11too sexy· for UK 
Bottles of a Belgian lager whose Labels showed a y1oung lady we.aring a swimsuit that could be scratched 
off have be,en banned in the UK. The 'Rubbel Sexy Lager· product breached the Portman G,roup's Code o'f 
Practic1e on the Namingl Packaging1 and PromoUon of Alcoholic Drinks. 

The Chief Executive of the P1ortman Group said: ·some people might think this is harmless fun but there is, 
a serious iss,Ue involved. Drinking excessively can aff,ect people's judgement and behaviour, leading to them 
engaging in activity which they later regret. Our Code disaUows, drinks marketing being Unked to, s,exual suc,c1ess: 

Follow·-up question 
1 Is self- regulation, by org,an iSiations such as the Portman Group, the best way of limiting consumption of a 

1demerit good? Justify your answer. 

o~--------------M er it and demerit goods and value 
judgements 
The left-hand and right-hand columns of Table 5.3 list a number of goods that 
are accepted by most people as clear-cut examples of merit goods or demerit 
goods. Howev-er, for the goods listed in the middle ,colunm - for exan-iple, 
contraception - the position is less clear. Because. people have diffe-rent values 
and edrics (often related to their religions) contraception is ·viewed by some 
people as a n1erit good, 'but by others as a demerit good.. \1,/hether a good is 
classified as a merit good or a demerit good, at indeed as neither, thus depends 
on the value judgements of the person rnaktng the classification. This provides an 
in"lpottant example of tl1e distinction betv."een posi'ti.ve statements and normative 
statemei'lt5 1 a distinction first explained in. Chapter 1 . . A positive statement is a 
staten1ent of fact or a statement that can be tested to see if it is right or wrong. 
For example

1 
statements that the Earth is round an.d that the Earth. is flat are both 

positive staten1ents, though scientific evidence shows that the second staten1ent is 
'\Vfong. By contrast; a normative statement is a statement of opinion; involving a 
value judgen1ent. Thus> a staten1ent that the Eanh ought to be flat is normative. 

Table 5.3 Merft and dem,eriit goods, and Less ctear-cut cases 

Merit goods Merit or demerit·goods? I Demerit goods 
Educat 1ion Contra c e p tJ on Tobacco 
H Qa Lth ea re le .g. vaccinatiioni, p rev~ntaiti.vg, Abortion AlcO·hOl 
dental care. AID S testing, 

Crash helmets Ste rHisation Narcotic dri:Jg's, such as heroin a,nd crack cocaiine 
Car seatbelts Pornography 

Museums and public parks Prost,itu t 1io n 

o~~~~~~~~ 
~ ............................ 

1 
Merit and demerit goods and the 

i information problem occurs i information problem 
• • ; when people make wrong i 
: decisions becaus,e they don't : 
• • 
: possess or they ignor,e : 
I relevant informati101n. Very I 
• • 
: often they are myopic lshort- : 
i s.ighted) about the f utu r 1e. i . - : 
• . ................................................... 

Some econon1.ists argue that under-consumption of n1erit goods and ov·er
consuinption of demerit goods slem. not so inuch from the externalhies that 
consumption generates, but from an infor1na tion problcn1. Many people 
beco,me addicted to demerit go,ods in 1rheir teenage years. Because of peer
group pressure and related factors, teenagers are heavily influence,d by factors 
relating to lifestyle and personal circumstances, ,vhile at the same time 
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ignoring, downplaying or beil1g myopic about how their addictions may affect 
1he1n many years ahead. Individuals take account of short-term costs and 
benefits; but ignore or unden·alue the long-term p1ivate costs and benefits. 

For most meiit goods 1 the long-t,erm private benefit of consumption exceeds 
the shon-term private benefit. But, as is the cast- v.rith demerit goods, when 
deciding h o1rv n1uch to consume, h1:dividuals often take account only of shon
te.:rm cos·tt.s and benefits. Prev,e.ntative dentistry provides a good example.. Many 
people ignore the long-tem1 benefit of dental check-ups~ and decide not to 
c,onsume the seJ.'.vic,e.. Their decisions are influenced by factors such as the 
price charged by the dentist and the unpleasantness of the dental ·~-rperience. 
Unf,o.rtunately; they may end up lat,er in life ~ith rotten te,eth or gu1n disease, 
saying: 'If only l had visited the dentist more often when l "\\ras younger.' 

Ask your classmates. friends or m 1em bers of your f ami Ly ta answer 
a questionnair,e about their consumption of demerit goods. Hav ing 
ascertain,ed whether your respondents smoke or drink. ask questions 
such ,as these: 

• Do, you know when you are consuming a good that economists call a 
demerit good? 

• How may your consumptiron of t he good affect other p,eopte?' 
• How may your consumptioir, aff,ect you in 20 years· time? 
• Should the government tax your consumption of the good, and if so how 

high should the tax be? 
• Should the government regu late your consumption of the good, and if 

so how? 
• Should people be fre,e to mak,e thei r own decisions about wheth,er or 

no,t to consume a good? 

Analyse and report on your findings. 

5.6 Market imperfections 

j O Why the existence of monopoly may Lead 
~ ~ .............................. to market failure 
~ . j STUDY TIP j 
1.n : Make sure you can link thre ! 

• • i analysis of market f,ailure in i 
: Chapter 4 to the reasons why i 
: monopoly and market : 
• • : i m p,erfections provide : 
• • 
: examples of market failure. : 
: : 
·····················••41111!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!mllllt 

We sa,v in Chapter 4 hov.,.~ compared to competith1e markets and in pursuit of 
excess profil 1 monopotie-S are likely to restrict market output and raise prices. 
The resul is consumer e:,,..l)loitation . Prices ,end up being too high, with too 
fe,v of society's scarce resources being allocated to the niarket in which the 
monopoly is producing. The outcome is illustrated in Figure 4 .6. However, as 
Chapter 4 also explains, someti1nes the benefits of monopoly can exceed the 
costs in ,vhich case there is no market failure. 

o~~~~~~~~ 
Why the immobility of factors of 
production can lead to market failure 
An important cause of market failure is the immobili ty of factors of 
production, which can involve ·either geographical or oc,cupational immobility: 



~ •••••••••••••••••••••••••••••z 
: KEY TERMS : Gaographical immobility . . . 
• • 
: immobility of labour the : G ographical itnn-iobility of labour occurs ,vhen barriers between markets prevent 
' : ! in.ability of lrabour to move : factors of production moving from or1e are:a to an.other to find employment. Land 
~ from one job to another. either ~ is obviously con1pletelynnmobile and cettain types of capitaL for e,romple factory 
! for occupational reasons {e.g. ; buildings, can sometimes only be mov-ed vnth. extreme difficulty and cost Usually; 
: the need for training] or for i however~ geographical n1obflity (and inunobility) refers to the ease or difficulty of 
i geographical reasons (e.g. the • 1_1b b dia f he b • c raJ our moving .et-:\veen i'ne~re11t areas o · t . count~ or erw.een countries. 
: cost of moving to anoth,er part : 
• • ! of the country). I 
: geographical immobility of : 
• • 
: labour occurs when workers : 
t : 
: find it difticu lt or impossibl1e : 
• t 

: to mov 1e to jobs in other parts : 
I I 

: of th,e country or in other : 
• • : countri,es for reasons such : • • ! as higher hous~ng costs in ! 
• • 
: locations wh,ere the jobs exist. : 
: ! 
! occupat ional immobility of i 
• t 

: labour occurs when workers : • • • • i find it difficult or i mpossi bl1e to ! 
• • 
: mo,ve between jobs because : 
: t 

: they lack or cannot develop the i 
• • 
: skills required for the new jobs. : 
• • 
: .............................................. 111111111 

ASE STUDY 5.6 

Taxi wars 

Reasons for this g ogra.phical imn1obility include: the financial costs involved 
in moving home., including the costs of selling a house and removal expe11Ses; 
large regional va1iations in h 0ruse prices which lead to a sh ortage o[ affordable 
housing in n1.any areas; family and social ties, and differences in the general cost 
of living between r,egions and als·o between countries. ln1migration controls and 
language differences also reduce tl1e international mobility of labour. 

Occupational immobility 
Occupati na] itm~1obilily of labour arises ,Nhen ,vorkers lack the skills to 
move between different types of employmenl1 and because expensive and 
tin1le-co nsuming training tnay be ·necessary if work ers are to svvitch successfully 
between jobs. Sometimes the training is not available and some workers may lack 
the aptitudes to take on different t)'1)e5 of employment. For example, ,vorkers 
made redundant m the coal-minmg industry lack the specific skills that are 
needed in growing industries such as the provision of financial services. The need 
to gain recognised professional qualifications acts as an important cause of hbour 
in11nobility, especially ,,vhen workers ·\vant to tnove betwe·en different countries. 

AU these causes of immobility of labour lead to unemp1oyn1ent and a waste 
of scarce reso,urc,es, and contribute to n1arket failure in factor n1arkets. 

Until quite recently, ·the London taxi market, in which cabs cou ld be hailed or flagged down in the street, was 
dominated by black ea bs. Entry into the b lack cab driving profession was strictly limited by the needs, first to 
spend s,everal years gaininrg the ·knowled 1ge· of aU the streets in th 1e centr,e ot the country·s capital city, and 
second to be granted ,a cab-driver's licence, which w 1ere deliberately kept in short supply. 

Competition first emerged from mini-cabs, but they had to be pr,e-booked by pho1ni ng or visiting a mini
cab company's 01f fice, and th 1en hoping that u,,e car would show up. But a new form of corn p1etition has 
now emer1ged which threatens to destroy the black cab mark,et. Pass1engers are no longer subjiect to the 
av,aila bility 1of a black cab or a pre-booked mini-cab. They can now make use 1of ,a s.ma rt phone app that 
essentially puts a taxi in their pocket whenever they n,e 1ed 101ne. in any ma.j1or city in the world. 

By reducing barriers to labour ma1rket entry, smartphone technology is destroying the monopoly power of black cab 
drivers,. Since the launch of the Uber app in 200'9, there has been a mas,siv1e power shift in the cab market. Uber is a 
w,eb-based cab booking service accessed via smartphones. The service connects passengers with vetted, private 
drivers who pick up their customers within minutes and take them to wherie they want to go. When the booking is 
made, the pass,enger'Sr location is pinpointed with the GPS on their phone. The passenger chooses the kind of car 
they ne,ed, checks the estimated price of the journey, and is, then told how Long they wiU nee1d to wait for their car to 
arrive. They see a1photo11of the driver. their name, and a contact phone number. When arriving at their des,tination. 
passengers don't need to hand over cash as payment automatically takes plac 1evia a credit card. Next day an e-mail 
is sent t 10 the piasseng,erwith a breakdown of the costs, and pass,engers are not expected tio tip their driver. 

Follow-up questions 
1 Explain the eff,ect of the Uber app on Labour mobility in the e,ab trade . 
._ Describe one other example of smartphone technology improvin1g labour ma1rket mobility. 
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: Make sure you do1n"t confuse : 
• • ! equa1lity and equity. ·Equality· : 
• • 
: is a positive term that can be : 
• • 
: measured. "Equity· is a i 
• • 
: normative term based on what : 
• • • i is conside r1ed to b1e fair or just. : 
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5.7 An inequitable distribution of 
jncome and wealth 
EquiLy means fairness or justness (though in other contexts) such as the 
housing market~ equity has a very different meaning, na1nely ~re:alth) . Inequity 
means unfain1ess or unjustness. As soon as equitable considerations are 
introduced into- econon1ic analysis~ nom-iativ,e or value judgements are ma.de, 
which relate to what is a ·socially fair' dis tribution o f inco n1.c and wealth. 

As the A-perience of many poor counuie-S shows, unregulated market forces 
t,end to produce highly unequal d istributions of income and wealth. Some 
economists, usually of a free-market p em1asion, dispute whether this is a 
market failu1--e . They argue that the people who end ·up being rich deserve 
to be rich and that the people who end up being poo,_· deserv to be poor. 
Acco1'ding to this vie"'r~ the market has not failed -it merely creates incentives 
~~hich, if foUo,ved> cause people to generate more income and wealth. 

However, most econornists reject as too extren1e the vie,v that the market contains 
its own morality 'With regard to the distribution of income and ""'"ealtl1. They argue 
that markets are ~value-neut1"al' v.ith 1'e.gard to the social and ethical desinJ.bility or 
undesirability of the distribution of income and wealth resulting from the vtay the 
market functions. It is also worth noting iliat if the initial distribution of income 
and wealth is de,emed to be unfair, the allocation of resources, based on consumer 
preferenc,es andl effective den1and -will also be suboptimal. 

Fe,v economists nov;,.'" believ,e that m arkets should be replaced by the planning 
,or co1nmand m ,echanistn. Thete is, however, much more agreement that, 
instead of replacing the market~ governments should modify the market so 

that i t operates in a more equitable way than would be the case without 
government intervention. Taxing die better-off and redistributing tax revenues 
as transfers to the less 1,vell-.off is the ·obvious way of correcting the tnarket 
fuilurc 'to ensure an equitable distribution of income and wealth. (However. 

as sectiot-i 5.9 explains, redisttibutive policies can promote ne·w types of 
inefficiency and distortion mthin the econo1ny.) 

5.8 Government intervention in 
markets 

o~~~~~~~~ 
The reasons against and for government 
intervention in markets 
To understand why governments intervene in 1narkets in econo1nies such as the 
UK, it is useful to divide econoinists (and politicians) into 'lWo different groups: 
those who believe that unregulated markets generally work v,tell and those 
·who argue that markets are prone to market [ailure. The former group are non
m.tenTentionists ,,vho ,vant to leave as much as possible to market forces, while the 
latter group believe that government intervention can make markets work beuer. 

• Pro-free market economists see a market economy as a calm and orderly 
place in which the market mechanism; working through incentives 



transmitted by p1ice signals in competitive markets, achiev,es a better 
or more optimal outcome than can be attained through government 
iruerv ntion. In essence, risk-taking busin ss men and wo1nen, who mU 
gain or lose through the correctness of their decisions in the nrarket place, 
know better w11at to "produce t11an civil set'"\rants and planners cocooned 
by risk-free salaries and secured pensions. And providing that 1narkets 
.are sufficiently competitive, what is produced is ulti1nately decided by the 
"ri.shes of consu1ne1'"S) v...-ho lrnow better than goven1ments ,-vhat is good 

for then1. According to this philosophy~ the correct economic function of 
government is to act as 'night-watchman• by main taining law andl order; 
providing public goods and possibly n1erit goods ",vhen the n1arket fails, and 
generally ensuring a suitable environ1nent i11 "rhich Wealth-creating' firms 
can function in con1petitive markets, subject to, n1inin1un1 interfereuc,e and 
regulation. 

• Interventionist economists, by contrast 7 ·believe that all t,oo often n1carkets 
are uncompeticive; chara.cterised by monopoly power and producer 
sovereignty, and prone t,o oth er forms of market failure. Additionally, 
uncertainty about the fuiure and lack of correct market infonnation are 
destabilising forces. By interv,ening in the econon1y; especially to correct 
market failures, the government 'knows be.tter' than unregulated market 
forces. It can anticipate. and counter the destabilising forces e..xistent in 
markets~ achieving a better outcome than is likely in an economy subject to 
market f 01:ces alone. 

o~~~~~~~~ 
Correcting market failures 
There are various methods open to a government for correcting> or at least 
reducing, tnarket failures. At one extreme, the government can abo.Jish tl1.e 

market> using inste-ad the conunand OI' planning tnechanism, financed fro1n 

general taxati.on, for providing gao,ds and services. At the other extreme) the 
gov-ernment can try to influence market behaviour by pro,..iding in.f onnarion, 
and by exhorting and 'nudging) firms and consumers to behave in c.,ertain 
ways (e. g. not to use p lastic bags) . Bet,,reen these extren1es> goven1n1e11ts can 
impose regulations to limit pe,ople~ freedom of action in the market place, and 
use taxes and subsi.dies1 price ceilings arnd price floors to alter prices in the 
market in order t,o change incenliv,es an.d econ,01-nic behaviour. 

Government provision of public goods and 
merit goods 
Because of the free-rider problem, markets may fail to provid pure pt1blic 
goods such as national defence and police services. When free-riding occurs, 
the incentive function of p-rtces breaks -down. If go,ods are provided by a 
n1arket people can free-ride rather than pay a price, so the fim1S that a1-e 
trying to sell the. goods ,can~t make a profit. 1Given that there is a need for 
public goods> as we have seen, goven1n1ents ofren step into th-e gap and 
provide the goods 1 financing the provisi,on out of general taxalion. 

Just as governments discourage l11e production aindl consun1ption of negative 
externalities and demerit goods~ in much the same way they try to encourage 
the production and consu1nptio11 of pos~tive ,externalities and merit goods. 
The government may choo,se to regulate r0r to ny to change the prices of merit 
goods and other goods and activities which yield external benefits. In tl1e latter 
case) subsidies are ,often used to -encourage production and co,nsumption. 
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~ ·····························: : KEY TERM ! 
• • i regulation involves the i 
! imposition o'f rules, controls ! 
• • 
: and constraints, which restrict : 
• • i freedom of 1economic action in : 
• • 
: the market place. : 
• • "' ..................... ~ ............................. .. 

R gulalion~ on the other hand 1 can £01-ce consumers to consume n1erit goods. 
The government tnay require people lo be vaccinated against disease and to 
wear seatbehs in cars and cnish helmets on 1notorbikes. 

In the UK, education is both compulsory and cotnplctely subsidised~ &om 
2015 at least for children be·rween the ages of 5 and 18. Low-income families 
would be in an in1possib]e situation if required to, pay for education as 1-vell as 
to send their children ·to school. Subsidies ,can.> of course'.) be paid to private 
providers of education and healthcare: nainely, lo private scbools and private 
ho,spitals. H.oVv""evfr, in the UK, education and healthcare are also provickd by 
the state~ fanning an i.n1p,ortant part of public spending. Nev,enheless~ private 
sector provision is grov.,.i.ng. One reason fo,r gro\ving private sector provision 
of n1e,rit goods lies in the fact that state. provision does not n ece.ssarily inean 
good-quality provision. 

Forcing firms and consumers to generate positive 
externalities 
The state can ilnpose regulations that fore firms and consumers to generate 
positive externalities. Local authority bylaws can require households to maintain 
the appearance of propenies; and the state may order 1mdovrners to plant trees. 
ln this situatio11, it is illegal not to provide external benefits for others. 

Government intervention, negative externalities and 
demerit goods 
There are lwo n1ain ways in \.vhich govemn1,ents can intervene to try to con·ect 
the market. faHure.s c-aused by 11egative .externalities an.ell demerit goods. A5 
with positive externalilites and 1nerit goods, tl1e govemn1ent can use quantity 
conirols or regulation. Ahematively or in addi.tion~ it can use. taxation. 

• Re ulation directly influences the quantity of the ,externa1ity that a fii-n1 or 
h ousehold can generate) and. the level of consumption of jpJ demerit good 
such as tobacco. 

• Taxation.> by contrast, adjusts the market price at which a good that 
gen,erat,es the externality is sold, o,r the price of the den1erit go,od. For 
ex.ample~ taxing pollution discharged by pov,,.rer stations creates an incentive 
for less pollution to be generated and taxing tobacco and creates at'l 

incentive for less tobacco to be consumed.. 

ln its most extreme fonn> regulation can b used to ban co·mpletely~ or 
criminalise) the generation of n egative extenialities such as pollution or ihe 
sale and consumption of a den1erit good such as heroin. Howev,er, it may be 
impossible to produce a good or service such as electricity in a coal-bun1.ing 
po,w,er station ¥r-ithout generating at least s,ome o,f a negative externaHty. In 
1his situation; banning the extemalily has the perverse effect of preventing 
production of a go·o·d (e.g. electi-icity) as v.,~en as the bad (pollution) . 
Because of d1is 1 quantity controls that fall short of a complete ban may be 
m,ore appropriate. These include makimu1n en1ission limits and restrictions 
on th.e time of day or year during ~rhich the negative externality can legally 
be ·emitted. In the case of "mildef demerit go,ods, smoking can be banned 
in public p laces> while shops would break the law by s.eUing alcohol to 
younger teenagers. 

Completely banning 11.egativ,e exten1alities and demerit goods is a form of 
market replacement rather than mark.et acljustment. By contrast, because 



~: .. · KEY TERM ... ,. .. "' ............. "' .............. z:: 1 d .J _ ff . . l . . h d f· c ~ taxes p ace on goo~ a' ect 1nce.nt1v,es WtllC , consumers an · ums llace, 
• . they provide .a market-orientated solution to the problems posed by negative 
: tax a compulsory levy : ! imposed by 'the government to ! externalities and d merit goods. Taxation con1p nsates for the fact that there 
! pay for its activities. Taxes ,can i is a missing 1narket in the ext:emality. In the case of pollution1 the govern1nent 
! also be used to achieve other ; calculates the n1coney value of the negative ,externality and in1poses tbis on 
i objectives, such as reduced i the finn as a pollution tax. This is kno\\rn as the ·polluter must pay' principle. 
! consumption of demerit goods. i The p0Uutio11 tax creates an incentive~ which was previously lacking> for . - . 
:...................... · less of the bad to be dumped on others. By so doing) the tax internalises the 

~ ··············~·········~····: 
: STUDYTIP i • • ! Mak!e sure you can analys1e the : 
• • 
: effects of taxes imposed on : 
I + 

: goods and subsidies by : 
• • 
: applying the concept of price : 
• • ; elasticity of demand. : 
• • • • .................................................... 

extem ality. The poUuting firm tuust now cover aiU the costs o.f production1 

t:n.cluding the cost of negative externalities ) and includ e these in the p1i ce 
ch arged to custon'!ers. By setting the true so that the pric,e the co,nsumer 
pays equals the social cost of producing another unit of the good generating 
the negativ,e exlen1alit}~ resource allocation in the economy is improved. 
However, a pollution tax> like any tax, itself introduces ne,v inefficiencies and 

distortions into the n1arke1 1 associatedl with the costs of collecting the tax and 
with creating incentives to evade the tax illegally: for example, by dumping 
pollution at night to escape detection. This is an exautp1e of government 
failure (see section 5 .9). 

Until recently, governments have been more likely to use regulation rather 
than taxation to reduce negative externalities such as pollution and congestion. 
Inde d, hi the past, it was difficult to find ,examples of poUution taxes outside 
the pages of economics textbooks, possibly because politicians feared that 
pollution taxes wou]d be too unpopular. But in recent years go,v,e.m1nents have 
becon1e more p1~epared to u se congestion and pollution tax,es. This Jeflects 
gro"wing co,ncem, a1nong govern1nents and the public alike, of environmental 
issues such as global warming and the problems posed by fossil fuel emissions 
and other pollutants. h may also rellect both the growing influence of green 
or e11viron1nent pressure groups , such as Friends of the Earth~ and a gro,ving 
preference to tackle environmental problenis with market solutions rather th2tn 
through 1·e gulati.on. 

~ --·····························································································: 
i SYNOPTIC LINK i 
: To ana lyse how the imposition i0f a tax on a demerit good such as tobacco : 
i affects consumption of th ,e good, we must make us,e of the concept of price f 
• • 
: ,elasticity ,of demand. Figure 5.9 shows that imposing an expenditure tax on : 
• • 
; a good in fairly elastic demand is f 
~ effective in reducing demand for Price : 
• • 
: the product. However. because of : • • i their addictive proper·ties, the : 
• • 
: demand for demerit goods such : • p • 
: as alcohol, tobacco and hard , 2 : 

i drugs can be inelastic. Taxing P, i 
• • : demerit 900,ds can raise lots of : 
• • 
: rev,enue f,or the government, but : 
• • ! does not do mu,c:h to r 1educe : 
• • ! consumption. And i'f the tax is set o 02, 0 1 Qulllttty : 
• h' h · l d of'tobacco · i at a very 19 · rate. 1t may ea - to : 
• • f smuggling andl to black market Figure 5.9 The effect of impos,ir,g a tax on i 
: activity. tobacco when demand is. etastf c : 
• • 
:••••••••M••••••••••w••~••••••••••&•M••~~··••••••~•~··•••~·~••••••~•••w••~~•••••••••••••~ 411111 .................... lllllllli 
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U ntH quite recently, the ma in choic,e of poUcy for dealing with the problem of poUution was between r,egu lation 
and taxation. As we have ex plained, th,e former is an intervent~onist solut ion wher,e.as taxation, based 01n the 
principle that the polluter must pay, has been seen as a more market-orientat1ed solution . but nev1ertheless one 
which required the government to L1evy and collect the pollution ta.x. In t.he 199'0s, another m,arket- ,orientated 
solution started in the USA, based on a tr,ading market in permits or licences to poUut,e. More lloc.ally to the UK, 
the EU Emissions Tradin1g Scheme is now th,e centrepiece of Europ,ean efforts to cut emissions. 

A permits to pollute scheme lf or electricity] still involves reg utation: fo r example, the i m posit ion of maximum 
limits, on the amount of pollution that coal-burning power stations are allowed to em it, followed by a steady 
reduction in these ceilings in each subsequent year lsay. by 5°k,. But once this regulatory ·framework has been 
establis.hed, a market in tra1ded pouuuon p,erm its, takes over, creating market-orientated incentives f,or the 
power station companies to reduce pollution because they can make money out of it. 

A tradabl.e market in permits to pollute works in the following way. Energy companies abl,e to reduce p,oUution by 
more than the law requires s,eU their spare p,ermits to other power stations that, for techn ical or other reasons,, 
decide not to, or cannot. reduce pollutiion below the maximum Umit The latt,er still comply·with the Law. ,even when 
exc,eeding the maximum ,emission limit. because they buy the spare permits. sold by the firs,t group of power 
stations. But. in the long run, even power stations that find it difficult to comply with the Law have an incentive to 
reduce pollution, so as to avoid the extra cost of production crea·ted by the need to buy pollution permits. 

~ Price ceilings or maximum price laws 
~ .-_ . · .......................................... " ·: P h h · 1 · hi h · · l 
ru... ~ : er aps t .e snnp ,est ,vays tn w 1c , a government can m.lpose a pnce contro 
~ ! KEY TERM i is through the use. of a pric cc Hin . or a price floor. Suppose, fo r example, 
<Cu: i price, ceiling a price above i. 

• • that in a particular niarke.t - sa~ the market for br,ead - the govemn1en.t 
: whi eh it is iHeg.al to trade. : 
; Price ceilings, or maximum i imposes a price ceiling o·t ma1timuni lega.l price, sho,vn as P1 in Figure 5.10. 
i legal prices, can distort i Because the price ceiling has been irnposed belo'W· the free-n1arket equilibrium 
i markets by creating excess i pti,ce ,o,f P*, it c:reates excess deinand, shown by the distanc,e bet,v,een Q1 and 
: demand. : Q2. 1n a free n1arket) niarket forces would raise the price and eliminate the 
; . ....... "' ..... ,, .. ............. ._ ______ : excess demand. But, because the price ceiling prevents this happening, there is 

p111 
Fr:ee-ma rket price 

no mech.anis1n in 1he market for getting rid of excess dlemand. Rather 
than rationing by price, households are ratiot1ed by quantil)~ Queues 
and ,vaiting lists occur~ and possibly bribery and corruption) through 
which favoured custon1ers buy the good but otheTs do not. It is also 
wonh noting that price ceilings interfere with the incentive function 

P, 
Price~iHng 

or maximum of prices, in the sense that the ceilings prevent prices fron1 rising to 
attract new firms into the market. legal price 

D,emand 
The emergence of an informal or shado\v market (sometimes called a 
black market) is also likel};i;. Secondary markets emerge when pri.1.nary· 

Quantity 0 01 
Lucky 

customers 

(Y 

Unlucky 
customers 

of good 1na.rkets (or free markets) are prevented frotn v.rorking properl}( A 
secondary market is a meeting place for lucky and unlucky customers. 

figure 5 .1 o The e ff ec t of a ma" i m ui m p r.ic e 
con.tr-o~ or price ceHi ng 

ln the secondary market; soni,e lucky customers, who bought the 
good at price P1 ~ reseU at a higher price to unlucky customers unable 
to purchase the good in th.e p1itnary market. In th.e n ext section, 

~ ····························1 
• • 
• • 5 I 

: price floor a pnce below ; .. . 
: which it is illegal to trade. : 
i Price floors, or minimum legal ! 
• • 
: prices, can distort markets by : 
.. : 
J cr,eating ,excess s.upply. : . ... .................................................... 

we discuss the issue of ,vhether a black market p rovides an example of 
govemn1tent failure . 

Price floors or minimum legal prices 
Som elimes govemtnents impose 1ninimum price la\v-s or price floors . For a 
minin1um price la.w to affect a nwrrket , the plice fl.ooi' must be set above the 
free-1narket prilce. Figure 5.11 illustrates the possible effect of the national 



Supply of labour 

w, 

n1initnum wage in1posed in UK labour markets. A national 
minimum ,vage rate set at W 1 (whic·h is above the .free-market 
wage nue of w~) creaites an excess supply of Jabour, thereby 
causing unemployment eqrual to tl1e disla11ce between L1 and L2. 

Free-market 
wager.ate 

It may also ea.use rogue e1nployers to break the law: for exan1pl , 
paying ·poverty wages, to n1lnerable workers sucl1. as illegal 
i1nn1igrants. Note also that whereas a price ceiling i1nposed above 
the free-market price in Figure 5.10 would have no effect on the 
price at which bread! is traded in the n--w.rket , a national minimum 
v.;-age set below the free-market wage rate in Figure 5.11 would 
have no effect on unemployn'lenL This is the situation in many Ul( 
labour markets. 

Demand for Jabour 
0 Quantity 

of llbour 

Figure 5.11 The possible effect of the UK nat1ionaL 
minimum wage 

• • 

As with price ceilings, price floors interfere with the incentive function -of 
prices. This is because falling prices cause inefficie:n.t or l1igh-cost firms to 
leave the market. A price floor prevents this from happening . 

~ Worked e·xample: calculating the effects of a price· ceiling 
• I 
II • • • • • • • , 

' ; Figure 5.1 2 shows ho,w the imposit:ion of a1 price ceiU1ng 
! distorts a market. Calculate the to,tal amo,un-t spent on! the 

Price (!) . 
Supply 

• 
' • 

: good. first at market eq,uitibriu,m price,i and then when the 
i p,ri,ce cei\i.ng, ils in p1lace. 

• • • • • 

• • • 

t 

: At any price, the money value of the good bought and sold is 
• 

10 

• • • • • • • • ' • • : calculated by multiplying price by quantity [P x Q~ . At the good's 
• • • • • : equilibrium or market-clearing pr•ce of £10, 100 units of the good .. 6 

Price 
ceiling 

Demand 

• • • • • • 
: are bought ,and sold, so the a mount spent on the good is £1 ,000. 
• 
: However, when a price ceiling of £6 is imposed. only 50 units 1of 
• 0 so 100 

• • • • • : the good are bought and sold. The money spent on the good f,aUs 
• 

• • • • • • • 
: to £300, even though consumers would like to buy 150 units of 
• 

Figure 5.12 
: the good at this pr~,ce. 
• 

• • .. 
• . . . . ........................ . ....................... ....................................................................................................................... 

~ ·····························: 
i STUDY TIP I 
: Make sure you ea n describe : 
i and explain at least three : . i 
: ways ~n which government : 
• • : intervention ,can affect the : 
• I 

: price of a g1ood or s.ervice. : 
• • : ................................................... .. 

~ ··········~···········~······: 
! KEYTERM ! 
• • 
: government failure occurs : 
• • i when government intervention i 
: reduces economic welfare, : 
• • 
i leading to an allocation of i 
A I 

: resources that is wo1rse than : 
• • ! the free-market outcome. : 
• • : ............ .._ ......................................... . 

5.9 G1 overnment failure 
VVhen explaining market failure, we assumed that market failure can be 
reduced or completely eHmi.nated> once identified, through appropriate 
government intervention: for example, by imposing taxes controls or 
regulation. But there is another possibility. When ihe government intervenes in 
the economy to reduce or correct utarket failure, its intervention may lead to 
the appearance of other fonns o,f resource misalloc:ation. When this happens, 
government failu re- occurs. 

We saw earlier that governments often provide. fre-e slate education because 
they wish to increase consumption of ,vhat they perceive to be a 1nerit 
good. lf you refer back t o Figure 5,. 7, y ,ou \vHl see. that the socially optimal 
l evel of provision of education , Q2, is higher than Q11 the amount o f 
education which markets would probably provide. H.oweve.r) governm-ent 
intervention does not in itself en sure tl1a t Q2 is eventually provided. Since 
it makes decisions on the basis ,of impe:rfect information 1 the governm ent 
111ay not know what is the socially optitnal level of education . Some people 
argue that free state education leads t,o over-provision; for exa.mple. at Q3 in 
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Figure 5. 7. lf this is the case.1 governments may create.1 rath.er than re1nove 1 

market distortions. Some people also believe that the quality of state 
education is poorer than that of private market-based educati on. If this is 
the case> it is a further ex~n-nple of government failure. 

The pursuit of c.onfficting policy objectiy·es can also lead to government 
failure. A good example is proyided by gove1"t1ment n:1.vesttnent decisions. 
When gove1'11ments vvish to expand the economy; they may give. the go-ahead 
lo long-tenn investtnent projects such as the building of new :roads, \Vl1ich 
they then cancel because of the perceived need to contract the economy. \'ery 
often government decisions can be criticised for favouring short-termism at 
the e.x'Pense of long-tennism. 

There are also adn1inistrative costs to co111sider. Goven1n1ent intenrenti,on in the 
economy to correct market failure may create unnecessary layers of bureaucra~ 

which create costS which taxpayers have to pay. If so, this is a goven1DlaU failure . 
A recent example is the high costs the. UK government incurred when deciding 
whether or not to pem1it th:e ,construction of a third 1-uuway at Heathrow ai!il'JOtt, or 
to expand Gatwick or Stansted, or to buHd a completely new airport in the Thames 
estuary. Many free-n1arket economists believe this is unnecessary government 
e1'..i,endirnre~ but more interventionist eco.nomists believe the expenditure is fully 
justified because it leads to better eventual government decisions. 

~ At lhis point> it is appropriate to introduce ihe 'law of unint,ended 
~ co·nsequences\ This 'lavi , which has becom,e ·very fashionable in recent 
~ years> predicts that) whenever the government intervenes in the 1narket 
~ econon1y effects \vill be unleashed which the policy-makers bad! not foreseen 
~ or intended. Sometimes the unintended effects may be advantageous to 
tu the econi0in1y; while in other instances they n1a.y be harn1ful but relatively 
~ o.:: ~ innocuous. In either of these circumstances, government intervention can 
-(( . I·····························: :z: : STUDY TIP i be justified on the grounds tha't the social ·ben efits ,of interven tion exceed 
~ : It is important to avoid : the social costs and therefore contribute to a net gain in economic w.e}fare. 
~ I confusing government failure f But if government activity - however w,ell intention ed - triggers har111ful 
~ : with market failure. : consequences which are greater than tl1e benefits that the government 
~ : . 
u ;.,, .......................... ._ _______ : intervention is supposed to pron101e, then governn1ent failure results. 
w 
~ 
1-
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~ 
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UK local authorities provid,e faciliUes for waste and rubbish disposal. Here a re a f 1ew research activf ties to 
undertak,e. poss~bly with your classmates and an or9,anised division of labour. 

1 Research details of your l!oca l authority's web page tor waste collection and remova l. 
2 Summarise the .authority's rules and po1l.icy for collection and dispiosaL of waste. 

• How often are dustbins emptied?' 
• Does waste have to be s,eparated into categories such as general was,te. recy,ctable waste and ga1rden 

waste? 
3 Visit your l 1oca l authority's, waste collection depot. 

• Is th1e centr,e open to all or only to local residents?' 
• Does the authority charge a price for accepting waste for disposal? 
• Is the waste separated into different categories? 
• How does the authority deal with dangero,us waste. such .as, batteries and refrigerators? 

'4 Research what happens to the wast 1e. How much waste is recy·cted or 1comp1osted? How much waste ends 
up in landtiH or incineration? 

5 Think of any other us,ef u l research questions you can inv,e5,tigate. e.g. is there any evidence of fly-tipping in 
your local area? 

6 Write a igrou p r,eport s.ummarising y1our findings,. 



o~~~~~~~~ 
Examples of possible government failure 
Government price controls create black markets 
ln section 5 .8 > we explained hovv a price ceiling or maximu1n price law can 
create excess demand in a market, which is then reJ.ieved thr,ough trading in 
an informal or sh.adow market, in other words a black market. Price ceilings 
are normally put in pla.c,t; to protect consu1n,ers from high price-S. However, 
the rising price of a product may shnply reflect market forces andl the 
changing nature of sup·ply or demand in the mark,et. A higher price might 
be needed to create incentives for consun1ers to eco11on1ise and for firms 
to divert more s,ca:rc.e resourc,es into producing the good. The price ce.Hing 
may prevent this happening. The contra Ued price can s,end out the wrong 
signals and create th vrrong incentiv.es, thus contributing to resource 
~n.isaUocation. And since it may be a criminal activity to break the price la,v> 
black markets are sometimes characterised by corruption and the threat of 
the use of illegal force. 

However, economists of a free-mc1Jrke.t persuasion often Justify black markets 
on the ground that they do the job that the primary n1arket should do: that is, 
equate demand '-''lth. supply. A price ceiling prevents the primary market from 
working properly. Arguably~ the touts, spivs and dealers who act as tniddlemen 
in. the black market or underground econo,my contribute to better re.source 
allocation, although their contribution vvould not be needed if there were no 
price controls. A black market or secondaiy market only comes into existence 
because price controls di.stol't the primary market. 

Further side effects of government provision of merit 
and demerit goods 
Various examples of government failure may occur when the state provides 
merit goods su ch as education at z.ero price for the consumer, or taxes or bans 
production and consumption of de1nerit goods. \Alhen education is provided 
fre,e by the state, shortages emerge for places in so-called 'go,od' schools. 
Parents who are unable to get theiT children into these schools son1ethnes He 
about Vv"here they liv.e~ in the hope of winning places in the ~post code lottery 
through which the local education authority offers places to die children living 
nearest to the school. 

In the case of dleme.rit goods~ the itnposition of high taxes ,on good s such 
as alcohol and tobacco has encouraged (booze cruise' trips to France lo 

buy beer, vviue, spirits and cigarettes at lower French ptices. Not only 
does this erode the UK governmenfs tax base~ it also unnecessarily diverts 
productive resourc,es into car .and van journeys that ~lould not oth erwise 
take place; which. in tum leads io unnecessary carbon pollution. And, 
however worthy it is, banning the production and consu1nption of detnerit 
goods such as cocaine and heroin creates black markets characterised by 
crime and racketeering. 
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The tandfill tax and gover nment failu re 
Government policies that aim to red uce the discharge of negative ext,ernaUUes can also lead to1 go,vernment 
failure. Alm,ost every economic activi·ty produces waste: for example, household rubbish and the waste 
created by building and construct ion. A large fraction of UK waSite is either incinerated (which discharges 
p1ollutants into the atmosphere)l 1or collected by local g1ove rn m ent and placed in la ndfiU sites. Landfi ll a lso 
causes pollution. and a further pr 1oblem arises as .all the avaHable landfill sites fill up. 

In 1996, the UK gov1ernment impos1ed a landfill tax which it hoped wou ld create jobs and reduce wa1st,e. But 
to1 evade the tax. rogue building contractors and some households began to fly-t ip and to dump rubbish in 
public places and on 1oth1er p1eople's lan1d. This was an unintended and adv1erse consequence of ,a tax that was 
intended to1 improv1e the 1environment. 

M.any blame the controversial landfill tax for the r ise in organised unauthoris1ed dumpin1g1. The tax increased 
the costs of taking wast1e to1 licens,ed sites by up to a third. The cost of geUing rid 1of one truckload of rubble 
could be as high as £:400. Finding a Lternative dumping g rou ndsi wlier1e off- l 10iading a lorry costs litHe or 
nothing. allows, the unscrupulous to mak1e a foirtune. But the cost to the env ironment is immense. 

Research publish 1ed in 2011 by the Countryside AUiance un1covered the enormous scale of iHegal fly- tipping in 
England and Wa l1es. Figures obtained under the Freedom of Information Act reveal that illegal fly-t ipping cost 
taxpay,ers over £40 mi Hion in 201 o. At leas,t 656,000 incidents. of unlawful rubbish dumping were r 1e,corded in 
England and Wales between April 2010 and Mar,ch 21.1 11, wh ich works out at 75 incidents of fly- tipping every 
hour - mor1e than one p·er minutei 

At the time, the cost of ,clearing the waste a lone w.as just under £25 milliion, yet only one in 510 cases led to 
a prosecution. In cash-strapped rural local authorities, the r,ate 1of pros1ecutions, dropped to1 just 3 in ev1ery 
1,000. If waste is dumped on privat1e land, the owners. irrespe1ctive of having no part in the fly-tip. have a duty 
of care and are bound by law to clear it up in their own t i m1e and at the ir ex p,ense. 

The Chief Ex1ecutive of the Countryside Alliance said, 'With the Coalition Government raising the landfill tax 
and with more cuts corn in 1g to council budgets , this problem is only going to get worse: 

Follow-up questions 
1 Relate fly-tipping to the conc,ept of negative externalities . 

Do you agree that landfill illustrates both market failure and government failure? Justify your answer. 

C.J 

~ ~ ····················································································································································: 
1- i QUANTITATIVE SKILLS 5.3 i I.U ,. ~ 
~ . . 
~ ~ Worked example,: calculating price e las ticity of demand ~ 
~ ! Betw,een 2011 and 201 5 a gover inment :inc1reased its tax on w aste di:spo,sal~ Tabile 5~4 Table 

5··' j w • .. 
:c : shows the changing price of wa,ste disposal at a landfill site. : 
I- • • 

! i 
• If the quantity of La,ndfill space dem anded feU by 10% betw.een 2D111 a1nd 20,15~ calculate 

20 11 10 
: 

from the data the price etlasUcity of demand for landfill s,pace. : 

! • • • • 

If the quantity demanded fell by 10°/o ,and the prke per tonne ros,e by 40°/o, the price 
elasticity of demand for landfiU space was: 

- 10% 
: +40 °/o 
= 

2012 11 ; .. 
• 

2013 12 : 
• 

2014 13 ; : 
2015 

• 
: whi-ch is -0.25. According to the data, since the elasticity stat istic (ignoring the minus sign] was less than 1 or 
• i unity, the demand for landfill space was inelastic with respect to the change in price. • • • • , ....................................................................................................................................................................... 111 



Prices p,ertorm four functions in markets: signalling information; ,creating economic incentives; and 
rationing scarce resources between competing us,es, and a Uocatio,n. 
Market failure. whi 1ch o,ccurs whenever markets don't per·form very weU. divides into complete market 
failure and partial m.ark,et failure. 
Goods divide into private goods, such as .ai ear, defin,ed by the characteristics of ex·cludability and riv·alry, and 
public goods, such as nation.al defence, defined by th 1e characteristics of non-,excludability and non-rivalry. 
In the case of a pure public good, people free-r ide by benefiting w ithout paying for the good. 
Governments ,of ten provide public goods directly, arguably because mark.ets fail to supply th,em. 
Markets can provide quasi-public igoods. such as roads. which a re potentia Uy 1excludable but non- riv at 
though governments also provide them. 
Externalities divide into production externalities and consumption externalities. 
A negative externality (external cost!, such as pollutioni is a public "bad' dump,ed on others. 
A positive externality I external benefit). such ,as a beautiful view. is a public good that ben,efits others .. 
Governments use regu Lations, including prohibition. and taxation to prevent 1or r,educe prod ucUon of negative 
externalities .and to reduce consumption of demerit goods. 
Governments use regu Lations, including compulsory consumption, and subsidies to enforce or encoura1ge 
production of positiv 1e externalities and the consumption of merit goods. 
Along with pubUc goods, merit goods such as education are often provided by igov1ernments. 
Although both are of ten provided by the government, a merit good should not be confus.ed with a pu bUc goi0d . 
Merit goods a re under-consumed in a fr,ee market becaus,e cons,umers ignore the positive externalities that 
consumption 91en 1erates and/or downplay th1e long-term privat,e benefits they w ill eventually enjoy. 
D,emerit goods are over-consumed in a free market because consumers ignore the nega·tive externalities 
that consumption generates ,and/or downplay· th·e long-term private costs they will ,eventuaUy suffer. 
U nlik,e public goods, merit goods are ,excludabLe .and riva l. 
Governments. encour,age consumption of merit goods throu,gh state prov ision ,and siUbsidy. 
Governments discourage consumption of d,em,erit goods through regulation and t.axation. 
Governments impose price ceilings or maximum legal prices to prevent prices rising above desired levels. 
A price ceiling imp,osed below the fre 1e-market price distorts the market and creates excess demand. 
In this situation. a secondary market or bla,ck mark,et is Uk,ely to em 1erg,e. 
Black 0 1r informal markets can perform the useful economic function of dealing w ith shortages and equating 
demand with supply. 
Governments impose price flo1ors or minim um legal prices, su,ch as. the national minim um wage, to prevent 
prices falling below d,esired tevels. 
Government failure occurs when government intervention in markets fails to correct market fa ilure and/ 
or Leads to outco,mes worse than the intervention was meant to correct. Like market failure, ,gov,ernmen t 
failure is associated with a misa Uocation of resources. 
Governments m~ creat1e, rath,er than remove, market distort ions. 
Government failure ea n r 1es,ult from government decisions made on the basi5, 1of inadequate information; as a 
result of conflicting objectiv,es; and ·from the admin istrative costs of ,government interventio,n. It is also 
associated with the unintended cons,equences of government intervention in ma1rkets. 



Questions 
l Do you agree that government policies which ain1 to correct market failure are aly.,rays successful? Justify 

your answer. 

2 Do you agree d1a't governments should in all circun1stances provide public goods? Justify your ans\.ver. 

3 Evaluate different fonns of goven1.n1ent intervention to deal ,vith the probletns caused by negative 
externalities. 

4 Evaluate the i,,;ew that if merit goods .are provided free by the state, the socially opti1nal level of 
consu1npnon is always achieved. 

5 Explain how monopoly may lead to inarket failure . 

6 Do, you agree tl1a't a highly unequal distribution o,f incon1e is a n1arket [allure? Justify your answer. 

7 Using the concept of elasticit}~ explain ,vl1y taxing demerit goods tnay be relatively ineffective in reducing 
their consumption. 

8 With the help of an appropriate diagram, explain how a maximum ]egal price may distort a tnarket. 



Microeconomic key terms 

allocative efficiency occurs 
when the available economic 
resources are used to produce thie 
combination of goods and s1ervices. 
that best matches people's tastes 
and preferences. 
allocative function of prices 
changing relative prices allocate 
scarce resources away· from 
markets exhibiting ,excess supply 
and into markets in which there is 
exeiess demand. 

artificial barrier to entry a 
barrier to market entry which is 
man- made. 

average cost total cost of 
production divided by output. 

average revenue total revenue 
divided by outputi in ia single
product firm. average revenue 
equals. the price of th,e product. 

capital good a good wh ich is used 
in the production of other goods 
or services. Also known as a 
producer good. 

capital productivity output per 
unit o'f capital. 

choice choosing between 
alt,ernativeswhen m,aking a decision 
on how to use scarce resources. 

collusion co-operation between 
firms. for example to fix prices. 
Some forms of collusio1n may be 
in the public interest. for example 
joint rese.arch1 and labour training 
schemes. 
competing supply when raw 
materials are used to produce 
one good they cannot be used to 
produce a noth,er good. 

competitive market a market in 
whkh the liarge number of buy,ers 
and sellers possess good market 
inf101rmation and can ,easily ent,er 
or leave the market. A corn petitive 
market ms 1one in which firms. 
strive to outdo the~r riv,als, but it 
do·es not necessarily meet au the 
conditions of p,erf ect competiti1on. 

complementary good a good in 
joint demand, or ,a1 good which is 
demanded at the same time as th,e 
other good. 

composite demand demand for 
,a g1ood w hich has mor,e than on,e 
use. 

concentrated market a market 
containing very few firms. in the 
extr1eme only one firm. 
concentration ratio a ratio which 
indicates, the total market s,hare 
of a number of leading firms in 
,a mark,et, or the output of these 
firms as, ,a per,centage of total 
1market output. 
condition of demand a 
determinant of demand, other than 
the good's own pric,e, that fixes the 
po,sition ot the demand curve. 

conditions of supply 
determinants of supply. other than 
the 1good's own price, that fix the 
position of the supply curve. 

consumer good. a good which 
is consumed by individuals or 
households to satisfy their needs 
or wants. 

consumer sovereignty through 
exercising their spending po,wer. 
consumers collectively determine 
what is produced in a market. 
Consumer sovereignty is strongest 
in a perfectly competitive market. 

consumption externality an 
externality (which may be positive 
or negative! generated in the course 
of consuming a1 good or s,ervice. 

cross- elasticity of demand 
measures the extent to which th,e 
demand for a good changes in 
response to a change in the pric,e 
of a n0rther good; it is cal,culat,ed 
by divjding th,e percentage change 
in quantity demanded by the 
per1centage change in the price of 
,another good. 

decrease in demand .a leftward 
shift of the d,emand curv,e. 

decrease in supply a leftward 
shift of the supply· ,curve. 

demand th1e quantity of .a good 
or servic,e that cons.umers are 
wi Hing and able to buy at given 
prices in a given period of tim,e. 
For economists, demand is always 
effective demand. 
demerit good .a igood, such .as 
tobacco, for which the social costs 
of consumption exceed the private 
costs. Value judgements ar1e 
involved in deciding that a go1od is 
a demerit good. 

derived de,mand demand for a 
good which is an input into the 
production of another g,ood. 

d isecon omy of scale as output 
increases. Lenig- run average ieos,t 
rises. 

diisequilibri um a situation in 
a m1ar ket when there ~s excess 
supply or excess demand. 

distribution of inco,me and wealth 
the way in which income and wealth 
are divided among the populatiion. 

division of Labour this concept 
goes hand in hand with 
specialisation. Diff,erent. workers 
perform different tasks in the 
course of producing a good 1or 
service. 

economic growth the increas,e in 
the pot,entiail level of real output 
the economy c,an produce over a 
period of time. 

economic welfare the economic 
weU-being of .an individual, 
a group within so,cietyi or an 
economy. 

economy of scale as output 
increases. long-run average ,cos.t 
fa Us. 

effective demand the d,es.ire for 
a good or service backed by an 
ability to pay. 
elasticity the proportionait,e 
responsiv,enes.s of a second 



variable to1 an initial proportionate 
,change in the first variable. 

ent ry barrier ma1kes it difficult or 
impossible for new firms, to enter 
a market. 
equilibrium a state of rest or 
balance between opposing forces1 , 

equilibrium price the price iat 
which planned demand for a good 
ror service exactly equals planned 
supply. 
equity fairness or justness. 

excess demand when consumers 
wish to buy more than firms wish 
to S1ell. with the price be Low the 
,equilibrium price. 

excess supply when firms wish 
to sell more than consumers, wish 
to buy, with the pric1e above the 
1equilibrium price. 

exthan ge to give something in 
return forr something else reiceived. 
Money is a medium 10if ,exchange. 

exit barrier makes it difficult or 
impo,ssible tor firms to leave a 
market. 

external economy of scale cost 
saving resulting from the grrowth 
of the industry or market 1of which 
the firm is a part. 
externali ty a public go1od, in the 
,case of an exh~rnal benefit, or 
a public bad, in the case of an 
ext.ernal cos,t , tha1t is 'dumped' on 
third parties outside the market. 

factors of production inputs 
into the production process, 
such as land. labour~ capital and 
ent,erprise. 

finite resource ,a r 1esourc,e, such 
as oil. which is sea rce and runs 
out as, it is used. Also known as a1 
non-renewable resource. 

fixed cost cosit of production 
which, in the short run, does not 
1chang 1e with output. 
full employment when all who 
a re abl,e and w il.li ng to w1ork ,are 
employed. 

fundamental economic problem 
how best to mak1e decisions about 
th1e alloc1ation of scarce res1ources 
among competing us,es so as to 

improve and max.imise human 
happin,ess and weLfa rie. 

geographica l immobility of 
labour occurs when workers find 
it difficult or i m poss1i ble to move to 
jobs in other parts of the c,ou ntry 
or in other countries for reasons 
such as higher housing costs in 
locations where the jobs exist. 

government failure 1orecurs when 
government intervention reduces 
economic w 1elfare, leading to an 
allocation of resources that is w1orse 
than the ·free-market outcome. 

immobility of labour the inabi lity 
o'f labour to move from 1one job to 
aniother, either for occupational 
r1easons le.g. the need for training) 
or for geographical reasons (e.g. 
th,e cost of moving to another part 
of the country]. 

imperfect competition any 
market structur1e lying between 
th,e extremes of perfect 
competition and pure monopoly. 

incentive function of prices 
prices create inc1entives for people 
to alter their economic behaviour: 
for example, a higher price 
cr1eat1es an incentive for firms tor 
supply more of .ai good or s,ervke. 

income elasti city of demand 
measures the ext 1ent to which the 
demand for a good ,changes in 
response to a1 change in income; 
it is calculated by div iding the 
percentage change in quantity 
demanded by the percentage 
change in income. 

increase in demand a rightward 
s,hif t of the demand curve. 

increase in supply a r ightward 
s,hif t. of the supply curve. 

inequity unfairness or unjustness. 

infer ior good a good for which 

demand decreases as income 
rises and demand increases, ,as 
income fa Us. 

information problem occurs when 
people mak:e wrong decisions 
becaus,e they don't pos,ses,s or 
they ignore relevant information. 
Very often they are myopj,c lshort
s ightedi about the future. 

informative advertising provides 
consumers and prod uc,ers with 
useful information about goods or 
services. 

innovation conv 1erts th,e results 
of i nvenHon into marketable 
products or services. 
internal economy of scale cost 
saving resu lting from the 1growth 
of the firm itself. 

invention creates new ideas for 
products or proc,ess,es. 

joint supply when one go1od is 
produced, another 900d is also 
produced from the same raw 
materials. 

Labour productivity output per 
worker. 

Lim it pricing reducing the price 10-f 
a good to just above 1av,erage coist 
to1 deter the entry 10f new firm1s 
in to the market. Prkes are set,at 
lev,els whi 1ch are Ukely· to make it 
unprofitable fior potenti.al entrants 
who mi 1ght consid1er coming into 
the market. 
long run the time period in which 
no factors of production are fixed 
and in which au th 1e factors of 
production can be varied. 

long-run average cost long-run 
total cost divided by output. 

long-run production o,ccurs wh,en 
a firm changes the scalti~ 1o'f alL the 
factors of production. 

market demand the quantity 
of a good or s1ervice that all the 
,consumers in a market are willing 
and able tor buy at different market 
priC19S,. 

market d isequ i libri um exists 
,at any pric,e iother than the 

equiU briu m price. When the 
market is in disequ ilibrium. either 
,excess demand or excess supply 
,exists in the market 

market equilibrjum when 
planned dem,and equals planned 
supply· in the market. 

market failure wh1en the 
market mechanism leads to a 
misallocation of resources in the 
economy. either corn pletely failing 



to provide a good or service or 
providin 1g the wrong quantity. 
market share maximisation 
occurs when a firm maxim1S>es its 
percentage share of the mark1et in 
which it sells_ its product. 

market structure the organisation 
of a market in terms of the number 
of firms in the market and the ways 
in which th 1ey behave. 

market sup ply the quantity of a 
9010d or service that a U firms plan 
to sell at given prices in a given 
period of time. 

merit good a g1ood1 such ,as 
healthcare, which when consumed 
leads to1 ben 1efits which other 
people enjoy; or a go1od for 
which the long-term benefit of 
consumption exceeds the short
term benefit enjoyed by the person 
consuming the merit good. Value 
judgements are involved in decidi ng1 
that a giood is a merit good. 

missj ng market a situation in 
which there is no market becaus1e 
th 1e functioins of prices have 
broken down . 

monopoly power the power of a 
firm to a,ct ,as a pric,e mak.1er rather 
than as a price taker. 

natural barrier to entry a barrier 
to market entry whi 1ch is not man
mad1e. 
natural monopoly the term has 
two meanings, first when a coiuntry 
or firm has compLete control 1of a 
natural r1esource, and second when 
there is only room in a market 
for one firm benefiting fro1m 
economies of S1Cal1e to the fuU. 

need som 1ething that is necessary 
for human survival, such as food, 
clothing, warmth or shelter. 

negative externalityJ which is 
the same as an external cost. 
occurs when the consumption or 
production of a good caus.es costs 
to a third party, where the social 
cost is greater than the private cost. 

normal good a good for which 
demand increases as income 
rises and demand decr1eas1es as 
i ncoime fa Us. 

normative statement a Stratement 
that includes a value judgement 
iand cannot be r 1efut1ed just by 
looking at the evidence. 

occupa,tional immobility of 
labour occurs when workers find 
it d iffiieu lt 1or impossible to1 move 
between jobsr because they lack or 
ea nnot develop the skiUs req uir1ed 
f ior the new jobs. 

oligopoly a market dominated by 
a few firms. 

a pportu n ity cast the cost ot 
giving up th,e next best altiernative. 

patent a strategic or man-made 
barrier to market entry caused by 
gov1ernment legislation protecting 
the right of a firm to be the sole 
producer of a patented good. 
unl,ess ·the firm grants ro1y,a1lties ·for 
other firms to produce the good. 

perfect competition a mark1et 
which displays the six c0ind itions 
o'f: a Large number of buy1ers 
and s,eLlers; p 1erfect market 
inform.ation; the ability to buy or 
sell as much as is d1esi red at th 1e 
ruling market price: the inability 
of an ind ividual buyer or seller 
to influence the market pr ice; a 
unaorm or homogeneous produ 1ct; 
and no barriers to entry or exit in 
the long run . 

persuasive advertising attempts 
to1 persuade pot,ential customers 
that a good or service possesses 
desirable characteristics that 
make it worth buying. 

positive externality, which is 
the same as an externa l benefit, 
occurs when the consumption 
or production of a good causes a 
lbeneflt to a third party, wherie the 
saicia l benefit is greater than the 
private benefit. 

positive statement a statement 
of fact that ea n be sieie ntifica Uy 
t 1ested to see if it is correct or 
incorrect 

predatory pricing temporarily 
reduc ing the price of a good 
to below aver age ciost to drive 
smaller fi rms 01r new market 
entra1nts out of the market. 

p ric·e cei Ling a price ,above which 
it is iUegal to trade. Price ceilings, 
or max ~mu m l1egal prices. can 
distort ma rkets by creating 1ex.cess 
demand. 

price competition reducing the 
price of a good or service to ga in 
s.a les by making it more attractiv,e 
for consumers. 

price elasticity af demand 
measures the 1ex tent to wh ich the 
demand for ra go1od changes in 
response to a chang,e in the price 
o'f that good. 

price elasticity of supply 
measures the 1extent to which 
the supply of a 1good 1chang1es in 
response to a 1change in the price 
of that good. 

price floor a price below which 
it is illegal to trade. Price flooirs. 
or minimum legal prices, can 
distort ma rketsr by creating excess[ 
supply·. 

price maker a firm possessing 
the power to set the price with in 
the mark1et. 

price taker a fi rm which passively 
accepts th1e ruU ng market price 
set by ma rk:et reondiHons outside 
its, control. 

private good a good, such as an 
orange, that is excludable and 
rivaL 

producer sovereignty producers 
or firms in a market determine 
what is produced and what prices[ 
are charged. 

product differentiation making 
a product different from other 
products through product 
design, the method of producing 
the product, or through its 
functionality. 

production a process, or set of 
processes,thatconverts inputs 
into output of goods. 

production externality an 
externality (which may be positive 
0 r neg ativ·e j 1ge ne rrated in the course 
of producing a good or service. 

production possibility frontier 
a curve depicting the various 
combinations of two products l1or 



types of productsl that can b1e 
produced when au the available 
r1esources are fully and efficiently 
1employed. 

productive ef ticien cy for thre 
economy as a whole occurs when 
it is impossiblre tor producre more of' 
one good without producing less 
of another. Fror ,a firm this occurs 
wh,en the average total cost of 
production is minimised. 

pr oductiv ity gap the difference 
betwe,en tabour productivity in 
the UK and in other developed 
,economies. 

productiv ity output p,er unit of 
input. 

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

pr ofit maximisation occurs 
wh,en a firm's to1tal sales revenue 
is furthest above total cost of 
production. 
public good a good. such as a 
radio programme, that is, non
,excLudable and non- rival. 

pure monopoly Wh 1en there is only 
rone firm in the market. 
quantity setter a firm choos 1es 
the quantity of a good to sell, 
rather than its price. In monropoly, 
the market demand curve then 
dictates the maximum price 
that can be charged if the firm 
is to successfully seH its chosen 
quantity. 
quasi-public good a good which is 
not fully n 1on-rival and/or where it 
is possible tro exclude people from 
consuming the product. 

rationing function of prices 
rising pri,c1es ration demand for a1 
product. 

regu lation involves the imposition 
of rules, controls and constraints, 
Which restrict freedom 10rf economic 
action in the market place. 

renewable resource a resource, 
such as timber. that with careful 
manag,emrent can be renewed as it 
is, used . 

resource allocation the process 
through which the ,available 

f,actors of production are assi1gnerd 
to produce different go1ods and 
services, e.g. how many 1of the 
society's economic resources are 
devorted to supplying diff,erent 
products, such as food, cars, 
he,althcare and defence. 

r esource misallocation when 
resourcres a re ,alliacated in a 
way which does not maximise 
economic welfare. 
sales maximisation occurs when 
sales revenue is maximised. 

saturation advertising through 
flooding the mark1et with 
information ,and persuasion about 
a firm's product, this functionSi as 
a man-made barrier to market 
entry by ma king it difficult for 
smaller firms trQ compe'tre. 

scarcity results from the fact that 
people havre u nlimit.ed wants but 
reSiourcres to me,et these wants, 
ar1e Umited. In essence, pe1opl1e 
w1ould l ike to consume more goods 
and srervices tha1n the economy 
is abte to produce with its limited 
resoureres. 
short r un the time period in which 
at least one factor of production is 
fixed ,and cannot be varied. 

short-run production occurs 
when a firm adds variable factrors 
of production to fixed factors of 
product ion. 

signalling fu net ion of prices 
prices prov ide information to 
buyers and sellers. 
socia L benefit the total benefit of 
an activity. including the rexternal 
benefit as, weU as thre private 
benefit. Ex pressed as an equation: 
social benefit .. private benefit+ 
external benefit. 

socia L cost the to1tal cost of an 
activity, including the external 
cost as well as the private cost. 
Express 1ed as an equatiron: social 
cost C private cost T rextrernal cost, 

specialisation a worker only· 
performing one tas,k or a narrow 
rangre of tasks. Also, different 
firms specialising in producing 
different goods, Orr services. 

subsidy a payment made by 
government or another authority, 
usua Hy to prod uc,ers, for 1each unit 
of the subsidis 1ed gored that thet 
produce. C1onsu mers ea n also 
be subsidised: for example, bus 
passes given to children to enab1l,e 
them t10 travel on buses free or at 
a reduced price. 

substitute good a good in 
competing demand, namely a 
good which can be used in place of 
the other good. 

supply th 1e qu,antity aif a good or 
service that firms a re willing and 
able to sell at given prices and in a 
rgiven period of timre. 

tax a corn pulsory L,evy imposed 
by the government to p,ay for 

its activities. Taxes, can also be 
used to achieve other obj,ectiv1es. 

such as reduced consumption of 
demerit goods. 

technical economy of scale a cost 
saving generated through changes 
to the ·productive proc1ess· as the 

scale of production and the level 
o'f output increase. 

total cost the whole c.ost ( fi xed 
1COSt plus variable COSt) of 

producing a particular lev,el of 
output 

total reve,nu e the money a firm 
recreives from S 1elli ng its output, 

ea lcu Lated by multiplying the pr ice 
by the quantity sold. 

trade the buying and seUing of 
goods and services. 

u nem p Loy ment Whren not all of 

those who a re able and w illing to 
work are employed. 

variable cost cost of production 
whith changes with the amount 

that is pr1oduced, even in the short 
run . 

want s0rmethin 1g that is desirable. 
such as fashionable clothing. 
but is not niecessary for h urn an 

survival. 



Microeconomic 
practice questions 

In this section you '\ViU find a set of objective test questions, followed by a 
c,ont ext question for AS . 

Objective test questions. 
1 Which of the foUowing represents a positive ecouotnic statement? 

A The recent incr,ease in interest rates will help to reduce inflation. 

B Unemployment is a 1nore serious econotn]c problem than. inflation. 

C Govern1nent expenditure o,n heahh and education should be raised. 

D The proportion of tax revenues raised from indirect as opposed to direct taxes is to·o high. 

2 Wnich of the follo-ri,ving is considered to b e an essential characteristic of the p rice mechanism? 

A Resources are allocated in response to price changes. 

B Buyers and. selle.rs set prices according to their preferences. 

A socially optimum pattern of resource allocation is achieved. 

D Goods· and services produced al,vays reflect consun1er sovereignt)~ 

3 The diagra1n below represents the market for rail travel in country X. 

P, 

0 Quantity 
per period 
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The shift of the demand curve from D1 to D2 could be explained by the gov,ennnents decision to: 

A expand its road-building programme 

B abolish mototway tolls 

C reduce rail subsidies 

D impose a tax on car parking at work places 

-t Cross-e]asticity of demand measures the extent to which the: 

A price of good X is affected by a change in the supply of good Y 

B price of good X is affected by a change in the price of good Y 

C demand for good X is affected by a change in the price of good Y 

D demand for good X is affect-ed by a. change in the price of good X 

5 The data b low refer to the costs of a finn at v--arious levels of output. 

Output (units] 1~~ 
4 40 

3 32 
2 2~ 
1 22 
0 20 

The average fixed cost of producing four units of output is~ 

A £5 

B £10 

C £20 

D £40 

6 The diagram below sho~ls a supply curve. 

Prim 
s 

Accoroi11g to the diagram) as the price and the quantity increase> lhe price elasticity of supply: 

A becomes elastic 

B beco1nes inelastic 

C remains unitary 

D ilncreases and then falls 



7 Market failure occurs when: 

A finns in a particular market are forced out of business 

B market den1and exceeds market supply 

C a good ,vith a negativ,e extemality is overproduced 

D fimlS are unable to 1nake adequate profits 

8 The table below sho\vs the weekly demancl and supply schedules for a particular pro,duct 

Quanti"ty Quantity 
Price(£) demanded supplied 

20 1100' 200 
18 1120 170 

16 140 140 
14 1160 11 0 

12 1180 80 
10 200 50 

A government decision to impose a minimum price of £12 i.vould re-Sult in: 

A excess denumd of 100 

B excess supply of 100 

C a faU in the equilibrium price to £12 

D no change in the equilibrium plice or quantity 

9 The table below shows price and total revenue (TR) for a giv,en good. 

Price(£] I TR (£) 

11 12,000 
2 18,000 

3 18 OOO • 

4 12 OOO I 

5 0 

From the infonnation given~ it 1nay be concluded that the pric,e ,elas'ticity of demand is inelastic over the 
price range: 

A. £1.00 to £2.00 

B £2.00 to £3.00 

C £3.00 to £4.00 

D £4.00 to £5.00 
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I O Study the f 01lowi11g diagram. 

! 3,000 Total oos:t 

fl1200 

fl,000 

0 100 

At 100 units of output per day, average variable cost is: 

A £10 

B £12 

C £22 

D £1)200 

AS context question 

Context 1 
Total for this context: 50 marks 

The provision of blood to health services 
Stuclly E · tracts A., Band C and th n ans\ver all parts of Cont u. l which follow. 

Extract A: Stocks of blood units held by the NHS, 21 March to 19 August 2014 

Blood1 
unlts 

5'5.000 - . 
Sl.ooo, 
511.000, 
49,.000 
47.000 
45.000, 
43.000 
41.0001 
3 9.00-0 --i--,----.-............... ----.-............... ----.-....,..........----,-....,..........--,---

A bfood unit is measu re<I as 470 ml 
(or jU5t under a pint) 

Source conta1ns public sector information licensed under the Open Government Licence v. 1 .0 



E·xtract B: The demand for and the supply of blood for hospital operations 
1 The main purpose of 1economic activity is to 

improve people's welfare. Most of the goods 
that pe,ople consume are provided through 
markets, but others are not. At le,ast in some 
countrh~s, one such goo1d is tne blood us1ed to 
treat hospital p,atients. 

In recent. years_ the demand for bl.ood has 
increased dramatic.ally, due to, among other 
caus,es, an ag,eing population and new medical 

1 o and surgical priocedu res. Ev1en though many 
individuals are elig ibl1e to donat,e blood and 
there are numerous awareness c,ampaigns 
promoting its importa1nce, only 4.0/o of such 
individuals donat,e bl1ood in the UK, and even 
f1ewer do so in developing countries. As a 

1consequence, blood supply s,hortages, are quit,e 
common throughoiut the world. 

How1ever. in the UK the donation system 
means that b~ood shortages are rare. On 19th 
Augast 2:014, the blood stocks h,eld in the UK 
by NHS Blood and Transplant ( NHSBTj co1uld 
mee·t medical demand for blood for periods 
ranging from four and a half days to ,eleven 
days for different b too1d types, assuming 
that no further blood donat ions were made. 
However. except in very special c ircumstances, 
the flow of new blood donations is generally 
sufficient to maintain an adeq uate stock of 
blood to m,eet medical demands. 

Sou r-ce: N e-ws rep o Ms, August 201 ii. 

Extract C: Donation versus market provision 
1 In 1970, the British social scientist Prof1essor 

Richard M. Titmuss contrast,ed the then 
American practic1e, in which recip ients paid a 
market price for blood purchased from doniors. 
with British pracUce, in which blood is fr1eely 
given to patients. 

Titmuss believed that the quality of Ufe of the 
whole community is better when people ar1e 
encouraged to give blood to strangers. In his 

10 view, when blood bec1om1es a commodity, the 
quaUty of the product becomes corrupted. 

H1e argued that altruistic or charitable donors, 
who gave bl1ood only to benefit others, had 
no incentive to give infected blood; whereas 
commercial donors who were in it mainly for 
the mon,ey, had an obvious flna nda l inc1entive 
to give blood, even if the blood m ight harm the 
people rec1eiving the blood. 

01 Defin.e the term ·welfare' (Extract B , line 2) . 

Titmuss said that the cost to American 
20 patients and their families iof buying blood was 

sometimes so high that people who required 
very frequent blood lransfus,ions could be 
bankrupted by th,e biUs. 

Professior Titmuss·s opposition to a market for 
blood was part of his w ider argument about 
the danger of using the market mechanism 
to provide merit goods such as health car,e. In 
the market for clothing. it. is acceptable that 
1cashmere wo1ol is available for the rich and 

30 cheap nylon for the poor. Howev,er, Titmuss 
believed that it was not acceptable to have a 
blood market in which safe blood is available 
fior 1he r ich, with potentia Uy lethal blood only 
av a I lab le for the poor. 

Source : Academ 1c re sea re: h 

(3 marks) 

02 Using the data in Extract A, calculate, to one· decimal place, th e percentage ch2JJnge 
in the stock of blood units held by the NHS between 2 1 March andl l 9 August 2014. 

03 Using Extract A ~ identify two significant features of the changes bt1 the stocks of blood 
held by the NHS over the period sho"'rn. 

(4 mark.s) 

(4 marks) 
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04 Extract C (lines 3-4) n1enrions that in the USA in 19 7 0, the market mechaniSt"11 was 
used fo,r providing blood to hospi.tal patients. 

Dra"v a supply and demand diagran1 to illustrate how, in a c,ountry which relies 
on market provision rather than donation, the price 10£ blood 1nay be affected 
by an unexpected incre-ase in tlu~ demand for blood. 

05 tines 26-27 of Extract C mention d1at health car,e is usually considered 
to be a nierit good. Ex-plain why health care is genera.Uy regarded as a melit good. 

06 Professor Titrnusss opposition lo a 111arket for blood was pan of his wider argun1en1 
about the danger of using the market m,echanis:m to provide s,en .. i.ce..s such as health care. 
(Extract C) lines 24--2 7). 

Using the data and your economic knowledge~ evaluate the case for and against 
using tnarkets to pro·\ride health cal"e. 

(i marks) 

(10 marhs) 

(25 marJt5) 





The measurement of 
I 

macroeconom1c 
performance 

:,, •••••• , •• , ••••• ,,,t••••••········~·••t•~••••t,, •••••• , •• , ••••• ,, ••• ~ •••••••••••• -t•fttt••·········••t•••••••t•,•: 
• 
: This is the f ~r st of th e f our remaining chapters in the book covering 
• 
! macroeconomics. The subj,ec t area of the first five chapters! 
• 
: mkroeconomks 1 describes, exp la ins a.nd ana lyses the ' litt le bi ts' of the 
• 
: economy~ for example ind iv idual mar kets, firms and indu1str ies . By contrast~ 
!!I 

: macroeconom,ics looks at the economy as a whole Oli in aggrega,te . 
• 
: Consider the question ·w ha t determf nes the pr ice of bread? . Thls is a 
! mkroeconom ic quest ionj foc u.si,ng on supp ly and demand tn a s,ingte 1market : 
• • 
: wdhin the economy. By contrast. 'w hat deter min es the ave rage pdce level : 
! of sU g1oods and services?' is a macroecono 1mic quest ion,. Si,m ilarty. ··what ! 
• • 
: deter m ines the annual ra te of cha.rnge of the over aU pr,ice Levell, i.e. th e r ate : 
• • 
: of rnflatiion?' is a macroeconomic rather than a microeconomi,c question,. i 
• • 
: Th is and s im,itar questio ns re lat i·ng to t he Leve ls and ra tes of cha n9e ofr : 
• • 
: econo,m ic variab les such as ou tput. consumphon, investment and exports : . ~ 

: a nd imports. tie at the hear t of m:acroeconomics. : 
• • : .................................................................................................................. ... 

~ -·····························································································: i KEY TERM i 
• • 
: macroeconomics involves the st udy of the whol,e e,conomy at the : 
• • ! ag191regate l1eveL i 
• • 
~······················································································· ........................... lllllllii 

~ ·~·························~···········~··t••···········~··~··~············~··········~·······: 
: STUDY TIP ~ 
iii -i a M 

i Make sure you understand thie d1f ference between ma,croeconom,cs, and : 
• • 
: microeconomics. and als,o appr,eciate how many macroeconomic ·th 1eories : 
! have microeconomic to,undations. i 
• • • • 
···········································~············································ ............................. ... 

~ -·····························································································: 
: LEARNING OBJECTIVES i 
• 
: This chapter w~lt~ 
• • • : 
i 

• ,outline and briefly explain the four ma in objiectives of macr,oeconomic 
policy 

• explain how th ,e ranking of the policy objectives has 1chang 1ed over time 
• discuss policy trade-offs a1nd conflicts 

• ... • • • • • 
i 

• • survey so,m,e of th,e data used to measure the performance of an : : 
: ,economy : 
• • 
: • ,explain how index numbers are used to show ,changes in k,ey economic : - . : variables : • • • • : ....................................................................................................................... . 



6.1 The objectives of government 
economic policy 

()~T_h_e_f_o_u_r_m_a_i_n_o_b_j_e_ct-_iv_e_s __ o_f _a __________ _ 

1~ ........ . . ......... . .. ......... .. 

government's macroeconomic policy 
~ . 

: KEY TERM : . ... : : t pol icy objective a target or t 
• • 
: g1oal that policy-makers aim : 

A policy objective is a target or goal that a government wish es to achieve or 
'hit' . Since the Second World War, governmen ts in mixed econoinies such as 
the UK have generally had the sam.e b1uad range of objectives. These are to: 

• • 
: to ·hit'. : 
.. . .. 
........ ........................................ 11111111111 

• achieve economic growth and improve living standards and levels of 
·econon1ic welfare 

Capital 
goods 
- k1 r---

Shon-run econorn1 
g,rowth tor eccmomlc 
recovery) •s shown bya 
move trom a pol" t inside 
PPF, to a p0lnt o:n PPF1 

0 c, 

lon-gi-run economic. 
growth can be shown 
by the outwaird shift 
ofthe ec:ono my":s 
productfon rP05S1b1Uty 
frontier 

C2 Consumer 
goods 

Figure 6.1 Short-run and Long-run economic g raNt;h 

~ ·············~•4•••••·······························: -: KEY TERMS i • • ~ . 
; short-run economic growth growth 1of real : 
• • 
: output resulting fro1m using idle r esiources, : . ... 
, including labo1ur. thereby takin1g up the slack in ! 
• • 
: the 1econo1my. : 
• • • • t Long-- ru n economic growth an increase in th 1e : 
• • 
: economy's potential level of real output, a nd : 
• • 
: ,an outward shif t 1of the economy ·s prioduct ion : 
• • 
: possibil ity front ier. : 
• • • • 
: gross domestic product (G DP) the sum of : 
• • 
: all goods and serv ic 1es, or Level 1of output, : . ... 
~ produced in the econaimy over a period of i 
: time , 1e .g. one ye,ar. : 
• • • • 
: real GDP A measure of au the goods and : 
I : 

: services produced in an 1economy. adjusted : 
• • 
~ for price chang1es or inflation. The adjustment : 
• • ! transforms changes in nominal GDP. which : . ... 
: is m 1easured in money terms. into a measure : 
~ that reflects chang1es in the total output 01f the i 
• • • • : economy. : . ... • • f nominal GDP GOP measur1ed at the current j 
: market pr ices. w ithout removing the effects : 
• • 
: of inflation. ! 
t ... • 
~···········································••41111111 .................... .... 

• create and maintain f1.1U employment or low unemployment 
• limit or control inflation ~ or to achieve some measure of 

price stability 
• attain a satisfactory balance of payments~ usually defined as 

the avoidance o,f an external deficit which might create an 
exchan ge rate crisis 

We shall no\v take a brilef introductory Look at each of the four 
policy objectiv,es in turn , before examinin g the1n in greater 
detail in th e final tvt.o chapters ,of the book. 

Economic growth 
~ou first came across econo1nic gro,vth in Cl1apter 1 ,vhen 
learning about production p ossibility curves. As a recap) Figure 

6 .1, w hich is tnuch the same .as Figure 1. 4 in Chapter 1, "ri.11 
remind you of the. distinction. between short-run and 1,ong
run ,economic grov.rth. Short~run growth, which occurs \vhen 
there are unemployed resourc,es (inchldlng labour) or 'slack' 
in the econ omy, is "d1.en there is a move1n ent from a p oint 
fn.side the econo-my1s production possibility frontier t,o a point 
on the frontier. Short-run growth is also called ,eco11ornic 
recovery. ng-run gr \vth . by c,ontrast, results from an 
oiu ward movement of d1e production possibility frontier, 
from PPF1 to, PPF2 in Figure 6.1. 

Figure 6.2 sho~rs what happened to UK growth between 
the first quaner of 2003, and the end of the first quarter 
of 2014 . Nou:: that the graph shows ~quarter-on-quartee 
percentage growth rates of real g ross d m cstic produc t 

(GDP) an d not annual growth rates. Th e black bars show 
positive economic gro,vth ,or increasing r eal GDP. By 
contrast, the red b ars sho~l negative econoinic growth 
or decreashig real GDP. In Figure 6.1) short-run negative 
economic growth could be depicted by a n1ov,en1ent from 
a point ,o,n frontier PPF1 t,o a poin l ins-ide the frontier

1 
nr 

from an initial point insii.d,e the frontier to another point 
closer to the origin in the diagram. An inward movement ,of 
the produc tio n possibility fron tier for example from PPF2 
to PPF1, would sho"v long-run negative growth .. A variety 
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~ ·-···························: 
; STUDY TIP ! 
f Make sure you appreciate that I 
• • 
: economic growth is always : 
• • i measured in real rather than ! 
i in nominal terms. You must i 
• • 
i understand the differ 1ence : 
• tl 

: between real GDP and : .. . • • : nominal GDP. i 
• • • • ...................... ~ ......................... .... 

of ,events could be responsible fo r this. Th ese include poUu tion degrading 
agricultu ral land within the economy and the destruction of buildings and 
other infnastructure in time of v;rar. 

Q~arter on quarter% growth 
2 

2003 2004 2005 21006 2007 2-008 .20091 2010 2011 2012 20113 21014 

Figure 6r2 Quarter-on-quarter econom1ic growth in the UK~ Q,uarter 1 2003 
to Qud r ter 1 2014 
Source; ONS 

~ ············~··························································································~············································: i QUANTITATIVE SKILLS 6.1 i 
,. . 
: Worked example: calculating mean and median values : 
• • • • 
: Ca1ilculate the mean a1nd me-d1ian1 vaiLues of nominal gross value adde-d [GVAI in the UK regions over the 1period ; 
• • 
: shown below.. : . "' . "' . "' 
= Gross value add1ed lGVAI is a term used in the UK"s, national accounts to, measure Table 6.1 Percentag,e change·s : 
• • 
: the contribution to1 the ec:onomy· of each individual. producer. indus;try or sector in regionat GVA i:n UK reg,tons. : 
• • i in the United Kingdom. It is used in th1e estimat ion of GDP. Table 6.1 shows th,e 2009- 12 i 
= percentage changes that occurred in nominal GVA for the 11 planning reg ions : 
• • i into which the UK is divided during recovery from r,ecession in the years from i 
: 2009 to 2012. On first sight the percentage changes in the table may seem : . "' : high. However, the table shows nominal rather than real changes in GVA. Both : 
l!i I 

: inflation and econ 1omiie growth were occurring between 2009 and 2012 and these : 
• • f factors 1explain the percentage changes. i 
.. .. • • 
: Wit.ha set of data such as this. the me,an and the median are two measures, : 
• • 
J of average values. The mean is the value 0 1btained by dividing th1e sum of the i 
: percentage changes by the number of regions. Thus: ! 
• • • • • • 
: (11 .1 % + 10.5 o/o + 7.2 o/o +8.5%) + 5.3 °/o + 4.8o/o + 7. 7°/o +3.6o/o + 8.2 o/o + 4.5o/o + : 
: I i : 3.4%1 = 74.8°1G : . "' • • ii • 

~ 74.S·o/o + 11 g 6.8 %. Source: Regfons ~rid Countries of the· ! 
' . 
; So 6.8 is the mean value. UK Recovering from the Economic : 
t ( "' : Downturn, ONS July 201,J : 
" .. : By contrast, the median value is the "middle number· in the sorted list of : 
• • 
: numbers. The sorted list, ran 1ging fro1m highest to1 lowest, is: ! 
: i • • 
: 11.1 o/o 10.5°/o 8.5%~ 8.2'% 7.70/o 7.2'% 5.3°/o 4.8°/a 4.5% 3.6o/a 3.4% : 
• • • • .. . 
: As the sorted List contains 11 numbers (one for each of the UK's, 11 planning regionsl the m iddl1e number is. the ; 
• • : sixth number in the List, with five above and five below its value. Here 7 .2·o/(i) (East o,f Eng land) is the med ian value. : 
• • 
=··································································-~·································•,,11••································· ........................ .... 



C SE STUDY 6.1 

Real and nominal GDP 
It is important to1 avoid confusing real and nominal gross domestic product or GDP. (Nominal GDP is also 
call.ed money GDP.I The differ1enc,e between the two is, t hat nominal GDP is real GDP multipUed by the average 
curr,ent pr~c1e level for the year in question. 

According to ONS data published in l=ebruary 2014, while nominal GOP rose by' 3.4o/o in the UK in 2013. real 
GDP rose by ion ly 1.8%,. the dj fferencie between the two reflecting the impact of t he rate of inflation in 2013. 
It is the change in real GOP which measures the economy ·s rate of growth - the change in nom, nal GDP 
ave rstat1es the growth rate. 

The approxim,ate iehange in the real GDP' can be ,ca lculated by subtracting the r,ate of inflation from the rate of 
change of nominal GDP. 

The photograph shows s.01m 1e cheeses, on display in a delicatiess.en in Oxfordshire at the end of 2014. The 
cheeses contributed in a small way tio the UK's real national output in 2014 - a contribution made even 
smaUer because ,all the cheeses on display were imported. 

1,,.n. ,, .,, 
~vu 
~,,_ 100 __ x J ougrns 

Two of the cheeses on dis.play in the Oxfordshire delicatessen were priced at £1 .. 80 and £1.99 per 100 1grams. 
Estimates for the level of UK nominal national output in 2014 were based on information about th 1e pric1es 
charged for all goods produced in the UK. including cheeses sold by market stalls, delis and supermarkets. 
However, with imports, only· the contribution to1 output added in the UK is included in the r1eal and nominal 
values of UK GDP. 

Follow-up questions 
1 Why do domestically· produced cheeses such as British cheddar contribute more to UK national output than 

imported cheeses such as French brie? 
2 Find out what has. happened to real GDP in the UK in the years sin 1ce 2014. 
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The1 Great Depression in the 1930s 
These days, .a recession is defined in th ,e UK l'though not in ·the USA) as a fa U in real GDP whkh lasts for at 
least 6 months .. However, a depress.ion lor slump)I is a vag1uer term, best thought of as a very deep and long 
recession. [According to an 1old jok,e. a downturn is when your neighbour loses h is job. a recess ion is when 
you Lose your own job, and a depression is when ,economists, lose their j obs!)I 

The 1 '920s was a period of grow ing national prosperity in the USA. Nevertheless, the Great Depression, 
when it arrived in 1929-30, was steeper and more protracted in the USA than in either industrial countries. 
The US unemployment rate rose higher and remained higher longer than in any other Wes tern country. US 
real GDP 'feU by 9.4°/o in 1930 ,and the US unemployment rate climbed friom 3.2o/o to 8.7%,. In 1931. real GDP 
fell by another 8.5o/o and unemployment rose to 15 .9 o/o. But 1932 and 1933 w,ere th 1e worst years, of the Great 
Depression. By 1932. real GDP had fallen in the USA by 31°/o since 1929 and o~er 13 million Americans had 
lost their jobs. The US economy began the first sta 1ge of a lon1g reie1overy in 1934: rea l GDP rose by 7.7~/o and 
unemployment fell to 21. 7°/o . 

Follow-up questions 

A soup kitchen in 
Chica go during the 
Great Depression 

1 Find out how a recession is defined in the USA. See the article "Economists who ma1ke the r ecession call' by 
Stephen Foley, 8 January 2008. wwwJndependent.co.uk . 

2 Res,earch the details. of the recession the UK experienced in 2008/09. When rdicl recov1ery from recession 
start, .and what is the state of the economy at the time you are read ing this brook? 

~ ·····························: 
i KEYTERMS f 
• • 
: recession a fall in real GDP : 
• • 
: for 6 months or more. : 
• • 
: . . ............................................ llllli 



~ ~·········~··········~·•••••t1 
: KEY TERM : 
+ • 

: f u Ll employment according to : 
+ • 

: Beveridge's de fin it ion t fuH : 
• • 
: employment means 3°/o or less : 
+ • 

: of the Labour force : 
+ • 

: unemployed. According to1 the : 
i free-market definition, it is the I 
: Level. of employment occurring : 
+ • i at th,e mark1et-cl,ear·ing real- i 
i wage rate. where the number : 
• • 
: 01f workers whom e1mployers : 
• • 
: wish to hi re equals the number : 
~ ~ 

i of workers wanting to work. : 
s : 
······~······· · ·····~·· ~ .................... llllllllii 

. ............................ .............................. 4 ....................... . . .......... . • 
: SYNOPTIC LINK ~ 
• • 
: Economic growth is explained in further detail in section 8.1 in Chapt,er 8. ; 
: i 
··················~·· ··············,·········~······,··········~·· ·,····················, ........................ .... 
Full employment and unemployment 
There are different definitions of full c tnploymcnt , two of which we bri,efly 
explain in this chapter. First is the so-called Beveridge definition. 111. 1944) 
a famous While Paper on en1ployment policy, vnitten by William B.everid ge 
(an economist at the London Sch ool of Econ omics, \ ~lho later became Lord 
Beveridge) ~ effectively committed 1nodern gnv,ernments to achieving fuU 
employment. In the W11ite Paper) Beveridge defined ndl employ,nent as 
occurring when unemployment falls to 3% o f the labour force. 

Partly becau se th ey regard Beveridge's 3°,6 definitio11 as ~oo arbitrary and 
lacking any theoretical u nderpinning 1 free-mark et economists favou r a 

Ral 
wage 

me 
Aggriegate 
supply 

second definition of fi.111 emp loymen t. 'For them ) full employment 
occurs in the econo1nyis aggregate labour n1arket at tl1e market
clearing real-wage rate ; wh ere the number of ,vorker.s VliHing lo 

work equals tl1e n u n1ber of workers wl1om employers wish to hire. 
ln Figure 6 .3 ~ this is sh own wh ere th e aggregate supp ly cu rve of 
lab ou r intersects the aggregate demand cuiv e for labour. The full 

of labour 

Fu H employment 

~:;re employment wage rate is w FE and the fu ll employment level of 
for fabour employment is EfE, ...__ ____________ __.. 

O Er;e Employment 
fmllllons) Figure 6.3 could be interpreted as showing that wh en full 

. . employment occurs, there is abs,olutely no unemployn1.ent. Ho\\-·eve1·, 
Figure 6.3 FiuLL Qmployment ,in the economy as FigtJJ.re 8 .13 i.n Chapter 8 illustrates., in the real econ o1ny in . 

~ ·····························: 
: KEYTERMS i 
I Ii! 

: claimant count the method : • • . " : of measuring unemployment i 

! according to thos,e people who ! 
• • 
: are claiming unemployment- : 
I • 

: related benefits, IJobseeker·s ! 
• t 

: AUow.ance.l. : 
• • • • 
: Labour Forc:e Survey a ; 
I f 

: quarterly sample survey of : 
t t 

! households in the UK. Its i 
• • 
: purpose is to provide : . " f information on the UK labour i 
: market. The survey seeks : 
• • 
: information on respondents· : 
I : 

: personal ieircums,tan,ces ,and : 
• t 

: their labour market status : 
I I 

: during a period of 1-4 w1eeks. ! . " I , ................................................ ... 

~ ·····························: 
: STUDY TIP i 
• • 
: Make sure you appreciate the : 
• • 
: difference between the LFS, ! 
• • 
: and th e cla imant count : 
i measures of unemploy rnent. i 
• • • • ••w•••••••••••••••••••+ ......................... ~ 

\Vhich Vle live, this is not th e case. Bevendge's definition of full employment 
accepts this fact. There 'Will always b e some u ne1n ployinent) simply because 
the econon1y is constantly changing 1 ·\Vith some job s disappearing Vv~hile ne"v 
j obs are created .. Chapter 8 describes and n.-rplains som e of the 1nain types of 
unemployinent that economists rec,ognise. 

Number, 
millions 

3.5 

3.0 

2.5 

2.0 

1.5 

1.0 

LFS measure of unemployment 

10.5 a aimant count measure 

0 
of unemployment 

~"\, ,,A""' ~ ~~ ~ 9'\ db _~q ~~ -~ t:l"\t ~ ' ~ ~ f:;)b ~~Co ~ -~';) ,,'\ ,:-,,..'1- ~""' ~~ 
~ ~~~ ~ ~ ~~~ ~~~~~~~~f~~~ ~~~ 

Figure 6.4 Chang:es in LFS u,n.e mp loym ent and ctai,ma1nt count unemployme nt in the 
UK. 1992 to end of iQuarte r 1 20114 

Two m eth ods are used to measure unemployment in the UK. These. 
are the clai1nant coun t measure and the Lab ou r Force Survey (LFS) 
measure~ which the UK government currently (avours. The chau.ges in UK 
u nen1ployrnent, over a period starting in 1992 and ending at the b eginning 
of the second quaner of 2014

1 
using both m easures of u netnployn1ent are 

sh own in Figure 6. 4. 



~ ·····························: 
i KEYTERMS i .. : .. i nf latio n a persistent or .. • • • • • • continuing rise in the ave raig,e • • 41 
• • II • • price Level. • • I! 
• • • • • • • deflation a p,ersistent or • • ' l • • 
' continuing fall in the av,eragre .. 
• • • • • • • price Level. • • • • • 
"' • t disinflation when the rate : • • • • • • • of i nfl.ation is falling, but still • • • • • .. • • positive . I! • Ill • • • • • • • price index an index number • • • • • • Ii • showing the extent to which a l!I 

' I!! • • • • • price, or a 'basket' of prices. • • • 
LU • • .. 

has changed OV 1er a month, • c., • .. 

' • .. 
z • • • quarter or year, in ,comparison • 
4: • • • • • 

with the price Is) in a base year. i :2: • 
er i 
0 • consumer prices index [CPI) 

• • • • • u. • • a:: • II 

• the official measur,e used to • • • LU • II • I! a.. • calculate the rate of consumer : • • 0 • • • price inflation in th,e UK. The • - • • :!: ' I • I • CPI calculates the averag,e ' 0 • • • • z • • • price increase of a basket of • 
0 ; • • u ! ' 700 d if fer,ent consumer goods Ii • I..U • • • • 0 • and services. • • • a:: • • II i 

u • ii 

t retai l prices inde,x ('RPI] the ' <C • : 
~ • • • RPI is an older measure used to : • 
LI. • • calculate the rat,e of consum,er 

• II I a I!! • .. • • • r • price inflation in the UK. • ' • z .. • • i LU • currently, the UK grovernment 
~ 

: • • • • uses the CPI ·for the indexation II 

UJ • • • • 
0:: • 

of state pensions and welfare 
• • ! => • i, 

' • U1 • benefits and tor setting ,a • • • <( • • • • I..U • monetary policy target, and the • • ii 

~ • • .. • 
"' RPI for uprating each y,ear the • 

w • • • • :c • • • cost of TV and mo1tor vehkle • • • I- • 41 
I' • • licences, together so,metimes i!I 
r I 

'"° • • • • • with taxes on goods such as • • • • • • • 
! alcoholic drinks. "' : • • • • • indexation the automatic • • • • • • adjustmen,t of items such as • : • .. • • • • • pensions and welfare benefits • • • • • • • II to chaniges in th,e price Level_ Ii 
I I .. • .. • • through the use of .a price index. : .. .. .. • 
=········••••t•••······ 

~ ..................................................... ..,. .. .......................... .................. : 
: SYNOPTIC LINK i .. . 
; Employment and unemployment are explained in t·urther detai l in se 1ct ion 8. 2 i 
! in Chapter 8. ! . ~ 

• • ................................................................................................................. ~ 

Price stability 
tn fiati o 11 is a gen ral rise in average pric,es (a tise in the price level) across the 
econo1ny. This must n ot be confused with a change in the p rice of a panicular 
go,od or sen ... 1.ce within the economy. Goods; prices iise and faU all the time in 
a m arket econo1ny, reflecting consu1ner c11oices and preferences, an d cl1an ging 
co,sts. If the price of one item - say, a pa.nic-ular model of car - increases 
because demand for it is high~ this is not inflation . Inflation occurs when 
most prices are rising by s,ome d egree across the "rhole economy. A change in 
the p rice of one good n1ay of course lead to a change i.n the measured rate of 
inflation ~ particularly if .spending on the item makes up a significant fraction of 
total consumer spending . 

Achieving absolutely stable p rices is not necessarily the 5ame as c,ontrolling 
the ra te of inflation . Abs,o]ute price stability requires a zero annual rate of 
inflation , with the average p rice lr:vel neither rising nor falling from year to 
year. Al though a zero rate of infla tion h as occasionally been achieved , it is 
extrem ely rare. Much m ore ttsuaUy; in the UK at least, con.trolling inflation 
means achieving a low inflation rate -rath er than absolute p1ice stability: 
For inost of the last two decad es , successive UK govem1ne11ts have aimed 
to achieve a 2 % inflation rate. Usually, h oVirever, the inflation rate l1as been 
either a litd e above or a little belo":r the 2 % official target On occasiton, 
notably in the economic do'1i.rntur n in 2009 , there were fears that the 
inflation rate would become negadve. Negative inflation, which involves a 
falling average price level, is called deflation. Mak e sure you do n ot confuse 
d-eflation Vlith dis inflation , ,vhich occurs wh en the mte of inflation is faHing 
bu1 is still p ositive . 

The changes that have taken place in the UK inflation rate benveen the start 
of 2000 and the end of the secon d quarter of 2014 are sho~n in Figure 6.5 . 
The diagram introdu ces you to the fact that in th e UK t1,vo c:li fferent price 
iudic a1~e used to m easure the rate of consun1er price inflation . These are 
the consumer p ric s index (C Pl) and the re tail prices index (RPI). 1-he
w ay in which th e CPl and RPI are u sed to tneasure the: rate of cOnS1llmer p rice 
inflation are explained in. section 6.3 of this chapter. (Note: in dices is Lhe 

plural of index.) 
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Figure 6.5 Changes i1n the RPI and the CPJ i nflation rates fr~ the UK. 2000 to 2014 
Source~ ONS 



~ .......................................................................................................................... ._.. .............................. : 
: QUANTITATIVE SKILLS 6.2 i 
"' . "' . i Worked example: c,alculating real values from nominal values I 
• • • • 
: In 1Ruritania between 2,014 and 2015, the rate of price i1nHation was 6°/o and the rate of inc,rea,se of ,nominal : 
• • i GDP was 4°/o .. What wa,s t 1he rate of increase O'f 1teal G1DP? f 
• • • • : To answer this question, w1e use the equation: : 
• • • • " . 
: rate of incriease of real GDP - rate of increas e of nominal GDP - rate of price inflation : 
• • • • I Plugging th,e numbers giv,en in th1e qu 1estion into the equation, the rate of increase of real GOP c 4% - 6o/o; which i 
• • 
: equals -2%. : : : • ••••••••••••••••••••••••••••••••••••••••••••••••• ••••••••••••••• • •• • •••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• , ••••••••• t!!ll!!!!!!I .................... ~ 

~ ·····························:~ ······························································································; 
: SVNOPTI LINK ~ : STUDY TIP i 
i Inflation is explained in i i You don't need to poss,ess detailed technical knowledge of the construction i 
• • • • ! further detail in section 8.3 in : : of the CPI and t he RPI , but you should appreciate the underlying features : 
• • • • 
: Chapter 8. : : of the two price indices, lsee section 6.3J. : 
• • • • 
=····~·--·~~···--······---.................... ~~ =·······························································-·····~···············•• 'illll!l!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!lm______,.1111 

~ ~··························1 
• • "' . ! ba Lance of payments a record : 
• • : of au the currency flows : 
• • 
: into and out of a country in a i : . 
: particular t ime p,eriod. : 
• • • • i current account of the, balance i 
• • 
: of payments measur1es all the : 
• • i currency flows into and out of i 
: a country in a particular time : 
• • 
; period in payment for ,exports ; 
: . 
: and imports, together with i 
• • 
: income and transf,er flows. : • • I I . ' . 
: exports domestically produced : 
• • 
: goods or services sold to : 
i res idents of other countries . ! 
• • • • 
: imports goods or services : 
! produced in o,ther countries and i 
• • 
: 5,old to1 re s,i dents 1of this co,u ntry. : 
• • 

! balance of trade the ! 
• • : difference between the money : 
i • 

! value of a count ry·s imports ! 
I • 

: and its exports. Bala nee of : 
' . : t r acl 1e is the larg1est component : 
I I 

: of a country's balance of : 
"' . i pay,ments on cu rrent account. i . : 
: balance of t rade deficit the : 
• • 
: money value of a country's : 
I t 

: imports exceeds 'the money : 
• • 
: value of its exports . : 
• • . ' : balance of trade surplus the : 
"' . i money value of a country's ; 
: exports 1exceeds the mioney : 
• • 
: value of its imports : 
: ; 
. .. ............ .... , ........ ........................ 111111 

TEST YOURSELF 6.1 
Table 6.2 shows both the unemployment rate and inflation rate for an 
economy between 2013 and 2015. 

Table 6.2 

I Unemployment I Inflation 
rate (o/o) rate (%] 

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

2013 5.4 3.3 

2014 4.8 4.0 
2015 4.0 4.5 

What ea n you conclude from the data? 

A satisfactory balance of payments 
The balance of pay Ju nts n1easu res aU the currency fl ows into and out of 
an econ omy in a particular tin1e period~ usu ally a m on t.h> quarter o r year. An 
in1po1tant part of the balance of payments is called the cu1Tent account. 

The cur rent accoun t of the balance of payrncnts contains two n1ain sections: 
the money value of xpo rt J and the money value of in1port (of both, goods and 
servi ces). Changes in. these over a period extending horn 1992 to 2012 are sho,vn 
in Figure 6,6. Taken together, the 1noney value of exports and impons make up 
the balance o f trade. If the 1noney value of impnrts e~ceeds the money value of 
exports there is a balance o f trade d Ucit: if the money value of imports is less 
than the mon ey value of exports> there is a ba lance of trade s urplus. 

There are some other sections of the current account of the balance of payments) 
namely income flows and cun-ent transfers. These 1-\7iU be explained in Chapter 8. 

The word 'satisfactory' can ·be in terpreted in different ways. People so1netimes 
assume that a satisfact,ory balance of payments only occurs when the government 
achieves the biggest possible current accou nt surplus (i.e. the value of expons 
exceeding the value of imports by the greatest am ount). However, a count1y can 
only enjoy a trading surplus if at ]east on e other country suffers a trading deficit. 
It is mathematically impossible fot all countries to have a cun·ent accoun t surplus 



--~ ~·············••t••·· .. ········; 
: STUDY TIP : 

at the saine time. therefore, most econon1ists take the vie\~..- thait a 'satisfactory> 
balance of payments is a situation in. \vhich the cun-ent account is in equilibrium, 
or ~·hen ther is a small surplus or a smaU bur sustainable deficit. 

LU 
c., 
z 
4: 
:2: er 
0 
u. 
a:: 
LU 
a.. 
0 -:!: 
0 
z 
0 
u 
I..U 
0 
a:: 
u 
<C 
~ 
LI. 
a 
r z 
LU 
~ 
UJ 
0:: 
=> 
U1 

~ 
~ 
w 
:c 
I-

• • 
: Yoiu n eied to possess basic : 
% : • knowledge of the four sections : : . 
: of the current account of the : • • • • ! balance of payments lexports, : 
• I 

: imports, income flows or : 
i primary income and transfers or ! 
~ secondary incomel. E . . . 
1t++••·····~~·········· ........................ ~ 

~ ···~·························: 
I SYNOPTIC LINK I 
: Th 1e current account of the : 
• • 

:£ bi llion 
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- Trade jn goods 

70 

so 
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i balance of paym,ents is i 
i ,explained in further detail in i - 110 --~~~~~~~---~---.-~~~~~~~~~----

• • : section 8. 4 in Chapter 8. : 
~ ~ ~. ~ ~ ~ ~ ~ . ~ ~ 

..... ""'J ,~ r ,cs ..... ~ '),(S ~ I 15 "\,\J"" '\,'J" ..,,(;,) "\'J 
• • 

Figure 6.6 Chang,es in the UK"s bala.nces of trad,e i1n, goods and servi ces. 1992-20 12 • • ···~~·················· ........................ .... 
EXTE 510 T R AL 

The curre t account and capita flows 
There are twei ma in parts to the balance of 
paym 1ents: the current account and capital flo,ws. 
lhe curr,ent account. which includes exports and 
importsi is so caUed because it measures income 
gener,ated in the current time period flowing 
into and out of the economy. The s,econd ma in 
sectiion. capital flows. occur when residents of 
one country acquire capital assets located in 
other countries,. Capital flows are of two types: 
direct capital flows and portfolio capital flows. 

Direct capital Hows and their links with the curr1en-t 
account of the balance of payments are illustrated 
as follows,. A few years ago, Sir Philip Greene's 
Arcadi,a Group la British company) inv,ested in 
lopman shops in the USA. The payments made 
when purch,aSiing the US stores were a capital 
outflo1w. However. once Arcadia's investm 1ent was 

The Topshop store in New York. part of the A read ra Group 

completie and the company's Am,erican shops were up ,and running, they began to generahi profits which flowed 
back to Arcadia in the UK. The profits repatriated to Arcadia in th,e UK were an inward investment income How la 
current account ~tern), igenerated by the outward capital tl.ow that had taken place in pr,evious years. 

By contrast, the payments made several years ago by Toyota when build ing car plants in D,erbysh ire w,ere a 
capjtal inHow from Japan to the UK. Toyota's investment is, an example of inward investment or foreign direct 
investment I.FOIi into the UK. In this case, subsequent to Toyota's investment. profi ts m,ade by· the company 's 
UK factories flowed out of the UK t io the Japanese 01wners o'f the coim pany. To sum up, outward e,apmta l flows 
generate inward income flows, while inward ,capital flows usually lead eventuaUy to outward income flows. 

Portfolio overseas inves,tment involves the purchase of financial assets, lthat is. piec,es of paper laying claim to 
the 1ownersh ip of rea L assets I rather than phys,ica l or directly productive assets,. Ty·picaUy, portfolio 1i nv1estment 
occurs when fund mana1gers employed by financial institutions, such as insura nc,e companies and pension 
funds, purchase shares issued by overseas compan ies or secur ities issued by foreign governments. The 
globalisation of world security markets or capital markets and the abolition of exchange controls between 
virtually all develop,ed countries have mad,e it easy for fund managerSi and other UK residents to purchase 
shares or bonds that are listed on overseas ea pital ma rkets. 
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~ ............................. : Other macroeconomic objectives 

: KEY TERMS : • • • • : balanced budget when : 
• • 
: governm1ent spending equ,als : : ; 
~ government revenue, which is ! 
• • 
: mostly tax revenue. : 
• • 
f budget deficit when i 
• • 
: government spending is greater : 

G,ov.emments may also have other objectives o,f n1.acroecononiic policy, such 
as balancing tl1c budget and achieving a more equitable or fairer distribution 
of inc,ome. Since the 2008/09 recession, the objective of balancing or at least 
reducing the government's bud get deficit has become a very important 
n1acroeconon1ic objective. This 1.viU be explained in section 9.2 on fiscal policy 
in the final chapter of this book. . ~ . 

: than government revenue. : The apposite has been tnie in r cent years in r la.tion lo ach.ievi 1g a more 
• • 
:...................... equitable distribution of incon1e. During the recession and its aftennath, 

~ .. ~ ••• 0 .......... ~ ... • .. ~··•: income inequalities hav.e "Widened, which most people regard a.s inequitable. 
: STUDY TIP ~ 
f Make sure you are aware that !~ .............................................................................. ., ............... : 
i governments have policy i i SYN PTI LINK i 
: objectives other than achieving : : Section 1.1 of Chapter 1 introduced yo,u to the difference between positive : . .. . - . 
: economic gro1wth, low : : and normative statements in 1economics .. Section 5.7 of Chapter 5 1explained : 
• • • • i unemployment, a low inflation i ; how unequal and inequitable distributions of income iUustr at1e the : . " . . 
: rate and a satisfactory ba1lance : : diff,erence bet.ween posi·t ive and niormative statements. At this stage. ~t wi H : . .. . . i of payments. i i be useful to reread the two chapter sections. i 
················~······ ••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• ~ .................... lllllllli 

~ ·····························= : KEYTERMS ~ 
• f 

; policy conflict occurs when two : 
~ policy objectives canniot both ~ 
• • i be achieved at the same tim,e: i 
: the beU1er the performan 1ce in : 
• • 
: achieving one objective, the : 
I • • 

: worse thre performance 1n : 
• • 
: ach ievi nig the other. : 
• • • • • : trade-oft between policy : 
• • 
: ·Objectives ,although it may be : 
j impossibl,e to1 a1ch ieve two I 

A first look at policy conflicts 
Economists often argue that it: is difficult\ if nol impossible , for a government to 
1hit' all its desired tnacroeconomic objectives at the smne time. Believing they can't 
achieve the impossible, poHcy-tnakers often settle for the lesser goal of ·trading 
off behveen policy objectives. A trade-off exists ,vhen two or more desirable 
objectives are, n1utually exclusive. Because the govemrnent thinks it cannot 
achieve, for example\ full emplo)llnent and zero inflation, it aims £01 less tban fuU 
employment combined vro:h an acceptably lo,w and sustainable rate of inflation. 

Over the years UK n1acroeconontlc policy has been influenced and constrained 
by four significant conflicts b enveen policy objectives. The main policy 
conflic ts and their associated policy trade-offs are: 

: desir.able objectives at the : • 
• • 

between internal policy objecrives o[ full en1ploy1nent and growth and 
the external objective of achieving a satisfactory ba]ance of payrnents (or 
possibly supporting a particular exchange rate) 

: sam 1e time, e.g. zero inflation : 
• • 
: and f uU employment, p1olicy- : 
• • 
: makers may be a bie to choos,e : 
• !I 

: an accept a bLe corn bination : 
• • i lying between th 1e extr1emes, ; 
: e.g. 2o/o inflation and 4o/c, ~ 
• • 
: unempi.oym1ent. : 
• 
: ••• ~ .... ... .. . ...... ......................... 11111111 

ful I emp~oyment and 
ec,onomk gtowth 

policy ,confli.ct: 

and trade-off 

satisfactory balance of 
payments or ex,change rate 

• between acl1ieving full e1nployment and controlling inflation 

full employment and 
economic g ro'Nth 

policy confHct 
-Ill Ill-

and trade-off 
control ofinfllation 

• beiween in creasin g the rate of .econo1nic growth and achi,eving ~ m o1-e equal 
disttibution of income and ,;..vealth 

economic growth 
policy c,onflict 

and trade-off 
gr@later income equality 

• bet~leen higher living standards now and higher living standards in the future 

cur-rent living standards 
policy conflict 

and trad~off 
future living standards 
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Not all objectives conflict, ho\\'~ever. Some economist.s believ"e that> vvi:th the 'lighe 
policies, policy conflicts do not occur in the long run i.e. they are compatible. 

Most economists agree that these policy conflicts and trade-offs pose 
considerable problems for governments in the econotn.ic short run> defined 
as a period in macroecon,om.ics extending just a. fev.:- years into the future. 
Ho\vever, there is n1uch less agreement about ~~hether they need be significant 
in the long run - a period ex.tending many years into the: future . Pro-free 
tnarkel econo1nists often a1~gue that if appropriate (and successful) supply-side 
policies are implemented, the main objectives of 1nacrnecon,omic policy are 
compatible vvith each othe1· and not in conflict in the long run. (Supply-side 
policies a.re explained in depth in Chapter 9.) 

~ ••••••+••••••••••••••••+••••••••••+•••••••++++•••·············································· ~ . 
: STUDY TIP ~ 
• • 
i In microeconomics, in Part 1 of this book, you learnt that the short run is the : 
• • 
: Hme period in which at least one factor of production is held fixed and the : 
• • i long run is the time period in which au factors of pr1oduction are variable. i 
• • : However. in macroeconomics, economists tend generally to use the terms, : 
• • £ in a looser way. For example, the 1ma1croeconomi 1c 1

short run· may extend to £ 
! about 3 years into the future, with the 'long run· being any period longer ! 
• • 
: than that. To corn pUcate things still further, a period know n 1as the 'mediu m : 
i term· is sometimes identified. This could be a period of about 18 months to i 
: 3 years into the future, sep,arat•ng the short run and the long run. : 
• • 
: ................................................. ········~························· ........................ ~~ 

~ -·····•••1111111+•••·•••••1111•·•························•1••··································: 
: SYNOP I - LINK ! 
• • • 
: Policy conflicts a re explained in further detail in section 8. 5 in Chapter 8. : 
• • • • .................................................................................................................. ~ 

~ ()~~~~~~~~~~~~~~~~ 
i How the importance attached to the 
LI. 

~ different macroeconomic policy objectives 
z 
~ has changed over time 
UJ 
o:: The order in ,vhich the four main objectives of macroeconomic policy were 
=> 
U1 listed at the begmning of this chapter shows a broadly Keynesian ranking of 

; ~ ............................. : priorities. In the Keynesian era, which =tended roughly from 1945 to 1979, UK 
~ ~ S ! governments implemented Keynesian macroeconomic policies. They believed 

I- • :_. that economic policy should be used to achieve full ,crnploy1nent, economic ! Keynesian economists • 
~ foUowers of the 

1
economis't ~ gromh and a gen~raUy acceptable. or f-ai.r distribution of income and ,vealth. 

: J h M d K n e : These ·were the pn"me policy· obiectives> which had lo be achieved in order to : o n ay nar ey s, • J 

: who generally believe that J increase hu1nan happiness a11d economic welfare -the ultimate policy objective. 
i 1go1vernments should manage ! Controlling inflation and achieving a satisfactory balance of payments ,vere 
I I 

: the economy, particularly ; regarded as intermediate objectives, or possibly as constraints, in the. sense that 
• • 
: thr 1ough the use of fiscal i an unsatisfactory pei---fonnance in controlling inflation or the balance of payments 
• • • ! policy. ! could prevent the .a:uainm,ent of full employment and economic gro,vth. 
• • 
: pro -free market economists : 
! opp1onents of Keynesian ! • • 
: 

1economists, who dislike : 
! government intervention in the ! 
• • 
: economy and who much prefer : 
• • 
: the op,eration of free markets. : 
• I • • ••••••••••••••••••••••• 

In the ea~ly 1980s, things changed . A new governn1ent in 1979, viith Mrs 
Margaret Thatcher becoming prime minister) meam that UK gove.mment5 weie 
nov.r pr -free rnnrk t rather than Keynesian. In the 1970s inflation had threatened 
to .escalate out of control) and in response UK govemments placed control of 
inflation in pole position as a policy objective ) relegating full en1ployment: to a 
lower position in the ranking of macroeconomic poHcy objectives. 



~ ~~.,, ••••••• ~•ttt••••••~~•t••; 
: KEY TERMS i 
• 41 

: monetary policy the use : 
• • : by the government and its : 
• • i agent. the Bank of England, : 
f I 

: of i nt,erest rates and other : 
• • 
: monetary instruments to try : 
! to achieve the gov,ernmenf s i 
• • : policy robjectives. : 
• • • • 
: fisca l policy the use by th,e : 
• • : government rof government : 
• • 
i spending and taxation to try to ! 
- . : achieve the gov,ernment's : 
• • i policy objectives . i 
.. I! ........ ......................................... 111111111 

~ ·····························: 
i ST~DYTIP ! 
: Dun ng your course of study, : 
• • 

Since then~ UK governments have continued to give much mo1·e actention to the 
need to control inflation. Indeed, in 1993, tl1.e Conservative chancellor Norman 
Lamont stated that high unemp]oyrnent ,vas a 'price well \~.rorth paying' for 
keeping inflation under control. This view was echoed in 1998 when, under a 

Labour government the Governor of 'the Bank ,of England argued that JOb losses 
in. the north were an acceptable price to pay for curbing inflation in the south'. 
These statements reflect the pro-free n1-arket Yie\v that. in order to n'W.intain a high 
and sustainable level of employm-ent, inflation must first be brouglu under co11t1uL 

The long and deep recession, ,Nhich hit. the UK (and m·any other countries) in. 

2008 ~ has led to a partial revision of this vie,v. For various reasons, which are 
e:Ji..'J)bined in section 8.3 of ,chapter 8, inflation has generally been successf-ully 
controlled in the UK in 1~cent years. Since 2009, UK governments have been n1ore 
concerned Vvith bringing about recovery from recession than ,vith bringing the 
inflation rate down below 2 %. Achieving faster economic gro~1:h and reducing 
unempl,oyment have been reasserted as prime policy objectives. Chapter 9 
explains ho\v a combination of 'loose' 1nonetary policy i.e. very low interest rates, 
and 'tight' n cal policy, i.e. cutting gov,e1nment spending in an effort to reduce th 
size o[ the budget deficit~ have dominated rec,ent UK macroecononuc policy. 

i you should try to build a good = 

: knowledge of developments in ! lt is also '-''Orth noting that 1 despite a rapid increase in the UK~ balance of 
i the UK economy and i payn1,en ts deficit on current account, achieving a satisfactory current account 
• I 

: government policies over the : has not been viewed by recenr gov,ernments as a.n important policy objective. 
~ . i 15 years or so betor1e y1ou i All this n1ay of course change. 
: started studying economics. : 
! Knowledge of earller economic :~ ............................................................................................... . 
f history may also be useful. ~ : SYNOPTIC LINK i 
• • • • 
:........................ • : The different types, of macroeconomic policy are expl,ain,ed and compared : 

• • : In Chapter 9. : 
• • • • ................................... .................................................................................. 

6. 2 Ma croeco n om i c indicators 

()~ P_e_r-fo_r_m~ a-n_c_e_i_n_d-ic-a--t-o_r_s~~~~~~~~ 
~ ·····························: 

: KEYTERM i 
• • 
: per formance indicator : 
• • i provides information for ! 
• • 
: judging the success or failure : 
• • 
i of a particular type of : 
! government policy such as ! 
• • 
: fiscal policy or monetary policy. i 
• • 
'················••1••• ........................ 11111111 

A I c rfo rn1ancc indicator provides policy-makers with infonnation about the 
recent success or lack of success in achieving the target set f,or a particular type 
of econonri,c policy such as m onetary policy or fiscal policy. The size and rate 
of ch an ge of the mone.y supply is a commonly used monetary perf ormanc,e 

indicator. Lik·e·wise the size and rate of change of the budgel deficit is a11 

indicator o f fiscal policy performance. PerConnance indicators also provide 
information about \vhe1her current policy is on course to hit the future target 
set for the stated policy. Performance indicators; such as infonnation about 
labour productivity and productivity gaps, can also be used to compare the 
performance of the UK economy with that of co1npetitor counuies. 

Perfonnance indicators can be divided into 1ead and lag indicators: 

• Lead indicators provide information about the future state of the economy 
(stemming from the ,1,;,ay people are cun·endy fo.nning their expectations). 
Su rveys of consumer .and business confidence and investm,en t in tentions 
indicate the existence of a feel-good or feel-bad factor and provide 
infonnation about the likely state of aggregate demand a few 1nonths ah ead . 
Statistics for house-building starts and the number of people who hav,e 
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booked expen sive summer or skiing h olidays several 1non ths in advance 
also provide information about future spending> while data on commodity 
and input p rices can signal futu~ changes in retail price inflation. 

• Lag indicators provide information about p ast and possibly current 
economic performance and the ex'tent to ~rl1ich policy objectives such as 
economic growth and control of inflation have been achieved . Data on 
the level of Gn ·p~ a-nd cun·ent a11d recent -employn ient and unemployinen t 
figures , p rovide examples of lag indicators giving information about current 
and recent economic perfo rmance . 

The usefulness of a performance indicator depends on whelher it provides 
accurate in for1nation about the state of the econom y. Performance indicators 
are almost always p1~esented in the form of statistical data > for example 
unemployment and groVvth Cigure~ in th e case of lagged indicators , an d. 
projections about the number of h ouse-building s tarts in the case o.f lead 
indicators. The accuracy o( the infonnation provi de.cl by performance 
indicators is thus 11.ighly dependent on the accuracy o f the statistics available 
from the government and other sources. 

David Smith's skip inde.x and other confidence indicators 
Every week David Smith. the economics editor of ·the Sunday Times, writ,es an Econom ic Outlook column. 
(You don't have to buy the Sunday Times; highlights of the Economic Outlook column can be accessed on 
David Smith's ECONOMICS UK.COM website on the internet. I 

A few years ag10, David Smith ,came up with t he idea of a 
4

s,kip index·, as an informal lead indicator of what 
might happen to the economy in the future. However. the accuracy of ,a skip index can be questiionred. While 
an increase in th,e number 1o·f build 1er's 
skips might me,an p1eople ani mrore 
affluent and spending the money on 
their houses, it might also mean that 
people cannot ,afford to move but their 
famHy is still growing and ther,e'fore 
they have to upgrad,e their house. A 
· s.caffold ing index· might suffer from the 
same probl,em as a skip index. 

An 1other possibility is a ·crane index·. 
This is a w,ay to 1gauge prosperity by 
counting the cranes, on the urban 
skyline. However. it is also possible 
to turn a crane index on its head. An 
increase in the number of tower cranes 
may indicate over-,ex pa nsion or over
co,nfldence - not neces.sa ri ly econiom ic 
growth. Another conf id,ence indicator 
is frequency o,f receipt 0 1f u nsoliicited 
letters from es tat,e agents. claiming for 

A 'crane index' i1s a way to gauge prosperity by counting the cranes on the 
u rbei n sky Linre 

example that ,a "Mr Jones' is d,esp1erate to buy a house in your road i'f you' ll j ust give the agent a call. 

Follow-up que,stions 
1 Can yo,u think of any other things that 1could be used to g.auge th,e s tate of consumer or business confidence 

in the economy? 
2 Question nair1es and surveys, are s,om 1eti mes used for finding rout what pe,ople think will happen to1 the 

economy in the future. Why should the information provided by such surveys be treated with caution? 



6.3 The uses of index numbers 

()--ln_t_r_o_d_u_ct_i_o_n_to-.-in_d_e_x_· _n_u_m_b_e_r __ s-- ---------

~ ·····························= 
! KEYTERM i 
• • 
: index number a number used : 
• • 
i in an index, such as the i 
• • 
: consum 1er prices index, to : 
• • 
: enable accurate corn pa risons : 
• • 
: over time to be made. The base : 
i year index number is typically i 
• • ! 100. In subsequent y,ears, ! 
~ percentag 1e increases c.ause ~ 
• • 
: the index number to rise abov 1e i 
• + 
: the index number recorded for : 
• • 

Earlier in this chapter~ we mentioned 'the difference bet\\r,een non1inal GDP (or 
money GDP) and real GDP. To recap, rea.J GDP, or reaJ gross don1estic product, 
is a measure of tl1e total quantity of goods and services p roduced by the 
economy over a period ,of time having go'l 1id of the distortive effects of p rice 
changes or inflation. 

Changes in real 1GD~ along Wli.th other econo1nic variables) are usually 
expressed using index numbers. Because index nun1bers frequently appear 
in the quantitative data you are expected to inteirpret in the course of your 
studies~ it is esp ecial1y in1portant that you build up an understanding ,of ho,"'T 
economic indices are constructed. 

i the previous year. and ~ Eco,non1ists frequently use index numbers when n1aki11g ,comparisons over 
• percent!ag 1e de.creases, cause • · d f · A · a · · ll d h b hi h · : : peno. s o trm.e. . n 1n e.x starts 1.n a given year, ea e. t e · ase year, -wT · c · 1s 

the index number to fall below ! i given an index number of 100. In la ter )-rears or months, an increase in the size 
: the index number recorded for • 
• : of the variable causes the index number to rise above 100 , while a fall in the i the previous year. • 
i ... j, ................. ," .... _______ i siz o.f the variable co111par,ed to the base year~ results in the index nutnber 

falling to belo,v 100. For exa1nple, an index number of 105 n1eans a 5% rise 
fron1 the base year, whereas an index number of 95 means a 5% fall . 

~ ····················································································································································: : QUANTITATIVE SKILLS bM3 i 
" . • • • • i Objective test question: understanding data presented in index numbers, GDP per head : 
: : 
! Table 6.3 shows 'index numbe:rs ·for GDP per head fo:r two countries, L and :M·, 1in 201 D and .2015. : . " 
~ : 
; Table 6 .. 3 i 
!lo II • • . ' • • • • 
i ! . " • • • • • • • • • • 
• I 
II I 

: : • • • • i From the data, it ca1n be concluded that : i 
• • • • 
: A iGDP per head was the same in both countries in 201 D : 
• • : B GDP rose faster in country L than in country M : 
• • 
: C the rate of increa1se in GDP per head was greater in country L than in country M : 
• • : D GDP per head was h 'igher in co,unitry L than in country M i,n 2.015 : 
• • • • 
~ To answer the ques.t ion correctly. it is importaint to appreciate that the data shows GOP per head of population, ~ 
- " : and not the overall GDP figures for both countries. This means that .alth,ough statement B could well be true, it ! 
i cannot be concluded from the data, as the rate of populat ion growth could be slowe r in country M than in i 
• • 
= country L. Statements A ancl Dare wrong for a dif ferent reason, namely that there is insufficient information in : 
• • 
: the data to aUow us t o compare across th,e two data series. For statement A, ihe index number is thre same in : 
• • : both countries, namely 100. The base year ~or both data series is probably 2010. The fact that both index : i • 
: numbers ,arre 100 tells us nothing about w het her GDP per head was the same in both count ries in this y·ear. For : . . . 
: the same reason, we cannot conclude that GDP per head was higher in eiountry Lin 2015, simply because 115 is : 
i a larger number than 108. This m 1eans statem1en·t D is w rong. Horwever, w hile we cannot compare across the two ! 
• • : data series, w,e can compare along each series taken in isolat ion. The data allows us to conclude that GDP prer : 
i head increas1ed by 15% in country L between 2010 ancl 2015, but 1only by 8°/o in country M. This means that f 
• • 
: statement C is the correct answer. : • • • • • l§•••*••~·~••&~••~••*•·•~•~••••••~··••••~•~~~··•~••§,w•••*~••-~~••••i~•••••4*&•••f••~··•~&•••~w••••~~•,§••~4•••••••~••••••••·~~•••·•~••~•·•~&• ........................ .... 



LU 
c., 
z 
4: 
:2: er 
0 
u. 
a:: 
LU 
a.. 
0 -:!: 
0 
z 
0 
u 
I..U 
0 
a:: 
u 
<C 
~ 
LI. 
a 
r z 
LU 
~ 
UJ 
0:: 
=> 
U1 

~ 
~ 
w 
:c 
I-

......................................................................... . ............................................... 4 ............................... . 

: QUANTITATIVE SKILLS 6.4 
• • 

• -• .. .. .. .. 
I Objective test question: interpreting macroeconomic data i 
• • 
: Ta.ble 6.4 shows figures f,or population aind index numbe1rs tor inflation (CPI) and mo,ney na.tional i1nc,o,me IGDP I 
• • 
i at ,cu,rrrent prices) in the years 2014 and 2015. 
• • ! Table 6 .. 4 .. 
: tii:r.ii~Niiiiiiltniifii~~itc======~~ • 41 
• • : ...... 
• : 2 o 14 11 no 7 s 40 m i Hi o mi • • +----+-------------+-------! 
: 2015 106 1.25 42 m,Hlion . .._ _ _._ ____ _._ ___ _._ _____ _. 

: • 41 
• • In 21015·~ compared to 2014, which on,e of the following sta,tements can be ,inferred from the data? 
• • II 

: A Population g,rew by a slower 1ra,te than p·rices 
• : B The inflation price i,ndex increased b,y 25°lo1 
• : C Money G1DP per head1 rose by 6o/o 
• • • • • • 

D Real 1GDP increased 

i Sta·tement A provides the correct ans.wer. The price level increased by nearly 67o/o (50/75 .x 1001 but population 
i grew by only 5o/o. Statement 8 is w~ong because the starting-off pric,e index was 75 and not 100. Statement C is 
i wrong : money GDP did indeed i ncr,eas,e by 6.0/o, but the population grew in size by 5o/o, so the increase in money . -
: GDP per head is less than 6%1. Finally. statement Dis also wrong: i'f money GDP increased by 6o/o but the price 
• 
; l,evel increased by nearly 67°/o, r,eal GDP must have taUen. 

• 
" .. 
• .. .. .. .. .. .. : • • • • • .. 
• 
" .. • .. .. .. ... 
i 
t • • .. .. .. 
• ... • .. .. 
• • .. 
i 
: • .. 
"" .. 
"" .. • .. .. .. .. .. • • t • • .. .. .. .. .. 
• .. • 

= .............................................................................. J ••••••••••••••• , .............................................................................. ~ 

TEST YOURSELF 6.2 

Index of llbatlr 
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Figure 6.7 Changes in 'Labour productivity in se tected high-·incom.e countries, 2007-12 

1 Identify two signifi,cant points of co,m parison in the labour productivity of 
the c1ountries sho,wn in Figure 6.7. 

2 Find out what h,as happ,ened to labou r productivity in the UK since 2012. 

Q ~A_n_e_x_· a-m--p-l_e_o_f_e_c_o_n_o_m __ ic-i n_d_i_c_e_s ____ _ 

To illustrate ho,v index nun1b er:s are used (andl also hovv data presented in 
index number form can be misused) > we shall examine the changes that took 



place in labour pro,ductivity in the USAl fue Eur,o Area and Japan bet,v,ee11 
1985 and .2011. Th,ese changes ar,e shown in Figure 6.8. 

1991 =100 
140 

130 

120 
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80 

Figure 6.8 Changes Jn Labour prod uctivity [GDP per cap,tal. 1985- 2011 

The blue~ green and red lines in. Figure 6.8 show the changes in labour productivity 
that occurred in the different countries over the 26-yem period covered by the 
graph - though the Euro Area, or euroz,one, is the group of countries that have 
replaced their national currencies ,vith the euro1 rather than a single country. 

There are a number of points to be aware of when interpreting the graph.. 
These are as follows: 

• Providing you are co1:npari11.g 1he index number for one of the years 
betVv-een 1992 an.d 2011 v.rith the base. year index number of 100 in 1991, 
the increase in the index number is the san1e as die percentage increase over 
the data period you are loo'k-ing at. In 2011, for exatnple, the index 11umber 
for US labour productivity ,vas approximately 135 con1pared to the base 
year index of 100. This represents a 35% increase in l 1S labour productiYity. 

• Ho,vever, a change in the index numbers is not 1he .same as a percentage change 
when a compa1ison is made 'With a year other than the base year. Consider, for 
example, the change in US labour productivity between the end of 2 009 and. 
2011. The index increased from appronrnately 133 to approximately 135, i.e. a 
2-point increase. However) thi.s does not ll.nean that there was a 2 % increase in 
labour productivity over the 2-year period. To calculat the percentage change 
over the 2-year period, ,ve use the following formula : 

. . . . . ·. change in index points 
percentage increase ·= . d b f 

2009 
x 100 

' 111 ex num er or · · 
or: 2 

}JJ X 100 := 1.48% 
Like:wise 1 the percentage change in US labour productivity between the 
beginning of the data series in 1985 and 1991 is not the same as the change in 
indl x points of approximately 9.5: 

. change in index points .. 
percentage increase = . 1 b C 1985 x 100 1nc ex num er or . 

or: 
9' .S X lQQ ~ 10.49% 
90.5 
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TEST YOURSELF 6.3 
Using Figure 6 .8, calculate the percentage change in labour productivity in : 

(a] the Euro Area over the whole period extending from 198 5 to 2011 

{b] Japan between 20107 and 2009 

• When interpreting a g-raph such as Figure 6.8, students often wrongly 
believe that the data shows levels of labour producth,i ty in the different 
countries. Bas d solely on the info,rmation in the graph1 it is 1N1"ong t,o 
conclude, for example, that labour productivity ,vas higher in the USA 
than in the Euro Area and in Japan in every year between 1992 and 2011 . 
Of course> if information is availab,le on 1evels o[ labour productivity in 
each country in ,one of the years in he data sei-ies , it would be possible to 
decide whether or not labour productivity was higher in the USA than in 
the other c,ountries. (Note that th e blue line. sho\"4.ring the US index of labour 
productivity lies above the green and red lines showing the indices for the 
Eui:;o Area and Japan, for all years except the base year index nun1ber of l 00 
in all the oountries. This means that if '-'1e can establish that the. level of US 
labour productivity \vas higher in one year i.n the data series , i t must also 
ha,re been higher in aU the y,ears from 1985 to 2011.) 

• An even sillier n1istake ,vould b e to conclude that labour productivity \Vas 
the same in all the countries sho~ in the graph in 1991 , simply because the 
index nunilier for all the countries 1,.vas 100 in that year. 1991 is the chosen 
base year £or all the countries, so the index number for each country is 100. 

• Although, for th e reason stated, index nwnber data. taken on its 0Vv1-i., does not 
permit a comparison of absolute levels of ]abour productivity1 it does allow us 
to, coinpare relative changes in labour productivity in the differen'l countries. 
Figure 6.8 tells us) for example) that as labour productb.dty increased by 
just under 26% in the Euro Area bet\,leen 1991 and 2011, but only by 
approximately 13 % in Japan; the rate of grov.rr.h of labour productivity was 
l1igl1er over the virhole peri,od in the Euro Area compared to Japan. 

TEST YOURSELF 6.4 
Using Figure 6 .8, compare the relaHve ch.anges, in Labour productivity: 

[a] in th 1e USA and Japan over the p1eriod 1198,5- 91 

(b] in the USA and the Euro Area over the period 1'999-2007 

The consumer prices index (CPI) and the 
retail prices index [RPI) 
Although econon1.ic indices are used to sho"r changes taking place over a 
number of years o[ real ,e.conon1ic variables such as ·eal GDP and labour 
productivity, they are best kno"''lll for showing changes in prices. The two price 
indices that you need to understand in some detail are the consumer prices 
index (,CPl) and d1.e retail prioes index (RPI). For 1nany years> the RPI was 
1h measure of the average price le,,e1 o.f consun'ler goods and setvi.ces and 
was used in the l JK for calculating the rate of consu1i-1.er price or retail price 
inflation. In recent years. the CPI has replaced the RPI, not only for nieasuru1g 
1he average price level and the rate of consu1ner price inflation 1 but also when 
setting the govemn1.enfs target rate of inllation, and for purposes stJich as 
uprating pensions and other weUare benefits, and sotnetimes public sector pay:. 



C SE STUDY 6.1+ 

The construction of the consumer prices index (CPI) 
The fioUowing passages have been extracted from A Brief Guide to Consumer Price Indices published by the 
Office for National Statistics IONS) in 2013 and accessibl 1e on the ONS webs1t,e www.ons.gov.uk. 

Consumer price inHatio,n ms the spe,ed a,twh ich the prices ,of the goods and se,rvk ,es bought by households rise 01r faiU. 
Consum~r price inHation is estimated by using prjce irndk,es. Th ,e CIPI m1eas.ures prke, changies, not prke ilevets . l t is 
th ,erefore expr,ess,ed in terms ,of the, comparjson of prkes relative t,o 2005 1 when th,e index ~s g1~ven a Vdltue of 100. 

The national shopping basket'' 

A conven~ent way of t1h,inking about the CPI is to imag~ne a very !Large 'shopping ba1skef fu l!l of ,goods and s,ervmces on 
whkh pe,ople typicallly sp,end their money: from bread to ready~mard e mealls, from th,e cost of a cinema seat to th,e 
price ,of a p•nt at the, local pub, from a holiday in Spain to the cost of a bicycle. The, content of th1e basket is f~xed for ai 

period ,of 12 months , however, as the prk,es of ind ividual pr,odructs vary. so do,es the to,taL cost o,f the basket. The CPI, 
a,s a m,easure o,f that total cost. only m,easures price chang,es. If p·eople spend more because they b11Jy more go,ods 
this ~snot renected in the iindex. 

Considerable ,care is taken to, ensure ttiiat the shopping basket is kept up-to,-date and is representabve of peo,pte·s 
spending patt,erns: the ptaces and shops W·e go to, the goods and servkes that we buy and the amounts we spend on them. 

'R1eprese·ntative items·' 

It is im1pracUcat and unnecessary to mon~tor the price of every product sotd in ,every singte shop. The prkes of s imilar 
itgms. ca,n reasonablly be .a1ssumedl to move in line w1ith one another in re·sponse to, m,ark,et forces. It i·s therefore 
suffident tia compile the index using prkes of a la rge aind va,ried sample of products ~n selected lo,cat~ ons . lhe ,goods 
and s,ervices f 1or which prices are r,eco,rded are caHe,d ·repr,esentat•ve ~terns·. 

The CPI ~s compHed using cffo,und 700 ,sepairate re,presentative item,s. The,ir movements are, taken to represent the 
price c:ha,n,ge.s fo,r all ,goods, and s,ervices cov,ered by the mndex. mnc luding those for which priic,es; are not spe,dfically 
monitored. There are. for example~ several items in the basket covering purchases o,f bre,ad - s.uch as. a large white 
sUced loaf a,nd lar,ge whole,meal loaf - that are combirn,Qd to1gether to estimate th~ ,overaU chan,ge in bread prices . 

Collection af data and comparing 
1

like with like· 

It is im,portant that the index callcullaUons ar e based on "[jk,e for like' compar~sons of prkes each m,onth ·for each of 
th ,e items in the b,ask,et. Around the rni,ddle, o,f each month. price coUe,ct,ors record ab,out 1100,000 price·s for airound 
S20 items consisting ,of specif~ ed typ,es o,f goods, and services. The price co Uectors visH a variety ,of shops in aro,und 
150 to,caUon s throughout the UK. Mo,st local shops are v ~sited in person t,o collect prices at first hand , allthough s,om,e 
work is done by telephonG. The price collectors go to the same sho,ps ,each m1onth, noting the prices of the same, 
products, s,o that over time th,ey cormpa1re, ' like, w ith Uke1

'. For many goods a1nd service,s it is more eHident t,o coUect 
prkes centraHy at the ONS. ~nformat,,0111 on charges such as th o,s,e for footbaU admissions. water supply. newspapg,rs 

and rail 'fares - about 80,000 prices for 190 items in au - are obtained from central s ,ources ;rnd used jn the iC Pt 
Prices for some large chain stores that have national pricing poli c~es are a,lso collected ,ce,ntrallly ait ONS. 

However. some brands or varij .eHes of partjcular products priced at the s ta,rt ,of th,e ye·ar mary not be avaijllable ~n 
lla1t,er months. This is. common in ma,r lkets wherg thQ rate of t,~chn,otog1ical prog1r,ess is hig1h, as is the case w1ith m1any 
el,ectronk goods. or where consumer tastes change rap idly, for ,ex.ample in clothing. When particular products dlo 
disappea1r from the m1a,rket, care is ta,k,en to ensure that r,eplacements. ar,Q of br,oadly c,omparabt~ qua,Uty s;o that prk ,e 
comparisons are not distorted. 

E:xpUdt adjust1m,ents are made, for example, in the cais,e of personal computers. where 1most reptacem,ent 1mo,dels 
are of higher quality th~n their predecessors. A rise in pric,e m1ight be aiccompanied by improvements in pro ce,ssing 
sp,Qe,d for exaimpl,s. In this caise, an ind,ex which did no,t ta,ke account of improved quaUty w,ould ,show h~gher inflati,on 
than ain index that d,oes adjust for quality change. 

The sys-tem of 'weighting' 

We spend more on s,ome things than ,oth,ers, so, we would ,expect, for ,example,, a ten p,er cent increase in the pri1ce ,of 
pe,trol to, hav,e a 1much bjgger impact on th ,e CPI than a stmi!La,r rise in the price of t,ea. Fo,r thJs reason; the co1mp,on,ents 
of the 1index a,re ·wei1ghted' to ensure that it r ,eflects the importance ,of the various items irn the aver .a1ge shoppin,g 
basket, and th,e amounts we spend 1in1 dmfferent reg ions of the co,untry and in dliffer,ent types of shops. 
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It ;s impo,rtant that the index ms representa,tiv,e and kept up- to,- dat,e. The baslket of goods and services ,s the,refore reviewed 
every year. helping1 to e,nsure that the CPI ,calcu lations more accurately ren e,ct UIK shopping and purchasiing patterns. 

Follow-up que,st ions 
·1 What is meant by ·weighting' in the construction of ,a pric,e index such .as the CPI? 
2 Why may changes in a price index such ,as the CPI or the RPI not provide an accurate measure of the rate of 

inflation for an individual, for exam pl.e a pensioner? 

C _ E STUDY _ .5 

Rece·nt changes to the CPI shopping basket 
Currently, around 180,000 separat,e price quotations are used every month in compi ling the consumer prices 
index. ,cov,eri ng ,around 700 represe ntative coinsumer goods and services. The 700 repres,entative go,ods and 
servic,es fall int,o the 12 commodi'ty divisions shown in Table ,6.5. 

Table 6,.5 Alloca t,io n of ite1m,s to CPI d·ivisi ons in 2014 
,-

jf I l,-;~s1-s;_ •. ».- ~;°:::'1 I' -1~ • ~_... 

- ~ ltl!.~~? :.I I iliJ~ 

1. Food & non-alcoholic bev·e rages 11. 2 

2~ Alcohol & tobacco 4.'5 
3. Clothing & footwear 7.2 
4 .. Housing & household services 12.9 
5. Furniture & household goods 6.0 
6,. Healt h 2.4 

7 .. Transport 15.2 

B .. Communication 3.2 
9. Recreation & c ultur·e i4.4 

10,. Education 2.2 

11.. Restaurants & hotels 12.0 

12. Misc;ellaneous goods & services 8.8 

The select ion of the 700 representat ive items 
in the shopping basket is based on a number 
of factors, which include ease of finding and 
pricing the product; avaitabiUty throughout 
the year; and the amount spent on ,a p,articular 
item or group of it,em1s. 

The most no,table entrant into the CPI shopping 
basket in 2014 was ;DVD rental/video on demand 
subscription s,ervices'. reflecting th,e gro,wth 
of products such as Amazon Instant Vjdeo or 
NetfUx. Other notable additions included fruit 
snack poits. flaviour,ed milk, mixer drinks, and 
canvas shoes- while hardwood Hooring and 
takeaway· coffees. have been r ,emoved (although 
takeaway lattes remain in the bas,kret). 
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Follow-up que,stions The, ONS colle ct s information on1 a "s1hopping ba sket" 

1 Why is it impractical to measure each month pr ice changes for au the goods and services boug ht in the 
UK economy? 

2 In 2014, manual car washes have r ,eplaced automat ic car washes in the CPI shopping bask,et. Suggest 
reasons, why manual car washes have grown at the expense ,of automatic re ar wash,es. 



Construct a questionnaire on 
family spending for members, 
of your family to answer. The 
questions should ask for 
details of total family income 
in a 'typical week', i.e. not a 
week just before Christmas. 
and on spending on all the 
items in Table 6.5. Compare 
your results with the data in 
Figur1e 6.9. Sugges,t and 
explain reasons for any 
Si 1gn ifica nt diff1erence 
between the spending 
pattern 01f yo,ur own family 
and the spending pattern of 
the average family shown in 
Figure 6.9. 

Research u pdat,es on the items in the CPI r,epresentative sample and the 
weirghts atta,ched to each item in the year you are studying 1e1conomics. 
Refer to websites such as the ONS ,and The Guardian websit,es. Revisions 
to the CPI shopping basket are published usually in Late March each year. 

The average family 
The goods and services in the 1CPI and RP] sh,opping baskets and the ,.v.eights 

attached to d1en1 are me-ant to reflect the spending patterns of the 'average 
Brttish family'. In s,o far tl1at there is such a thing, the ONS e-alculated in 2013 
that in 2012 the average British household spent £489 eacl1 week (see Figure 
6.9). This was £7.70 less than it spent in 2011, reflecting the fact that Vvith 
most people's wages and salaries rising at a slower rate than inflation) most 
famiUe-S and households were poorer in real terms. The data, taken from a 
survey of over 5)000 households, also shoived how an average family~s money 
,vas sp~nt. The largest single item of spending was on housing~ fue] and power 
(£68 per week), followed by spending on transport (£64.10). 2012 ~s the 
first year sinc,e 2001 in which housing, fuel and power headed the list of 
family spending. Previously; transport topped the list. Hoi.-vever, the fact that 
interest spending on 1nortgages 1w·as not included in the figures means that the 
data should be interpreted in a rather guarded \vay. 

Housing fuel and power 

Transpon 

Recreation and culture 

Food and non-alcoholic drinks 

Restaurants and hotels 

M iscenaneous goods and 
services 

Hous.ehotd goods. and servi ce:s 

Clothing and foo,twear 

Co,mmu nicat.ion 

Alcoholic drinks, tobacco 
and narcotics 

Educati.on 

Heatth 

Other 

£13.8 

£12.6 

£6.4 

Figure 6.9 How the 'avera9e famiily ' spent £489 a w-ee·k 1in 2011 2 
Source: ONS 

TEST YOURSELF 6.5 

£68 

£.64.1 

£68.3 

Using Figure 6.9, calculate family spending on (a) housing, fuel and pow,er, 
and I b) education as ratios, iof the ave rage weekly family spend on 
consumer g1oods and services in 2012. Why do you think family spending on 
,education was so, l1ow? 
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The ONS publishe,s other economic indices besides the CPI and the RPI. The CPI and the RPI both look at the 
prices of hundreds of items people spend money on, such as food and cinema tirckets, but they exclude housing 
costs ,and mortgage interest payments. In 2012, the ONS introduced a new price index to counteract criticisms 
that th,e ma in weakness of thre CPI is. that it does not refl.ect many· of the costs of being a hous,e owner. which 
make up aborut 10°/o of a typi'cal famHy's .average spend ing. The new index is called t he CPIH w here the letter 
. H" stands for h1ousing. 

In recent years, as Figure 6 .5 show5,, the rate of inflaHon measured by ,changes in the RPI has been greater 
than the rate of inflation measur,ed by the CPL 

The ONS also publishes a number of price indices which are not directly related to chanrges in c:ons umer 
prices,. These include producer price, indices (PPI/, which measure changes in input and output prices of goods 
bought and so1ld by UK ma nu factu r·ers. Input prices are pricies of mat,eri,als and fuels bought; output prices, 
also known as, · factory gate pricies·. are prices at which goods are s,old. 

Other indices constructed by the ONS measure changes in ,a r ,ange of economic variables including output per 
worker or labour productivity mentioned earuer in this chapter. The ONS also publishes the Index ,of Production, 
which mea5,ures the volume 0 1f production at bas,e ye.ar prices. for the manufacturing, mining and quarrying 
and energy supply i na ustries. 

Economic and financial indices are also publis,hed by non-government organisations. P,erhaps the best known 
in the UK is the FTSE 100 index, often called the 'Footsie~.inaex. The FTSE 100 is an index ,composed o·f the 100 
largest companies listed on the London Stock Exchange lLSEI. The index is seen .as ,a go,od indicator of the 
performa nee of major public companies (PLCs). The FTSE Group which produces the index is 50/ 50 ,owned 
by the Financial Timres and the London Stock Exchange lhence FTSE - FT and 5 EL AUhough the FTSE 100 is 
the m0rst t.amous ind,ex the company produces, the FTSE Group also cal,culaties over 100,000 iother indices . 
covering markets around the world. every day. In the UK. the other FTSE indices include u,,e FTSE 250 (the 
next 250 largest compani 1es after the FTSE 100) and the FTSE AU-Share index. 

On1e point to no1te a bout the FTSE 100 index is that it was La unch,ed in 1984 with a base year va lue of 1,000. 
UsuaUy, ,as we have seen. the base ye,ar 1nd,ex number in an economic index is 100. However, as the IFTSE 100 
index shows, this does not have to be the case. A Lso, unlike most other indices, includ ing those pub,lis,hed by 
the ONS, the FTSE 100 ind,ex has never been rebased. IRebasing means that the base year us,ed in an ind,ex 
is changed ,every few years, with the incl,ex number 100 being assigned to the new bas,e year.) an Monday 14 
July 2014, th,e FTSE 100 index stood at 6746.1, or just below its then all-tim,e peak of 6950.6 on 30 De,cember 
1999. The fact that the FTSE index has never been rebased all,ows us to se,e the index as a barometer of UK 
economic performanc,e over the last thre,e decades. 

Figure 6.10 shows how the FTSE 100 index has risen (.and at times fallen] 1over the ye,ars betw,een 1985 and 
2014. Howev,er, the graph does not show how the c,omposition of the U K"s 100 leading corn pan ies has changed 
over that period . Compani 1es a re promot,ed into and relegated ·from the FTS E index every 3 months. Back in 
1984, the ind,ex was dominated by the UK's 
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6000 6000 

sooo 5000 

4000 4000 

lead in1g m.an uf acturing corn pan ies. This is nro 
longer the case. Leading manufacturers have 
either dis.appeared 0rr have been taken over by 
for,e~gn companies. To figure in the FTSE index, 
a company's sihares have to, be quoted on the 
London Stock Exchan,ge. When a UK company is 
taken 1ov,er and becomes a subsidiary iof an 3,ooo - 3000 

overseas-based comp,any. it disappears from 
the FTSE index. These days,. the FTSE 100 

2000 2000 

1000 --~~~~~~~~~~~~~~~~--- 1000 
corn pan ies are largely energy co,mpanies, retail 

1985 1990 1995 2000 2005 2010 2013 
· 

companies .and other service industry 
companies. Figure 6.10 Charnrges ,in the FTSE 100 index betw.een 1985 and 2014 



Questions 

A policy objective is a target or goal which a government aims to ach 1eve 
or· h if. 
The main macroe con 1om ic policy objectives are f u U employment. 
economic growth, a fair distribution of inieom1e and wealth , control of 
inflation and a satisfactory balance of payments on 1cu rre nt a 1ccount. 
Fu. ll employ 1me nt and ,economic growth a re the pr1 m,e policy· 
objectives, but many pro-free market economists p Lace control of 
inflation in pole posHion . 
Whatever the ranking of policy objectives. improving economic welfare 
or human happin,ess is the ulUmate policy objective. 
Sometimes governments have other policy objectives, such as balancing 
the budget and achieving a more equitable distribution 01f income and 
wealth. 
As the name indicates, a performance indicator, such .as changes in the 
level of unemploy m,ent. prorv ides information on how the economy is 
performing. 
Economic indices are oft1en used by ,economists to1 measure changes in 
ecoinomic varia1bles occurring over time. 
Price indices are especia Uy important in economics, particularly the 
coinsumer pr i,ces index ICPI) .and the retai l prices index IRPI). 
Inflation indices are used when measuring changes in real GDP. 
A repres,entative sample of goods lsometi mes call the natio,nal ·sh,opping 
bask,et') and a system of w,eights are used in the construction of th,e CPI 
and the RPI. 

I With the help of a PPF diagran1, explain the difference bet,,reen short-lenn and l,ong-term economic 
grov,,1.h. 

l Distinguish betwe·en an objective and an instrument of macroeconomic p,olicy. Explain t\vo 
1nacroeconomic policy objectives. 

3 Explain two of the main conflicts affecting macroeconomic policjr, and ho,v a government might trade 
,off bet,veen acl1ieving these objectiv,es. 

1- Explain the differences between inflation> deflation and disinflation. Wl1en did deflation last occur in the 
UK economy? 

5 What is the difference betv,reen a. defi.ch and a surplus ,on the current account o.f the balance of 
payments? Which does the UK have today, and ho,v large is i.t? 

6 B1iefly explain ho,,v a P"rice index is constn1cted. 



How the macro 
works 

conomy 

••••••••••• •••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• ••••••••••••••••••• • • • • 
: This chapter i's about macroeconomic theory. The two ma.i.n bod1ies of ! 
• + 

: macroeco nomk theory, or macroeco-nom ~c models, are exp lained fn som,e : 
i detail. Th ese are the circular flow and the agg regate dema,nd/a g:gregate : 
• • 
: sup ply [AD/ASI models of the eco nomy. The cha,pter then g·oes on to look at : 
+ • 

: related ma croeconom i1c concepts. such as th e compo nents of aggregia te : 
~ demand [consumiption, rnvestiment etc.! and the muHi,p Uer co nee pt. The fl na l ~ 
• • 
: two chapters of the book w ,i ll contin ue the ta sk 1 ntroduced in th f s c ha,pter : 
~ of apply1ing m acroecor,o m,k theory to the a,na lys is of cur r erit eco nom i1c ! 
• • 
: probtem,s and the eva lua ti on of government ecornomi·c policies. : 
: 
· ·• ·••••••;+••••••· •·········· · ······· · ·········· ·~··············· · ···········~····•· ••• timlliiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiiii~ 

~ ·····~························~··············································~···············•: : LEARNING OBJEC IVES ! 
• • 
: Th i,s chapter will: : 
a -~ . 
: • 1explain the meaning of natirona l in,come and what it mea5,ures i 
• • i • introduce and explain the circular flow macroeconorn k model ot how the I 
• • 
: 

1economy works : 
; . 
• • analyse the ,effect of changes in inj,ections and w ithdrawals of demand : : . 
• on national income : • • • • i • introdu,ce and exp la in the ,aggregate demand/aggregate s.upply IAD/AS) : 
i macroeconomic model i 
• • i • investigate aggregate demand and aggregate supply in greater detail : 
• • ; • explain the mult iplier proc,es.s : 
• • : ............................................................................................................... lllllllllili 

7.1 The circular flow of income 

National income 
Chapt r 6 mentioned tha.t gross domestic product (GDP) is perhaps the b est 
known m easure o f nati.ona] income 0 1 national output. This chap ter stans by 
ex1:,lo1i ng the concept of national u1com in rather m,ore detail. 

National income, national output and national product 
Economists u se the temis national income and national output (a]so called 
nati nal p roduct) i11terchangeably. To produce the flow of national output~ the 
econo my must p ossess a stock of physical capital goods (the national capital 
stock) and a stock of huu1an capital , together \\.i;th sto,cks of the othe1· £actors 
of produ ction: land and e ntrepren eurship. 

I~ ••••••••••••• , •••••••••••••••••••••••••••• t•••·········································•••ttt+I ~ - ~ 
: STUDY TIP . 
• 
i Make sure you don·t con'f use wealth, wh ich is a stock at a point in t ime, with 
• 
: income, which is a fl1ow generated over a period 1of time. Wea lth is the stock 
• ! of assets. or things that have value, which people own. = 
• • • • .•••....•.......•....•....•••...•..•••.•...••..........•.••.......•.......•.....•....•.. .,... .................... ~ 



~ -····························i 
: KEY TERMS : • • • • : national capital stock the : 
! stock of capital goods, such as J 
• • 
: buildings and machinery, in the : 
i economy that has accumulated i . .. 
: o,ver time and is measured at a : 
• • 
: point in time. : 
• • • • i wea Lth the stock r0f assets : 
• • : which have value at a point in ! 
• • : time. as distinct fro1m income ; 
• • i which is a flow generated o,ver ! . : 
: a period of time. : 
• • • • 
: national wealth the stock of i : . 
i all goods that exist at a point in : . .. 

The natjonal capital .. tock is pan of the stock of na tio nal wealth, which 
comprises all physical assets owned by the nations 1--esidents that have valu.e. The 
national capital stock incl.ud s capita] goods, together wich social capital such as the 
roads, hospitals and sclrools which are o\vned by the state. However 1 the national 
capital stock excludes consumer goods, which are a part of national Vv"ealth but not 
part of 11.atioruu capital. All capital is wealth~ but not all wealth is cap ital. 

Figure 7. ] shows ho,v we can relate a countrys nation al i11.co1n,e or ou tput 
(e.g. in 2016) to the national capi tal. stock and the h.u n1an. capital stock . In the 
figure , national income in 2016 is sh own as the area. contained by die three 
rectan gles A , Band C. \"'le ,vill now assume that at the beginning of 2016, the 
econo1n y operates on its production possibility frontier. This me.ans th e-re is no 
une1nployed labour, an d the economy is ,vork.ing at full capacity lo p roduce 
the flov.r ,of national income shov.-11 by A + B + C. 

: time that have value in the : 
! 9-C-On()n,y. !~ ••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••: 
: .......................... -------· : STUDY TIP : • • • • : Make sure you understand the difference between stocks and flows. : 

• • • ............................................................................................ ______ .. 
The nation.al capital stock is th e s tock of capital goods that h as accumulated 
over time in the econ om y. By contrast, nation al u:1come is the flovl of nevv 
output produced by the stocks of physical an.d human capital and oth er 
factors of production. 

Net invesanent that 
,e.nl:arge-s the capital stock 

Income availab~ for 
con :su mption and current 
living standards 

( 
Replacement inv@stm~nt 
to replace worn-out caphal 

ttt 
The nattonal Human 
capital stock capital 

2014 2015 

(part of 
national wealth) 

I 
A B C 

2016 2017 

National income is. 
the flow of new 
output produced 
by the stock1 of 
physical capita l 
and human capital 

Figure 7 .. 1 NaHona:L incom1Q and the stocks of physicc1 l and human capitei l 

•••••••••••••••••••••••••••••• 
i 

: t .. . 
: national in come the flow of : • • • • 
: new output produced by the i 
• • i economy in a particular period : 
.. .. 
: le.g. a yead. : 
• • • • 
: national output the same as. : 
• • i national income, namely the : 
• • 
: flow of new output produced : 
• • 

However, p art of the national ,capita l stock wears out in the course of producing 
2016s national inc on1e. Worn-out capital (or the depredation of the national 
capital stock) reflects capital consumptio.n. To m aintain the size of the capital 
st,ock, so that (in the ab sence of population growth an d technical progn!ss) the 
sto-ek is capable of producing exacdy the sam e size of national income in 2016 
as in 20 15, part of 2016's national output must b e replacen1ent capital goods . 
The spending on rep lacement in.vestment is sh o"'Ain. by area A . lf this investme11.l 
doesn't take place, the national capital stock sh rinks in siz;e. Negative economic 
growth occurs ancl the economy~ production p ossibility frontier shuts inward. 

: by the economy in a particular : Positive. economic gr-owth aenemlly requires tluu investment takes place, over 
i.·· period le.g. a yearJ. :.... 0 

: : an d ab ove the replacement investment sho1Arn by rectangle A in Figure 7. 1. The 
i national product another i extra in"-estme.nt needed to enlarge the capital stock is sh o\\'n by rectangle B. 
i name for natiional income and i This is called net investtn en t. Gross investment (shown by A + B) is the sum of 

! national output. i replacen1ent investn1ent and net invest1n ent. Only n et invesunent increases the 
•••••••

11

··········· ··· · --------• size of the capital stock \ thereby facilitating lon g-run (positive) .economic growth~ 



~ ............................ , Rectangle C shows the fraction of national income available for con. u1uption 

: : in 2016 . A decision to sacrifice current consumption in Eavour of a higher 
: consumption total planned • - -
~ spending by households on i level of htture consumption means that in,ore of society's scarce resources 
~ consumer goods and services ~ go into invcsttnent or the production of capital goods, enabling the national 
f produced withjn the economy. f capital st,ock to increase in size. Ho\vever, in the short tem1, the easiest ,vay 
: ....................... ._ _______ • to increase livh1Lg standards is to boost current consumption. This 'live now1 

pay later' approach sacrifices saving and investment~ which ultimately reduces 
long-term economic grov.,1:h. 

etween national income and GDP 
Students of ten contuse gross national income liG NI I with GDP, though GDP is now the most common ly used 
measure of national income. Both reflect the national output and income of the economy. The word ·domestic' 
in gross dom·esUc product indicates that G D1P is the flow of output produced d1omestically within the economy. 
H owev 1er1 s,ome British residrents, and ,companies r,eceive income from assets they own in other ciou ntrires,. 
Likewise, some of the income produc,ed with in the UK f Lows out of the country· to overseas ,owners of assets 
loc,ated with in th,e UK. Gross national income t,akes account of these i ncom,e Hows; GDP does not. 

Each year 1comprrehensive d,eta Hs on national in,comre 'for a r ,ecent year a re 
published by the Office for National Statistics (ONS]. To get a Havour of 
the d1eta Hs, access on the internet ·chapter O 1: National AccountB at a 
Glance· .and then down load and save the PD F document with the same 
title. At your le~sure~ scan-read the PDF document and past1e and save 
any i nt,eresting tables or graphs . 

...................... ~··············~···························································· 
IC LINK • • • • 

: Chapter 6 explained the dif f ere nee between nominal GOP and r,ea L GDP. : ; The same difference s,eparates the concepts of nominal national income 
• 

• • • 
" • • • • • t • • • 
" • : and rea l national income. Nominal national income measures national • • • • i output at the curr1ent prices, but these us,ually rise each y·ear in line with i 

! inflation. Tio get r id of the effects of rising prices, nominal national i neiome : 
• • 
: must be converted into real national income. Real national income grows : . : 
: when more goods and services, are produced. i.e. if economic growth is : 
• • ! taking place, or when technical progress improves the quality of goods. : 
• • 
: Because the d•s,tortive effeict of inflation has been removed, growth 0 1f real : 
• • 
: national income is a better m1easure of national economic performance : 
i than rgrowth of nominal nationai income. £ 
• • • • ................................................................................................ _____ ... 
National income= national output= national 
expenditure 
National incon1,e 1 national output and national expenditure measure the flow of 
new ouq,ut produced in the economy in three different VvtLys. National output 
01.eaSUres the actual goods and services produced by the economy~ national 
i.nco1ne m e.asures the. incomes received by labour and other faotors o( production 
when producing the goods and services; and national expenditure sl1ows the 
spending of these incomes on the goods and services. Since. they are three different 
way~ of measuring the same things (lhe flow of ne,v output), it follo,vs that: 

national income= national output= nationa] expenditure 
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A simple circular flow model of the 
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ma croecon omy 
The simple circular fllo,v model , iUustrated in Figure 7 .2, assuu1es that 
there are just two sets of economic agents in the ,econ,01ny: households and 

Con sum pt ion 

firms . The n1odel pretends tl1at the government and foreign. 
trade d.on)t exist . This is a model of a two-secto,r economy, 
or a closed econom y ,vith no government sector. The 
dashed flow lines in the figure show th e real flows occur1i ng 
in the economy between lllouseholds and fin11s. Households 
supp]y labour and other factor servi,ces in exchange for 
goods and services pro due ed by t l1e firms . These real fl o,vs 
generate ni,oney flows of income and eA-penditure 1 sho,vn by 
the solid flo,v lines. 

Figure 7 .. 2 A simplified cjrc ular f.low diagram of a two
sector econo,m,y 

All the incom~ received by households (shown by tl1e left-hand 
flo\v curve of the diagram) is spent on consumption (sho,vn by 
lhe right-hand flow curve). 
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Consumption 

Figure 7.3 is a more realistic version of Figure 7 .2> because 
it sho~rs housel1olds saving as well as consuming, and 6.nns 
investing in capital goods. When househ olds save part of 
their incomes, people are spending less than their incomes. 

se rvices 
I • I ..,,.,. 

Firms .----~~-Investment 
Injection 

Saving ~ which is an example of a ]eakage or "vithdra,val 
from the circular flow of income, is depicted by the upper 
of the tvlo holizontal ano,vs in Figure 7 .3. The lower of the 
two horizontal an·ows shows invesllnent., or spending on 
mach inery and other capital goods 1 ,vhich is an inj c lion of 
demand into the economy. 

Figure '1~3 Introducing, saving, a,nd investment i'nto the 
circutar flow of income 

~ --------···---~ ~A~-~fi~r~st~l~~~o~~. ~at~t~h~~~c~o~n~,~~~~t~~~f~~~q~ui~li~~~ri~u~~~ 
: KEYTERM ~ national income • • : closed economy an economy i 
! with no international trade. ! 
• • • • i saving income w hich is not spent i 
• • : withdrawal a leakag,e of : 
• • 
: spending p1ower out of the ; 
• • : circular flow of income into : • • • • 
: sav ing1s, taixaUon or imports. : 
• • • • : investment total planned : 
• • 
: sp,end inig by firms on capi tal : 
I gioods produced with in the ! 
• • 
: economy. : • • • • 
! injection spending entering ! 
• • : the circular How 1of income as : • • • • : a result of inv1estment, i . ' 
: government spending and : 
• • ! exports. : 
• • : .................................................... . 

If planned saving (or the planned \Vithclra,val of spending) equals planned 
investn1ent (or the planned inj,ection of spending into the filow), national 
income is in equilibrium, tending neither to rise nor to fall . 1~i.ovl·ever, if the 
mthdrawa1l exceeds the injection, the resulting nel leakage of spending from 
the circular fio'\i\r causes output and income t,o fall. Like~e~ if the ,vithdra.,val 
is less than the injection, the resulting net injection of spending into th,e 
econ,01ny causes output and income to rise. 

Savings can be hoarded , or the funds being sav,ed can be len t for others to 
spend. Hoarding - fo r example, keeping money under the mattress - mea11.s 
that a fraction of income is not spent. This can lead to deficient aggi~egate 
demand in the economy, v.rhich .means there is to,o Httle demand to buy the 

output the econon1y is capable of p1uducing. Because they cannot sell so111e 
of the goods andl services they hav,e produced, firms reduce their output and 
national income faJ.ls. 

However, if all savings are lent, via financial intermediaries such as banks~ for 
firms and other con sumers to spend, planned saving may end up equalling 
planned investment. With this outcome, natilonaJ income remains in 
equilibrium and there is no reason why the level of incon1e should fall. 



TE SIO ATE L 

In the tvto-sectot citicular flo,v model, national incon1e is in equilibrium when: 

planned saving = planned in vestment 

or: 

s =J 

Ho,vever, b ecause households and fi.n1.1.5 have dHier,ent Inotives for n1aking 
their respective saving and investment decisions, there is no reason why; 
initially, house}~old saving .should exacdy equal the amount fi.r1ns plan to 
spend on capital goods (i.e. investment). c .o,nsider, for example; a situation 
in which planned saving is gr:earter than planned in.vestment (S > I). ln this 
situation; the: nationa] inco1ne or output circulating :round the economy is in 
disequilibrium, with withdrawals out of the systen1 exceeding injections of 
spe-ncling into the fl.o,\v of inc.ome, and national income "will fall. 

Key es and deficrent aqqreqate demand 
If planned saving by households 1exceeds planned investment by fi rms, there is a danger that deficient 
aggregate d,emand may cause the economy to sink into a r,ecession. In the 1930s. during the Great Depression, 
John Maynard Key-nes argued that ~f household savings ar1e n 1ot lent to finance spending by others, partiicu Larly 
inv,es.tment by fir ms, the l1eve l of income or outpu·t cir 1cu lating ro1und the economy fa Hs. This r ,educes saving, 
until planned saving equals pl.anned investment and eq uilibrium is restored, albeit at a significantly lower 
level of natio1nal i nciome. The ec 101nomy ends up in re 1c1es.sion. Keynesian eco1nomis ts used the same analysis as 
pa rt of their explanati ion 1of the 2008/09 recession. arguing that a liquidity crisis and an associated coUapse 1of 
consumer and bus,ness 1confidence were responsible for the c1ollapse in aggregat,e demand. 

Pro-free market economists, who genera Uy reje et Keynesi,an theory, believe that deficient agg regate demand 
u, only exists as a temporary and self-correcting phenoimenon. They argue that when deficient aggregate demand 
~ occurs, the rate of interest, rather than the level of income or output, fa lLs, quickly reSitoring equality between 
0 i saving and investment intentions. When interest rates fall, people save less becaus,e saving becomes less 
> attractive. At th,e s~m 1e time, firms invest more in new capital goods because the cost of borrowing has faHen. 
'.:2: 
o Ba 1ck in the 1930s, Keynes a 1greed that a f au in interest rates ea n bring about equaUtt betwe 1en saving and 
5 investment but he believed the process t,o be slow. In the very long run it may work, but, in Key nes·s memorable 
trl phrase, 'in the long run w1e are all dead'. Keynes argued that when planned leakages of demand fr1om the 
~ circutar flo1w of income exceed planned injections iof demand into the flow, the level of income or output fa1Us to 
u restore equilibrium. According to Keynes, d,eficient aggregate demand is the cause of recessions. 
~ 
:E 
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overseas sector into the circular flow model 

~ -····························: 
i KEY TERM ! 
I Open economy an ,economy f 
• • : open to international trade. i 
• • • • 
··············~········ ........................ lllllllli 

The simple circula1· flow m,odel vve have looked at is unrealistic because it 
ignores how the do1nestic government and the rest of the world are sources 
of both injections of de1uand into, and \VithdraV!r'~a]s of den1and fron11 the 
circular flovl of income. Government spending is an injection of spending into 
the econon-iy: Taxation, which takes spending power away from the people 
being iaxed; is a withdrawal or leakage of spendh1g. E,q,ons and imports 
result fron1 the fact that '\.Ve live in an o pe n cono n1y . i .e. an econon1y open to 
international trade. E:,...1Jons> ""~hich resuh from people living in other countries 
buying goods produced in Britain~ are an inj-ection into the circular flo\v. By 
contrast, impons) or spending by· UK residents on goods produced overseas, 
are a 'Withdrawal from the circular flovl. Spending 011 impoTts stin1ulates the 
economies of other countries rather than the. UK economy 



Figure 7.4 shov,.'S the effect of bringing the activities o,f the goven1ment and 
overseas sectors into the ciFcular flow 1nodel ~ 
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Figure 7.4 The circular ftow of income in an economy with a governme nt sector and an 
overseas sector 

In this ,extended circular flow model, national income is in equilibtium, 
tending neither to rise nor to fall , when: 

saving+ taxation+ imports= investment+ goYemm,ent spending+ e.J\.'Ports 

or: 

S+T+M=l + G+X 

Ii.owever, whe.never: 

S+T+M>I+G+X 

a net withdrawal or leakage of demand out of the circular flow occurs) w hich 
in Keynesian analysis causes the equilibrium lev~l or national incon1e to fall . 

And wh .. en: 

S + T+M<I + G + X 

a net injection of d rnand into the circular flow occurs, ,vhich causes the 
equilibrium level of national incom,e to rise. 

~ ······························································································: 
i STUDY TIP ; 
i Economists use th~ letters Y. c. S, f. G, T. X and M as shorthand. respectively· l 
• • 
i for the m.acroeconomic variables income. consumption, saving, investment. i 
i government spending, ta.xation , exports and imports. Make sure y1ou don't ~ 
• • 
: confuse S, used in the circular flow model as the shorthand for saving, w ith : 
• • ! its microeconomic use as the shorthand for ·supply'. Section 7.2 below also : . . . 
: introduces the c1oncept of aggregate supply, for w hich the shorthand is AS. : 
% • 
••••••• ,, •••••••••• +.~········•~•••••++••~••••t+t••••••t•+•••••••··········•·t•••······· 

Draw a circular now diagram for a closed economy comprising 
ho1useholds, f irms, and the government. 

T'EST YOURSELF 7.1 
In an economy. savings are £10 billion. investment is £12 b illion. taxes are 
£8 billion, imports. are £13 billion, gov,ernment spending is £6 billion, and 
exports ,are £11 billion. What is the net injection of demand into the circular 
flow of income, or the net withdrawal of demand from the circula r f Low? 



Much ot this chapter is about m,acr,oeconomic mod,els: the circul.ar now model we have just explained, and 
the AD/AS macroeconomic mod,el we a re about tei inv,estirgate. Model building is one of the most fundamental 
analytical techniques used by economists. Economic theory is based on developing economic mode Ls which 
describe p.articu lar aspects of the economic behaviour o'f i nd ividua ls, groups, o'f j nd ividuals and J in a macro 
context. the whole ec,onomy. 

A model is a smau ... scale replica of n~aL ... world pheno,mena, often incorporating a number o,f simplifications. An 
economic model simpUfies the real world in such a way that the essential features of ,an economic relationship ror 
set of relationships ar,e exptained using diagrams, words and often a1lgebra. Models ar,e used by economists, first 
to understand and explain the working of the economy, and second to predict what might happen in the future. 

A rgood economic mod,el simplifies reality sufficiently ·to ,allow importan·t a1nd often otherwise obscure 
economic r ,elationships to be studied, away from irrel,evant detaH. or "backgr0rund noise·. The dang,er is that 
reality can be oversi m plified1 with the resulting model fai l ing to, refl,ect in a us.eful way the war ld it seeks to 
exp Lain. Economic modeUi ng involves the a rt of m,aki ng strong assumptions about human behaviour so as to1 
co1ncentrat,e att,enUon and analysis on key economic relationships in a cl,ear and tractable way, while avoiding 
an ,excessive oversimplification o,f the problem or relationship to be explained. 

lne ultim.ate purpose of model building is to derive predictions about economic behaviour, such as the 
prediction o,f demand theory that demand will increase when pr ice falls . E,conom1ic controv,ersy often exists 
when mod,els gener,ate conflicting predictions about what will happen in a giv,en set of circumstances. For 
example, a model ,of the Labour ma r~et which predicts that the s.upply of labour i ncr,eases, as wages ris,e 
carries the policy-making implication that a cut in income tax, being equivalent to a wage rise, cr,eates an 
incentive to e'ffort and hard work. Under alt,ernative assumptions, the mod et could predict the opposite: that, 
as wa,ges, rise, w,orkers begin to pr,efer leisure to work ,and react to the tax cut by working less. 
It m,ay of ten be possible to accept or dismiss a model of econom1ic be haiv io,ur ,on the basis ,of common sense or 
casual observation of the world around us. Economists. now usua Uy go further. using sophisticated statistical 
tests to evaluate empirically the mod,el ·s pr,edictions. Good economic models ,or theories survive the process 
of empirical testing {which is part of a branch of the subject caUed ·,econometrics·J, whereas mod,els or 
theories shown to be at odds with obs,erv,ed beh,aviour must be revis,ed or discarded. 

• • • • i Many macroeconomic ! 
: questions can be addressed by : 
• • 
: using the rcircu tar flow model, ; 
i the AD/A.S model, or both. f 
~ t 

• ••t•••················· ........................ .... 

i M,easures of economic pe rtorma nee in cnapter a and different economic : 
• • 
: policies in Chapter 9 a re explained and analysed using one or both of the : 
• • : macr,oeconomi,c models fcircular flow and AD/ASJ explained in this chapter. : 
• • 
=·············~·································· ········································ .......................... .....,· 

7.2 Aggregate demand and 
aggregate supp ly analysis 

o~~~~~~~~ 
Introducing the AD/AS macroeconomic 

~ ·····························: 
! KEVTERMS I 
• • 
: reflationary policies poilicies : 
• • 
: that increase aggregate demand i 
• • 
: w ith the intention of ;ncreasing : 
• • i r,eal output and employment . ! . . ' • • 
: inflation a continuing rise in : 
• • t i the pnce lev,el. i 
..................................................... 

model of the economy 
In recent years; the AD/AS model has becotne the preferred theoretical 
framevtork for the investigation o{ macroeconomic issues. The model is 
particularly u seful for analysing the effect of an increase in aggregat:e demand 

on the econon1y. It does this by addressing the foUo'\i\ring question~ "rill 
expansionary fiscal policy and expansionary monetary policy be rc tla tio na ry 
polic ies, increasing real ,output and jobs, or ·will the p1ice level increase 
ins tead (i.e. will the policy result in price infla tion)? Before returning 10 



this question in later sections of the chapter and in Chap ter 9! we shall re
introduce th.e concept of equ i lib riu m na tion al incom e a11d take a close look 
at aggr gale demand . 

0 A second Look at the concept of 

~ -····························: 
: KEYTERMS i 
! equ ilibrium national income f 
~ the level of real output at ~ 
• • 
J which aggregate demand f 
: equals aggregate supply : 
i (AO c AS). Alternatively, it is i 
• • 
: the l,evel of i ncom,e .at which i 
• • i withdrawals from th,e circular i . ~ 

: flow of income equal injections : 
• • 
i. into the flow. Also known as i 

equilibrium national income 
There are two ,vays of approaching the concept of equilib rium national incon1e 
(or tl1aeroeconotnic equilibrium). We have already seen ho"'· national incotne 
is in equilib riun1 when planned injections into the circular flow of incoine 
equal planned withdmv.rals o.f demandl from the flov,l of incoine circulating 
round the econo1ny. The seoo11d approach defines equilibrium. national in con1e 
iln lhe aggr, gate demandlagg1·egate supply (AD/AS) m o del of the economy 
Equilibriu1n national income occurs when the aggregate demand for real 
output equals the aggregate supply of real output , i.e. \vhere AD = A5. This is 
iUustr.ated in Figure 7.5 at point X> where the AD cuI1le intersects the AS curve. 
The equilibrium level of real output is y1; and lbe quilibrtum price level is P1 . • macroeconomic equilibrium. ! 

~ aggregate demand the total i~ ............................................................................................................ : 
! planned spending on real ! : KEY TERM ~ : . . . 
: output produced within the i i aggregate s upp ly the Level of r ,eal national output that producers an: i 
! economy. ! : preparred to supply at diff,erent average price levels. : 
• • • 
···~··················· ················· ·························································· ·············~ .................... .... 

EX 510 TE tAL 

The l"nk between the two ways of defining equilibrium 
national income 
Equilibrium national incom,e is a s.tate of resti or a situation in which, unles.s something chang,es to djsturb the Level 
of income circulating round the economy. once reachedl the level of income remains at its 1equilibrium level. This 
can fl,e expressed in two ways. First, as, a situation in which injections into the circular flo,w of income match 
withdrawal.s or leakages out o,f the flow; or. second, as a situation in whic.h total planned spendin,911of au the 
economic agents in the economy IADJ exactly equals the level of real output that producers plan to supply (AS)I. 

Prim 
11!\n!ll 

P, 

0 Yr Rul 
Rltlonal 
output 

Figure 7~5 Equilibrium national 
i,ncome occur ring when AD = AS 

If either 'th e AD curve or the A5 curve shifts to a nevt p·osition, the p oint of 
equilibrium n ational incom.e wiU change. 'Figure 7.6(a) show s the effect of a 
1ightward shift of the AD curve~ Mth equilibrium national incon1e moving 
fro1n point X to point Z. By contrast ) the Figure 7.6(b) shows the effect of a 
left,vard movein-ent of the AS curve, tvith equilib,riu.m national income moving 
from point X to point V. 

(a) Prtm 
level 

0 

A01 

Real O Yi Y1 Rul 
national n.tanal 
output output 

S:-igure 7.6 Shifts of. and adjUistments along .AO and AS curve·s~ showing mrO\tements to 
new points of equirl i.b r ium nation,al inco,me 



o~~~~~~~~ 
Demand-side and supply-side economic 

~ ............................. . 
; KEY TERM ! 
i economic shock an unexpected i 
! event hitting the ,economy. I 

shocks 
An econ on-iic shock is a sudden unexpected ,eve1:1.t hitting the economy, 
disturbing elith.,er aggregate demand (a demand shock) or aggregate supplf 
(a supply shock). In some case.s 1 an outside shock may affect both aggregate 
deinand. and aggregate supply. Thus, looking at the UK economy~ the outbreak 
of a war in the Middle East for example, may affect demand by causing a 
sudden coUapse in consum.er and business ,confidence, and aggregate supply 
via its effect on the supply and price of crude oil. 

: Economic shocks can be • ·························································································~····· • • • ! demand-side or supply-si1d,e : STUDY TIP i 
• 
: shoe k s (and sometimes both I f You should build up knowledge of four or five economi,c shocks which have f 
i and unfavourabLe or favourable. i 
• • • • ................................................... 

CASE T DY 7.1 

! affected the UK economy i 11 recent years. i 
• • 
: ............................................ .......... . ........................................................ llllllllt 

Stor·ms battering the UK could cost £15 billion and plunge the country back. into recession 
In F,ebruary 2014 the Bank of Eng1land Governor Mark Carn,ey declared that flooding would affect the UK's, 
economic outlook. The storms could cost Britai n £15 billion - and more bad weather could even plun 1ge the 
UK back into rec,ession. Mr Carn,ey w,arned: ·rhere·s a big human cost. lhere·s the disruption to economic 
activity that we see just thro1ugh transport, but farming clearly wiU be affe,cted for som,e time: 

Flooding can 
cause economic 
shocks 

Richard Holt, o·f Capital Economics, who caLculatied the potiential £13.8 billion storm damag,e, warned that 
more heavy weath 1er could tip th,e UK back into recess~on. Heavy snow ea used a 0.5%1 dip in national output in 
2010, he pointed out. Holt went on to say, "Ifs tioo soon to estimate th 1e economic ca1st of the flooding but the 
·fact th,at th 1e geographic are,a currently- at risk accounts for perhaps 13°/a ot our ecionomy means, there has tro 
be an impact - 1especiaUy since th,e UK's e1conomic r1ecovery is not completely s,,ecure: 

Follow-up questions 
1 The winter Sitorms that hit the UK in 2014 provide an e.xample of a supply-side economic shock. Name twai 

similar s,hock,s, roriginating from natural disasters. 
'"' UsuaHywhen we think of shocks hitting an economy·. we think only of harmful adversie shocks. How,ever, 

some shocks are favoura1ble and have a good effect on the economy. Bri1efly describe one example. 



7.3 The determinants of 
aggregate demand 

o~~~~~~~~ 
The components of aggregate demand 
Consu1nption, investm,ent, gov,ernmenl spending and net export de1:nand 
(spending on UR exp orts by residents of other countries m,inus spen ding 
on imports by lJK residenls) form the components of aggregate d ,emand. 
lf any of the components change , aggregate demand increases or decreases. 
The four components of aggregate demand ar,e often shown in the 
fo Uowing ·equation: 

aggregate detnand = cons1n11ption + investn1ent + go,v,ernn1ent spending+ 
exports (net of imports) 

1

~ •••••••• • ••••••••••••••••••••: or : 
: KEY TERMS : 
: : AD=C+.l+G+(X-M) i consumption total planned i 
I sp1e nding by households on J where C > 11 G, X and M are the symbols used respectively for planned 
i consumer goiods and services i consu1np tion , investinent, governmen t spending, exports and imports. 
: produced w;thin the economy. : 
~ rate of int erest the reward for ~ We shall now look at the first two of the coinponents of aggregate demand _ 
f Lending savings to somebody i consumption and investment. We shaH explain government spending~ role as 
f else (e.g. a bank)] and the cost i a co1nponent of aggregate dema11d in the section on fiscal policy in Chapter 9 
f oif borrowing. ~ and the rol,e of exports and imports in the section 011 the balance of payn1ents 
: .. u ... .,., ......... ,.......... : on current account in Chapter 8 . 

Consumption 
Aggrega:te con u1111 t ion is spending by all the households in the ec,onomy 
on consumer goods and services. Whenever inembe:rs of households 

. ·····························: k d . . b h h d d h : STUDY TIP ! ma e. . ec1S1ons a out W1 ·et er or not to spen , on consumer goo S; ti 1ey 
: : are simultaneously deciding ;..vhether or not to save.. A detem1inant of 
: M,ake sure you don't confuse • 
: i.· . consutnption is also a determinant of household saving·•- If v.re assume a closed : consumption, a 
: macroeconomic co

1
ncept, with i economy~ pretending ihat there are no exports or impons - and that there 

i the microeconomic demand ; is no taxation, then at any level o.f income, households can only do two things 
i curves 1explained in Chapter 2. f v.rith their income: spend it or not spend it. Spending income is consumption, 
: •• , .......................... ._ ______ ,. whereas not spending income is saving. 

ln the n ext paragraphs, ,ve explain a nun1ber of factors influencing 
co11su1nption and sa.ving. These include inter·est rates (the reward for saving), 
the level of income, expected future income, wealth, consun1er confidence and 
the availability of cre.dit 

Interest rates 
The rate of interest re\vards savers for sacrificing current consu1nption, a11d 
the higher the rate of interest. , the greater th e re\~"Rrd. n1us, at any particular 
level of income, the amount saved Vilill incre,ase as the real rate of interest rises 
and the amount c-0nsumed will fan. 

Leve1L of income 
An important, and perhaps the tnain , determinant of both consumption and 
saving is the level of in.come. This is ,o,ften call d the Keynesian theory of 



U1 

consumption and saving. ln 1936] in ·ms eJ\.tplanation of the causes of the Great 
·oepression, John Maynard Keynes ,vrote: 

The fundamental psychological la,,..~ upon which we are entitled to depend 
with great confidence .. Js that men are disposed, as a rule and ,on .average, to 
in.crease their consumption as their income increases, but n.ot by as much as the 
increase in 'their income. 

In Keyness vie,v, as inco1ne rises, although absolute consumption rises, 
co11.sun1ption falls as a fraction of total income"' ·\.vhile 1he fraction saved 
incr,eases. Therein lies the cause of recessions 1 according to Keynes: too much 
saving and t,oo little· spending. 

Expected future i1ncome 
The Keynesian consumption theory just explained is sometimes also called 
the 'absolute incon1.e' consurnption theory b ecause it assun1es that the inost 
important influence on consumption is the current level of income. However, 
the cun·ent level of income in a particular year may have less influence on a 

,._. person's planned consumption t.han some notion ,of expected income over a. 
~ ·····························: ! KEY TERM i much longer titne period, perhaps ext,ending over the individuals remaining 
! Life-cycle theory of f lifetime or life cycle. 
• • 
i consumption ,a theory that i People plans large part of their savings on the basis of a long-tern1. vie,v of 
: explains consumption and : 
• • their e)..'Pected lifetime or p ermanent incon1e, and of likely spending plans i saving in terms of how people : 
! expect th ieir incro,mes, to ! over the remaining length of an expected life cycle - this is the li fe-cycle 
~ change over the whole of their ~ theory o f consumption . Teinporary fluctuations in yearly income generally 
i life cycles. j have ]ittle effect on lonns o f saving such as contributions to pension schemes 
:...... ................ • and to the purchase of life insurance policies. 

~ Wealth 
0 i The stock of personal ~Nealth, as well as the flow of incon1e influences 
~ consumption and saving decisions. In countries such as the UK and the USA~ 
~ ho,uses at1d shares are the t~ro main fornis of wealth ass.et that peo·ple ov...-n. An 
o increase in ]1.ouse prices usually causes h omeo"\rV11.ers to consu1ne-mnre and to 
CJ 
~ sarve less from their current fio"'t of'incon1,e, partly because the wealth increase 
~ ~does their saving for them~. Rising house prices generally increase the amount 
~ o.f borr,o,wing taking place in an economy, pa1tly through house buyers taking 
LU ou t large mortgages to secure a house purchase. The additional borrovving 
~ finances extra co11sun1.ption, not only on the houses themselYes but on itetns 
S: such. as furniture and new bathrooms and kitchens. Additionall}r, some ov,ner-
o 
_r occupiers wTho do not wish to move house 1nay take out a larger m o1tgage on 
t-,... the house they live in, and then spend what they borrow; for example on new 

cars and holidays. This is called equity withdrawal. In this context, the word 
\ !quity> means '-y.re.,alth'. Borrowing against the value of a house reduces the 
an1ount of equity 'locked up' in peoples houses. 

Also, rising house prices induce a 'feel-good) factor among property owners 
which leads to a consu1ner spending spree in the- shops. Conversely~ faUing 
house prices have the opposite .effect) increasing uncenainty and precautionary 
saving via a 'feel-bad J fucto r. 

When share prices :rise, share owners also becon1e \.Veakhler and 1nay finance 
extra consumption by using borro\~.ted funds. How,ever, this effect is ]ess 
noticeable in the UK) where houses rather than sl1ares are the m ain household 
wealth acsse:t. Stock market crashes have the opposite effect to booming share 
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: KEYTERMS ~ 
i availability of credit funds ~ 
• • 
: available for households and : 
• • 
i firms to borrow. i 
• • • • 
: credit crunch occurs when : 
; there is a lack of funds ! 
• • 
: available in the cr,edit : 
• • 
£ market, m.akin1g it diffic Ult for i 
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• I 
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prices, reduch1g the wealth o( shareholders, and thence their consumption . 
In the sum1ner of 2007, a dramatic faU in share prices occurred in the USA> 
and then in other countries, including the Ul( A year later, in 2008. falling 
house and sh:a:re p1i.ces, accompanied by a collapse in consumer and business 
confidence, ushered in r-ecessi,on in the USA and then in other countries such 
as the U K. 

Consumer confidence 
Th state of ,consum,er confidence is clo,sely ]inked to, pe,ople's vie,~ls on 
expected incon1e and to changes in personal w ealth . When consumer 
optimism increases, households generally spend m ore and save less, whereas a 
fall in optim.isrn (or a growth in pessim isrn) has the opposite effect. 

1Gov,ernments try to boost consumer (an.cl bu sin,ess) optimism to ward off 
the fear o f a coUap s·e in confiden ce by ·talking the ecouon1y up' and by 
trying to enhance the. credibility ,o f government economic p olicy. If th e 
govern m ent is opt in1istic about th e futuTe > and p eople b elieve th ere are 
goo d grou nd s for this optimism , then th e gen eral public will b e optim istic 
and confident about th e future. However> if people believe the government 
is pu rsu ing the wrong policies; or if an adverse economic shock hits the 
econom y in a way that the govemm,ent can ~t control ~ con fiden ce. can 
quickly dissipate . 

The availability of credit 
Besides th e rate of interest , other aspects of n1onetary p olicy, such as ,controls 
on bank lending, a ffect consumption. lf credit is available easily and cheaply, 
consump tion incr~1.Ses as people supple:inent curren t income by b orrowing 
on er dH created by lhe· banking system . Conversel}~ a tight mon ta.ry policy 
r,educes consumption. The financial crisis that occurred in 2007 and 2 00B, 
',\-~hich arose from bad debts in the US sub-plime market had this effect in the 
U K and tl~e USA. In the so~caUed c redit c runch , int erest rates rose an d the 
supply of credit dried up , m th banks refusing to· supply appli.cants with ne,v 
credit cards or m ortgages. 

Dist ribut ion of income 
Consulnption and saving are also influenced by the di t ributi n fin ~t)Jn 

Vii.thin an economy. Rich people save a greater proportio11 of iheir income than 
poor people~ redistribution of income fron1 rich to poor therefore increases 
consump tion and reduoes saving. 

Expectations of future inflation 
lt is not easy t,o predict th e impact of inflati,o,n on consumpt',on .. However; 
u11cenainty caused ·by fears of rising inflation i11creases precaution ary savi1:1g 
and reduces const1.mption. It may also; however, h ave the opposite .effect. 
Households may decide to bring forward consumption decisions by spending 
now o,n consumer durables su ch as cars or television sets; thereby avoiding 
expected future price iI1creases. People may also decide to borrow to finance 
th e pur,chase of hous s i( they e>..-pect pr,operty p1ices to appreciate at a rate 
faster than general infla tion . In this situation , and particularly if ihe real rate of 
intetest is low ,or negative , people often decide to buy land , property and od'l t 
physical assets such as fine art and antiques as a ·hedge, against inflation , in 
preference to savin g through the purchase of financial assets. 



Speculative dem1a,n1d for housin,g 
occurs because house p,,i,ces rise 
faster than general i1nflation 

~ -~·········~···~·············: 
: STUDY TIP : 
i Make sur1e you appreciat,e how i 
• • 
: consumer confidence and : • • 
i business confidence affect ! 
! economic activity. ! 
• • • • ............................................... ~ 

Survey the other members of' your econ,omics class to find the 
proportions aif the~r i nciomes they spend on consumption and sav,e 1,al in ,a 
typical week and lo) in the week bef,ore Christmas. Ask them h,ow they 
save. 

UDY 7_ · 

The ·credit crunch· and recession 
The financial crisis, which hit the world ,economy in 2007 started in the US 
housing mark,et where banks had lent money to sub-prime borrow,ers. 
When thes.,e borrowers cou tdn't repay t heir loans, or even the interes.t 
on them, the banks wer,e left with bad debts, as were other fina nci,al 
institutions that had bought 'packages· iof bad debt from the banks. 

This inf,ected the entire f inancia l system a 11d me.ant that banks stopped 
lending to, ,each 1other - creating the credit crunch. The first UK bank to, 
be affected by the seizing up of financial markets was Northern Rock, 
which had to be res,cued by the Brit ish igov,er nment. (A f,ew years Later. t he 
government sold the bank to Virgin Money.I A lack of mortrgages meant 
th,e ma1rk.et bega,n to stagnate ,a1nd the properties th,at did ,ch,ang,e hands 
w,ent fo,r less than they would have done a few months prev iously. This 
increas,ed the amount of negativ,e eguity in the economy. 

Follow-up questions 
1 Explain the underl ined terms: sub-prime borr,owers; cred it crunch; 

n,egative equity. 
2 Find ,out about how the UK housing market has fared s ince 2012. 



The personal savings ratio and the household 
savings ratio 
The personal savings ratio measures the actual or realised s~.n:1ing of the 
personal sector as a ratio or total personal sector disposal incon1e: 

l . . realised or actual personal saving 
persona saV1ngs ratlo = personal disposable income 

The household savings ratio is used in a similar way. It measures 
house.holds> realised sa'Ving as a ratio of their disposable income. However; 
the personal savings ratio and the household savings ratio are not the same. 
The pers<0nal sector is more than just households; including unincorporated 
businesses sucl1 as partnerships and charitable n:rganisati.ons such. as 
independent schools. 

Econonlists and the government are inlerested in how much of their incomes: 
people pla.11. to save and to consume il-t the nea.r future, as this provides 
in1porta11t huormation about what lies ahead for the state of aggregate 
demand. Because it is difficult to measure people~ plans accurately, the 
personal savings ratio calculated for the n1ost rec,ent past period is generally 
used as an indicator of ~rhat people \.Vish to do in the future. 

Changes in the UK household savings ratio 
Fig ur 1e 7.7 shows that the UK household savings ratio1 

feU, though with some volatility. between 2010 and 
2014, bottoming out at under 6% early in 2013 and 
again early in 2014. An nua Uy for 2013, the household 
savings ratio was 6,.4°/0 1 compared with 8.0°/o in 2012. 
As part of a general revision of oOic ia1l natirana l income 
statistics publish,ed in Sieptrem ber 2014, the household 
savin1gs ratio was revised up across all periods as a 
result of changes, being made in line with international 
standards ,adopted by all European Union countries. 
On average. the ,annual and quarterly savings, ra tio, 
between 1997 and 2013 is 3.7°/o higher than previously 
published levels. The official statistics published 
before the 2014 r 1evision had shown a negativ1e savings 
ratio ,early in 2008, just before recession kicked in. 
Negrative s.aving occurs if people bo1rrow mor,e t han 
they s.av,e. Th is is calted d tssavi ng . 
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Figure 7.7 Cha nges 1 n the UK house hold savings ra t io. 
Qua rte r 1 19 8 7 to Qr u a rte r 2 2 rQ 11 4 

Source : ONS 

One of the factors aff,ecting household savings is peo1ple's unc,ertainty about the future. People who fear job 
los.ses, or who expect to suffer a fall in future income, are likely to save more for precautionary re.a sons . 
They w,ant a 'nest e9g' to protect themselves from the lo1ss of future income. This means that savings ratios 
genera Uy rise in r 1ecessions, unles,s overridden by 01th 1er factors su,ch as, the need to b1orrow mor1e so as, to 
main ta in spending levels and current standards 1of living and lifestyles. 

Follow,-up questions 

1 How have very l 1ow interest rates affected the savings ratio? 
~ Research what has happened to UK savings ra tios since 2014. 



~ -····························: 
: STUDY TIP ! 
• • 
: Make sure you don't confuse : 
~ ~ j investment with savings. i 
...................................................... 

TEST YOURSELF 7.2 
Fig1ure 7.8 shows the personal savings ratio in the USA between 1970 
and 2012'. 
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Figure 7~8 

Which of the following1 can be concluded from the data? 

A Total personal s.avings were lower in the USA in 2012 than in 19'70. 

a Persona l savings and income both feU in the USA o,ver the whole 
data p,eri1od. 

C The US p1ersonal sector saved ,a smaUer per,centage of its income in 
200 5 than in 2010. 

Explain your answer. 

Investment 
ln everyday speech; investmet1t is often used to describ a situation in which a 
person 'invests! in stocks or shares> paintings or antiques. In economic theory; 
'the 1e1m has a na1TO\'Ver and n1-ore specific n1eaning. In the aggregate den1and 
equation~ inveslment is planned demand for capital goods, which 1nust not be 
conrused with den'land for financial assets such as shares and bonds, which is 
a form of saving. The latter is called financial investment, but is nol the same 
as den1and for physical capital needed for the pr,oduction of ,other goods and 
services. Finally) by pro'\riding or tmproving education and training, firms and 
the government can invest in hutnan capital. 

lt is in1ponant lo reme1nber that capital is a stock concept , but investment is a 
flow . We can measur the national capital stock at any parti,cular point of time. 
It represents d'lle total of all the nations capital goods of all types, which are 
still in e>t..istence and capable of productio·n . By coiurast. we n1easure the flow 
of investment over a pe1iod ~ usually a year. 

.A country)s gm,ss investment includes two pans: replacement investment (to make 
good depreciatiion or capital consuniption) , which sim ply maintains the size of the 
existing capital stock by replacing worn-out capital, and net investment , which 
adds to th.e capital stock, thereby incr,easing productive potential Along with 
technical progress~ net investment is one of th.e engines ,of econom ic groMh . 

The difference between .sav'ing and investment 
Econon1ists make a clear separation bet,veen saving audl investment, even 
though h1. everyday langu age the t~lo, terms are often used interchangeably. 
Whereas saving is simply incon1e that is not spent on consumption, investment 
is spending by firms on capital goods such as machi11es andl office equipment. 



As a simplification, econonlists often assume that households make saving 
decisions, wb.ile firms make investment decisions. Firms invest when they buy 
capital goods such as 1nachinery: However, finns also, save, for exa1nple when 
they store profits in a bank account without spending th .. em. 

Factors influencing investment dee i's ions 
lnves'tm·tnt in physical capital goods is of 1wo types: 

• investnitent in fixed capital such as new factories or plant and social capital 
such as roads an.d socially owned hospitals 

• inventory investment in stocks of raw n1aterials, semi-finished goods and 
finished goods 

The new capital goods cr,eat d by ne\v fixed invest1nent often have an 
econotnic life e:x1:ending many years into the future. The future is ahvays 
unce1tain and the further we go into the h1ture the greater the uncertainty. 
When deciding whether or not to go ahead with a fixed investment project in., 
for exan1ple, new n1achinery, !inns need t,o, form vie·\\rs on: 

• expected future sales revenue attributab]e to the investn1ent project 
• ,expected future costs of production restllting both from the rate of interest 

pa.idl for borro\Ving the funds to finance 1he initial investtnent, and from the 
future 1naint·enance .costs 

• the future profit the inv.estn1ent is expected to yield, ,vhich is the expected 
future sales revenue strea:1n mi.nus the investment~s expected future costs. 
Estiniating expected future profit is complicated by the fact that a value has 
to be placed now on profits eA"])ected "perhaps many years into, the future. 

Other factors thot influence investment decisions, besides facto·rs such as the 
rate of interest, include the f0Uovro1g: 

• The relative prices of capital and labour. When the price of capital iises (for 
example) when the prices of ea pital goods or rates of interest rise), in the long 
run firms adopt n-i.ore labour-intensive methods of production, substituting 
labour for capital A decrease in the relative prices of capital goods bas the 
opposite ,effect. lf the price of capital goods or interest rates falls, firms switch 
to capital.-mtensi.ve m.e.thods of production, so i.nvesnne:nt increases. 

• The 11.atur,e of technical progress. Technical progress can make n'lachinety 
obsolete or out of date. When this happens) a 1na.chines business life becomes 
shorter than its technical life: that is, the number of years before the machine 
w.ears out. A sudden burst of tecl1nical progress may cause firms to replace 
capital goods early long before the end of the equipni.,ents technical li fe . 

• The adequacy of financial institutions in the supply of investment funds . 
.As mentioned, n1any investments in fixed capital goods are long-term 
itnvestments that yield most of their expe.cted income· several years into 
the future. These inv,estments may be difficult to finance because of the 
inadequacy of the financial institutions that provide investment funds. Banks 

have been criticised for favouring short-tenn investments and being reluctant 
to pro\ri.de the finance for long-lenn investments. likewist\ the s'tock market 
may favour short-temrism over long-ten11ism, although in recent years the 
growth of new m.ethnds of lending to frnns has pr,ovid.ed m impona11t source 
of mediutn- to longer-term finance. In recent years, private equity finance has 
-emerged to pro·vide an impa.rtant so,1Trce of medium-- to longer-term finance. 

• The impact of govemm.ent policies and activities on investment by the 
private scct,or. Go,ve·mmcrus also provide fu.nds for firms to hon·ow to 
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finance: in.vestinent projects, though at the same time they tax finns 1 for 
example by levying corpor-adon tax. Arguably; ho,vever, ,vhen choosing 
whether to invest in or supp·on investment projects, gov mments tnay 
be better at ·picking losers' than 'picki.ng winners'. In the past, UK 
governments have son1etimes p·ro"ided i11vestn1ent funds to rescue jobs 
in ]ass-making and uncompetitive industries that ought to b e allowed. to 
continue their decline. Governn1en1 nunisters and their ci 'Vil servants may 
n1ake bad investment decisions because, unlike entrepreneurs, they don't 
face the. tisk of being bankrupted as a result ,of p·oor decision n1aking. 

The emergence of private equity finance 
Until quite recently. it was not usually pi0ssible for ,a private company to1 finance expansion by extending significantly 
its share capital or 1equity. while stiU remaining a private 1company. When an ambitious private company wanted to 
raise a la1rge capital sum, there were normally only two options. The company could either borrow and increase 
its debt or extend its share capital by going public with a flotation on the stock exchanige. Ho1wever. this has now 
changed and a new financial s1ervices industry made up of priv,at1e equity finance firms has. oorne into1 existenc1e. 

Typically. a private equity finance firm invests a significant sum 1of money in a private company, in return 
for shares which are highly illiquid as, long ,as, the corn pany receiving the funds rem,ains, privat1e. Pa rt of ·the 
deal might be that the company - having sucoessfully grown as a result of the capital injection - eventuaUy 
becomes a public company or PLC. The private equity finance provider c1oul 1dl then sell its stake in th,e cli 1ent 
company and take its, profit. The funds rele.ased m.ay be. used by the private equ ity finance firm to inv1est in 
aniother start-up private company need ing long-term funding. 

The late 1990s and the e,arly 2000s witnessed a massive 1growth of priv,ate equ ity fin a nee in the USA ,and th,e 
UK . Most of this growth was fuelled by an activity v1ery diH,erent fro1m that just d1es,cribed of promoting t.he 
growth of small s.tart-u p private eiompanies. Instead. t he private ,equity comp.an ies bor rowed money from 
institutional inv1es,tors and used the borrowed funds to finance leverag1ed land often hosti le! takeovers of 
established public comp.anies. Onc,e ownership had been tr,ansfer red to the privat1e 1equ ity company, th 1e 
victim corn p,any might be broken up. Its ,as.sets would be sold and its workers sacked, to release the funds 
ne,eded to pay back the borrow1ed funds that had financed the takeover. 

For some, this represented ,asset stripping, short-termism and u,,e pursuit of private greed. But for 0 1th,ers, 
private equity finance was simply a new and more efficient v,ehicle for engineering the restructuring of 
capitalism. that is: shifting productive assets fr 1om a1 less efficient to1 a m,ore efficient use. Private equity 
f ina ncie suffered a decline 2008, as a result of the credit crunch, which decim,ated f inanc~al businesses 
that had rielied for their success on borrowed funds. However, in the period of reco1very following th,e 2008 
recession, private equity finance began once again to ,experience rapid growth. 

Follow-up questions 
Find out the me.aning of a Leveraged hosti le take,ov1er bid. 
What is · asset stripping"? 

0 The accelerator theory of investment 

~ ·····························: : KEYTERM : • • 
I • i accelerator a chainge ~n the ! 
• • 
: level of investment in new : 
• • 
: capital goods is ~ nd uc,ed by a i . ~ . ~ 

: change In th,e rate of growth of : 
• • i national income or aggregate ! 
• • 
: demand. : • • • • 
=·····~···········~~•• •411111 .................... lllllllllli. 

The accelerator theory stems fron1 the assumption that firms wish to keep a 
relatively fixed ratio,, known as the capital-output ratio, betv.reen the output they 
are currently producing and their existing stock of fixed capital assets. For example> 
if 4 units of capital are needed to produce 1 new unit of output, the capital-output 
ratio is 4 to l . The capital-output ratio Ls the accelerato r coefficient. 

To understand ,vhy the theory is caUed th,e accelerator theory; ,consider the 
following: 

• If national output grov.rs by a constant amount each year~ firms inv,est in 
exactly the same amount of ne~,r capital each year to enlarge their capital 
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; STUDY TIP i 
: . . : : You can use the accelerator to : 
• • 
: explain why i nvestm1ent in : 
• • 
i ea pital goods is a more volatile : 
• • : or unstable component of : 
• • : agg r1egate demand than i . - . 
: consumptjon. : 
• • 
: ••••••••••••••• •••••••. 4111111 .................... 1111111 

st,ock so as to 1naintain the desired capital-output ratio. From year to yea1\ 
the level of investment is the1-efor,e constant. 

• If the rate of growth of output ace -Jerat -s, inv stment also increases as firn1s 
take action to enlarge the stock of capital. to a level sufficient to maintain the 
desired capital-output n1tio. 

• Conversely, \\o~l1len the rate of growd1 of national. output decelerates, 
investment declines. 

Aggregate deinand affeots the rate of growth of national income. As aggregale 
de.mand and national income chan.ge) rums adjust ibeir stock of capital to maintain 
the capital-oU'tput ratio at 4 to l . Relatively slight changes in the rate of growth of 
national income or outpu t cause large absolute rises and falls i.n investment 

~····••1•••·····~·········,·······~··,,··········,••••·············•t•••·······················! : STUDY TIP ~ 
• • 
: Don·t ,confuse the accelerator with the investment multiplier. whereas the : 
• • : ,accelerator theory helps to explain how a change in national income or : 
• • i national output caus,es investment to change, with the multiplier there is a i 
I I 

: revers,e relationshipJ Le. a change in the level of investment leads to ,a : 
• • i lar,ger change in national income. J 
• • ••••••••••••••••• , .............................................................................................. lllllllllil 

7. 4 Ag g reg ate de ma n d a n d the 
level of economic activity 

o~~~~~~~~ 
What is economic activity? 
Eoono1nic activity can 1nean n1any thi.ngs 1 but we sl1aU ihink of it as centring 
on the production and consumption of goods and services in the e.c,onomy. 
together with the employment of the labour, capital and other inputs that 

produce output. 

0 Aggregat demand and economic activity 
ADI AS djagran,s can be used to illustrate how changes in agg1~egate demand affectt 
tl1e level of real output, but they don 't directly show the crnployment levels at 
each level of real output. Ho~;,,.."e,v,er, the main link bet\Tw¥,een aggregate demand and 
employment is sinip le. \~lhen real output i11creases, firms generally have to enllploy 
n10re \\t,o,rke.rs to produce the additional goods and services that the output 
increase involves. Conversel),1, when real output falls, less Jabour is required to 
produce the srnaUer amount of goods and services now be-ing produced. 
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Figure 7.9 The effect of a change in aggregate demand on real output 



Figure 7. 9(a), which iUustrat,es the effect of an increase of agg-r,egate 
d,emand on. real output , is the san1e as in Figure 7.6(a). Figure 7.9(b), by 
contrast, sh,ows th hov.r a l ftvn11rd shift of the AD curve leads to a fa.H in 
real output. To p ut it an oth er. way; Figu re 7.9(a) sh ows the expansionary 
effect of an increas, in aggregate clleinand while Figure 7. 9(b) shows the 
contractionary effect of a dec1·ease· in aggregate demand. The expansionary 
effect is likely to increase employn1en ; the con'tractionary effect is likely 
to lead to a fan in employm en t. 

Tw,o points t0r note about hoth diagrams: 

• the greater the shift i.n aggregate den1and th e greater the change in real 
ou tpu t 

• the extent to ~.,hich real output ,changes also depends on the steepness of 
th e AS curve 

We shaU explore the second of these issues in sections 7.5 and 7.6 on sho,rt
run an d long-run aggregate supply. 

o--~~~~~~~ 
Aggregate d mand and the national 

~ ·-·······~···················: 
: KEY TERM i 
! mu Lti plie r the retati 1onsh ip ! 
• • 
: between a change in ,aggregate : 
• • 
i demand and the resul ting i i : : usua1Hy larger change in : 
• • 
: nationa l income. : • • • • : .......................... ._ ______ _ 
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Figure 7.10 Th~ nea ti onal income 
mutti p Li er illustrated on. an A,D/AS 
diagram 
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: STUDY TIP i 
• • i Make sure you don't confuse i . ~ 

: the multiplier with the : 
• • 
·; acc1elerator. ! . : ... 
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income multiplier 
The national in com e multiplier nu~asures the relationship be:t~'"een an in.itial 

change in a cotnponent of aggregate den1and , such as governn1ent spending 
or private-sector investment~ and th e resulting larger change in the level of 
national income. 

Suppose, for example, that govem.tnen t spending increases by £10 billion, 
but tax r,evenu.e remains unchanged. The resulting budget deficit initially 
injects £ 10 billion of n ew spending into the circu lar flow of incom e. This 
spending increases peoples inco1nes. If 1w"e assum,e that everybody in the 
ecoi-1omy saves a small fraction of any income increase and spends the rest~ 
the £ l 0 billion generates multiple and successively smaller further increases 
in inco1ne, until the n ext stage is so sm.all that it can b e ignored. Addin g 
up the successive stages of income generation. th e total increase in in.come 
is a 1nultiple of the initial spending increase o f £10 billion - hen ce the 
name tnultiplier theory. If the size of the multiplier is 2.5, an increase in 
consumption spending of £10 billion causes national incon1te to increas~ by 
£25 billion. 

Figure 7.10 illustrates the n1uhiplier in an AD/AS diagratn. 

'In Figu re 7. 10 1 an initial increase. in government spending (.1G) shifts the AD 
curv,e fron1 AD1 to AD1. This th en triggers t'he multiplier process, which leads 
10 a funher increase in aggregate demand to, AD3. lf the size. of the government 
spending tnultiplier is 2 .5.~ then, as we have mentioned, the ,eventual increase 
in aggregate demand is two and a half times the size· of the initial in crease in 

goven1n1ent spendin g. 

The 1nultiplier relationship is sh ovn1 in the following equation: 

.
1 

. 1 . _ _ change in national income L\ Y 
mu t1p11er - . . . l L • a· or AG tmU'1 cnange 1n gov,emn1ent spen . ing ll · 

As 'the following quan ritative skills exam ple shows, the size of the multiplier 
can be worked out providin g we possess kno,vledge of both the change in 
aggregate demand and the resulting change in national income. 



~ .......................................................................................................................... ._.. .............................. : 
: QUANTITATIVE SKILLS 7.1 i 
"' . "' . i Worked example: c,alculating the size of the multiplier I . - . 
• • 
: In a,n economy. nominal national income is £2.000 biUion in 201!5. Government spendrng increases by (110 billion~ : 
• • i Tile change in1 ,government s,pe,ndi'n,g causes. nomjnal national inc,ome to increa,se to £2,050 billion in 2016~ f 
• • • • : Wha:t is the size of the government spending mu:LUpUer in relation to the change 1in nominal national inc,oime? : 
• • 
II • "' . 
: The increase in government spending of £10 billion causes nominal national income t10 increase by £50 billion : 
• • i between 2015 and 2016. The size of the multiplier in terms of the growth in nominal national income is thus : 
• Ii 

: £50 billion divided by £10 billion or 5. This is quite a large multiplier. : 
• • 
l ••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• ~ .................... .... 

TEST YOURSELF 7.3 
The mu Ui pUer ea n refer to the ef fect of a eh ang 1e in the l 1eve l of: 

A exports on national income 

B national incom,e on investment 

C consumption on saving 

D saving on imports 

Which is the co1rrect answer ? 

The different multipliers 
Nested within the national income multiplier are a nu1nber of specilic multipliers, 
each re]ated to the particular component of aggregale de1nand that initially changes. 
Besides the government spending multiplier, there is an investmeu.t 1nultiplier, a 
tax multiplier1 an export multiplier and an import multiplier. Taken together> the 
government spending and tax 1nultipliers are known as fiscal policy multiplieis. 
Like'Wise tl1e ~i,on and impott multipliers are foreign trade multipliers. An 
increase in consumption spending can also trigger a n1ultiplier process. 

~ "'" ........ " ............. , The multiplier process can also work in reverse, reducing rather than increasing 

· ~ national incon1e. Tl1is happens when government spending> consumption, i Make s.ure you understand the ~ 
: government spending i investme11t or exports fall. It also happens when taxation or i.mports increase. 
i mult~pU,er, the investment ~ Tilis is because taxation and in1ports are withdrawals from the ci-rcular flo,v 
~ mu tU plier and the ex port ~ of income; rather 'than injections. The tax and import multipliers are ahwys 
i multipliier. i negative, tneaning that an increas·e in trure.s or imports causes national incon1e 
: ............................................. - · to fall (and a decrease in taxes or imports causes national income t.o rise) . o~ ~----~~ --~~ 

The marginal propensity to consume 
~ ···~·························= :-KEY TERM ! 

• • ! marg inal propensity to ! 
• • 
: consume the fraction 01f ian : 
• • i increase in disposable income I 
: I income a1fter taxi th,at people : 
• • 
: plan to spend on domestically i 
• • ! produced c,onsumer goods. ! 
• • • •••••t••••••••••••••••• ..... lllllllllllllllllllllllllllli 

The marginal prop n ity h . consume (AtJPC) is the fr.action of any increase 
in inco1ne which people plan to spend on the consun1ption of domestically 
produced gnods, after aUovving for the fraction of the increase. in income 
which they pay in taxation to the government~ and the fraction spent on 
impoited goods. For ex~mpie, if people, 011 average) plan to spe.ndl 2 0 pence of 
an inco1ne increase of £1.00 on consutnption, the MPC is 0.2 . 

The multiplier formula 
The formula you need. 'to kno\\i~ for ca]culating the value of the 1nuhiplier is: 

k = 
1 

_ ~PC where k is the m:ultiplier 



Thus, if the MPC is 0.2 (after aUo"ring for the fractions of incon1e 

£2bn 

£0.4bn ... 

that are paid in taxes and are spent on imports), the n1ultiplier is 1 
divided by 0.8~ which is 1.25. If govern1nent spending (or some ,other 
co1nponent of aggregate demand such as investment) in.creases by £10 
billion, national income eventua.l]y increases by £12 .S billion, Le. by 
the increase in aggregate demand multiplied by the multiplier (k). 

AG 
Initial increase 
in government 
spending on roa-d 
building £ 1 Obn 

The multiplier as a dynamic process 
.6.Y 

Su c:c:essive stages of increase 
in national income £.12.25bn 

Tbe multiplier 1:nrocess, \Vhich is essentially dynamic. taking plaoe 
over ti.me > resemble..s ripples spreading over a pond after a stone has 
be,en thrown in the ",atet. Hoivever, the ripples in a pond last only 

Figure 7.11 TMe dy n; mic nature or the 
multi p Uer process 

a fe\v seconds, ,vhereas the ripples spreading through the economy 
follo1¥'ring a ch ange in aggregate den1and can last for m onths and 

even years. Figure 7.11 illustrates the ripple effect. The diagnun, which sl1ows 
the govemn1ent spending multiplier, can easily be adapted lo iUustrate the 
investment multiplier or any other national income muhiplier, such as the. 
export inu lt ip lier. 

Given the assumption "\\7e have made about the fraction of new incom,e which is 
spent on domestically produced consun1er goods at eac:h stage of the multiplier 
process, each of tl1e 'ripples ' in Figure 7 .11 is 0.2 in size of the previous "ripple'. 

~···························~·············································~················~·············································~·····~·····: 
i UANTITATIVE SKILL 7.2 j 
: : 
~ Worked example: using the MPC ~ 
• 41 

i Ca lculate the size of the miultipliier w'hen the slze of t he mar·ginal propen.si:ty to consume fHPCJ is (al D .. 6 and i 
• • 
: [b] ,Q .. 5.. : 
• • i 1 ; ! The f,ormula for the ·mult:ipUer i,s 1- ~PC ~ 
• • : [al When the MPC 1is 0.6~ the 1mulfrplier equals 1· divided by 1 - 0.6, w hlch f5 2.5. i . "' 
: [b) When the MPC is 0.5. the mulHplie r equaits 1' divided by 1 ~ (15, whic.h is 2.0. : 
• • 
: The smaUer the MPC. the smallier the multiplier. : .. . 
=··············••+••···························································6·····~········ .. ··············~······~··· ... ·············~····· ......................... lllllllli~ 

~ ······················••••1••• 
• .. 
" 1 

= • • • • • .. 
: 

~ 
• 

It is vital to understand the i 
• 

difference between short-run : 
• 

aggregate supply and Long-run : 
aggregate supply. ! 

+ • • • 
·····················••llllllllllllllllllllllllllllllllllli 

Nominal national income, real national income and the 
size of the multiplier 
lt is important to understand the fo llowing r,elationship: 

notninal national income= real national income x average price level 

or, in sho,1thand: 

The size of the multiplier depends on vthether we are. measuring the nominal 
national inconu:. n1ultiplier or the real national inco1ne m ultiplier. 1n our 
nu1nertcal example; the size of [he mllltiplier is l.25> but this is the notnin.al 
national inco1ne 1nultiplier. Provided the SRAS curve slopes upiNards, as is the 
case in Figure 7 .10

1 
the size of the multiplier meaSll.1.red in real terms is always 

going to be smaller than the nonrinal national in.con1e m ultip lie1~. This is because 
pan of the tnultiplier effect deflects into a. rising price level The gro'Wth of real 
income is restricted to the distance b et,;.v,een y1 and y2, 'With the price level 
rising from P1 to P2. Indeed, if the SRAS curve v.rere vertical rather than upward 
sloping> the size of the multiplier melsured in real income terms ,vould be zero . 
In rhis situation, the multiplier effe<'t resulting from an incn"ase in governm ent 
spending would lead solely to inflation and not to rising real output . 



~ -····························i 
: KEYTERMS : • • • • 
: short-run aggr egate sup ply : 
• • 
: (SRAS) aggregate s.upply ! 
• • 
: when the level of capita L is : 
i fixed, though the utilisation 1of i 
• • 
: existing factors of production : 
! ea n be altered so as to iehangie ! 
• • 
: the L,eve l of re.al output. : 
• • . ' 
: Long ... run aggregate supply : 
' . : I LRAS) aggr1egate supply when : 
• • 
: the econ 1omy is producing at its i 
~ pr1oduction potential. If more : 
• • ! factors of production become ! 
: available or product:iv ity rises, : 
• • : the LRAS curve shifts to th,e : • • I II 

! right.. : 
• • • , ............................................... 111111111 
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Figure 7 .. 12 A s hort-run aggreg;ate 
supp Ly [SRAS) curve 

7.5 The determinants of short-run 
aggregate supply 
Eoo1101nists identify two aggregate supply curves: the sh ort-run aggregate 
-up1 ly (SRA ) curve and the long ... r un aggreoat s upply (1R.A ) curve, 
both with different shapes. The SRAS curve is explained in this section of the 
ch apter, ..... vhile the final section of the chapter ex·platns the LRA.5 curv·e. 

AU the AS curves drawn so far in this chapt,er are in fact short-run curves , 
th,ough not labelled as such - earlie.r in the chapter, it was more important 
to introduce you to the AD/AS macroeconomic 1nodel than to distinguish 
b tween SRAS and LRAS curves. 

A sho1.t-run AS curve is iUustrated in Figure 7.12. 

The upward-slope of the SRAS curve is explained by two microeconomic 
assumptions about the nature of fimis. These are: 

• all fim1s aitn to maxin1ise profits 
• in the sh on run, the cost of pro,duci.ng extra units of output increases as 

firms produce m ore output 

At the average price level P1 in Figure 7. 12, the level of real output that all the 
econotny's firms are ,viUing to produce and seH is y1. To persuade the firnlls it 
is in their interest to p1--oduce the larger output of y2, the price level must rise. 
This is b ecause higher prices a1·e needed to create the high er sales revenues 
needed to offset the higher production costs that firms incur as they increase 
output , so that profits do not fall . In Figure 7 .12, the average price Jevel has 
to rise to P2 in order to create conditions in '\ivhich profit-1naximising firms are 
v.rilling and able to supply n1ore output. If piices don)t rise 1 it is not p1·ofi1able 
to increase supply. Without a higher price level, profit-maximising firms, iaken 
in aggregate, \¥ill not temporarily increase the supply of real output. 

o~~~~~~~--
A d just men t s along a SRAS curve and shifts 

0 Y, 

in the position of a SRAS curve 
AU the SRAS curves drawn in this b ook are (curved cu!'Ves' or non-linear 
curves~ which becoine ste p~r moving up the curve. This has impo1tant 

ino:meor -~-,.niif'Nlt '"'~"' ~~~ 

nnplications for 1nonetary and fiscal policy, ,vhich are further 
explained in Chapter 9 . As the AD curve shifts to the right along a 
non-linear SRAS curve" such as the one in Figure 7. 13, whether or 
not real income or the price level increases depends on the steepness 
o[ slope of the SRAS curve. 

Figure 7 .. 13 How an increase 1in ag:·gregate 
demand affects reat national income and th e 

v\Then the AD curve shifts to the right from AD1 to AD2) the 
resulting increase in real output is proportiona tely greater than 
the increas.e in the price ]evel. Real in c.omc i.ncreas,es from y1 to, 

Yi a.ndl the price level rises from P1 t.o P2. This is because the AD 
curv<f~ is shiftin g along the relatively sh allow section of ·the SRA5 
cu.rv,e. But when the AD' curve shifts right'\\i"'ard from AD3 to AD4 , 
it is shifting along a much St'-.:eper section o[ the SR.AS curve. As 
a result , n1os t o f the effect of the increase in aggregate demand 
falls on the price level rather than on real output. The ffe,ct is 

price levet 



0 Yi Y2 Real 
national 
output 

Figure 7.14 A rightward sh ift of 
th~ SRAS curve 

~ -····························: 
: KEVTERMS ! 
• • ! deflation .a continuing fall in : 
Iii • 

; the price Leve L : 
• • 

inflationary rather than reflationary. Inde,ed) if the AD curve were to shift 
any funher to the right beyond AD1

4 ) only the price level, and not real 
output, would rise. In the diagram, JFE is th full- mployment level of real 
incom,e. In this situation~ any f-urther increase in aggregate den"JJ.and results 
solely in a rising price level or inflation. At fuU employment, real income 
can't h1crease~ al least in the short run, because the economy is producing 
~t fu U capacity. 

The slope of the SRAS curv,e n1ust not be confused ,vith a shift of the curve. 
The SRAS curv,e is constn1cted under the assumption that aU the determinants 
of aggregate supply o.ther than the price level re.1.nain unchanged. Sl1ould any of 
these. detenninants change~ the SRAS curve shifts to a. nev,l position. The curve 
can shift either to the rig1'1t (an increase in aggregate supply) or lo the left (a 
decrease in aggregate supp]y). Figure 7 .14 illustrates a rightward shift of the 
SRAS curve, or an h1crease in aggregate suppl}~ \\7rnch results in d efl at ion, 
with tl1e price level falling from P1 to, P2, 

An1ong the factors that ,cause a tightr...vard shift of the 5Rf\5 curve are: 

• a faH in businesses' costs of production; these iliclude the costs of imported 
raw materials and energy 

• a faH in unit labour costs I resulting from a fall in wage costs or an increase 
in labour productivity1 the latt, r possibly caused by better labour training 

• .a reduction in indirect taxes such as VAT imposed on firms by the 
gov,emn1ent 

• • tli 
: technical pr ogress new and : an increase in subsidies granted to finns by the goverrnnent 

! better way·s of doing things. ! • 
• • 
: ............................................... 111111111· 

Labour is a variable factor 
of prod uct1on 

tech nical progrc s whic·h improves the quaUty and productivity of capital 
goods 



7.6 The determinants of long
run aggregate supply 

o~~~~~~~~ 
The meaning of Long- run aggregate supply 

0 
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Y, RRI nadon1I 
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Figure 7.15 The vertical long- run 
aggregate s:upply [.LRASl curve 

P, 

0 Y, Real 
national 
output 

Figure 7.16 Bri ng ing the SRAS an·d 

In the short run , the aggregate supply of real output depends on th e 
average price level in the econom~ and the position of the. SRAS curve. 
is detennined by busin ess costs. Other things remain ing constant, finns 
are only prepared to supply m,ore output if the price level rises . How . ver, 
in the long run, aggregate supply is not i n fluenced by the price lev-el. 
Long-run supply reflects th · economy's production potential .. The LRAS 
curve is located at ihe normal capacity level of output, wl1ic]1 is the 
level ,of output at ~"hich the fuU production potential of the economy is 
being used. To put it another wayl it is the i·naxin1uin sustainable level 
of output that the ec,onomy can produce when th economy is on its 
production possibility frontier. 

In Figure 7.15, y1 is the normal capacity level of output. The next diagram~ 
Figure 7.16, brings together the SRAS curve and the LRAS curve on the 
sam~ graph. No,te the simila.rity; but also the difference, between Figure 
7 .16 aud an earlier diagram in ihis chapter, Figure 7 5 . In the earlier 
diagram, although labelled simply as AS I the aggregate supply curve 
is a shon-run aggregate supply cu l."ve. In Fig-ure 7.16, the label is SRAS, 
and a vertic.al LRAS curve has been added, also passing through point 
X on the diagran1. In th e context of Figure 7 .16 1 point X locates th e 
long-run level of equilibriu1n national incon1e, y 1, "'~hich, as indicated 
earlier, is the normal capacity level of output. (As is explained in the next 
chapter, the ec,onomy can temporarily produce a level of output greater 
than Y1.) 

LRAS curves together 
o~~~~~~~--

T he position of the LRAS curve, shifts of 
the LRAS curve. and economic growth 
The position of the vertical LRAS curve represents the n onnal capacity level 
of output of the econom~ with the econo,my producing at full pot,ent11al The 
position is dete1nrined by the same factors that determine the positi oi--t of the 
econ,om1.>s production possibility frontier. These include: 

• the state of technical ptogr,ess 
• the quantities of capital and labour and other factors of production in the 

economy 
• the mobility of factors of production) particularly labour 
• the productivity of the factors of pr,oduction, particularly labour productivity 
• peoples attitudes to hard work 
• pei--sonal enterprise, particularly among entrepreneurs. The en1ergence 

of a large number of risk-taking entrepreneurs is especially important for 
shifting ·the LRA.5 curve to the right 

• related 10 this 1 the existence of appropriate eoono1mc incentives 
• the institutional structure o.f the economy, involving such factors as the rule 

of law and the efficie.ncy of the banking system 



~ ·····························: 
: STUDY TIP i 
I You should appreciate that i 
• 41 

: Long-run economic growth can : 
• • i i be sho,wn erther by an 01utward i 
• 4' 

: movement o,t the ec,onomy·s : 
• . • . 41 

: production possibility frontier : 
• • 
: or by a rightward shift of the ; 
• 4' 

: LRAS 1curv1e. : • z 
• • .................................................... 

Earlier in this chapter 1 and also in Chapter l 1 we. explained ho,v an increase· in 
1he quantity of available factors of production and improvements in technology 
that increase the productivity of h1bour, capital or land, shift the conomy~ 
production possibility frontier outward. For the same reasons, the economys 
LRAS curve shifts t,o the right . The shifts ,of the production possibility frontier 
a11d the LRAS curve to the right are bo1h illus trated m Figure 7.17. 

(I) 

0 Consumer 
goods 

(b} 

Prim .,bA~ LD_.11·5 ... level I.J'll"iJ 1 F'U'1 ~ 

0 y , Y1 Rell natlon1I 
income,or 

national output 

Figure 7.17 Linking an outwa.rd move m en,t of the economy's production poss~b i Lity 
front ier to a .shift of the LRAS curve to the right 

·Re1nember that long-run economic groVtlt.h involves an outward 1.novcrnent o f 
the ec onomys production possibility frontier. This is sho\\--n i11 Fi.gur 7 .1 7 (a). 
M,eanwhile 1 Figure 7. l 7(b) depicts econo1nic growth in temlS of a shifr of the 
economy~ LRAS curve to the right. The shift from LRA51 co LRA52 increases 
the normal capacity level of real outpu t , from y 1 to y2 . 

o--~~~~~~-
T he Keynesian aggregate supply curve 
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Figure 7.18 The Keynesian ' inverte d 
L-.sha ped· .LRAS curvs 

The vertical LRAS cun;re is sornetimes called the free-markct LRAS curve. This label 
reflects the view com1nonly ,expressed by free-niatket economists that, provided 
m arkets function competitively and efficientl}s ihe eoonorny always operates at or 
close to 'full capacity. In the short 1un, real output is influenced by the average price 
level) but in the long run, aggregate supply "is determined by maximum normal 
production capacity, which detennines the position of the LRA5 curve. 

These days) most econo1n is'ts agree that the LRAS curve is verticat Some 
economists argu e, hoiw"ever, that the LRAS curve has a differen t shape, the 
' inverted L-shape' shown in Figure 7.18. 

The inverte d L-shaped l..RA5 curve is based on the explanation put forvi.'ard by 
John Maynard Keynes of the Gr-eat Depression in the U K and US econotnies in 
ihe 1930s. Keynes argued that a depressed economy can. set de in.to -an under
fu 11-emp loyment equilibriutn, sh0¥111 f o,r example by paint A on the h orizontal 
section of the LRAS curve. At point A, the level of real national ou tput is y 1. 

Keyne·s b elieved. that 1,vithout purposeful interventi,on by the government, an 
economy could display more or less permanent demand deficiency. Market 
forces would fail to adjust automatically and achieve full ·employment. lf the 
goveni.me.nt could shift AD to, the right along the h orizonlal sectio,n of the 
LRAS curve (mainly through expansionary fiscal policy)> the eJS.ist,ence of huge 
amounts of spare capaci.ty would lead, in Keyn.es,s Yiew; to a growth in real 
output (and en1ployment)> 'Witl1out an incr,ease in the pri.ce level. Eventuall}~ 
when maximum normal capacity is achieved, the LRAS curve becomes vertical 
fror the sam e reasons th at the 'free-market' curve is ve1tical. 



K.eynes on ·poverty in Plenty' 
In 1 '934. in the depth of the Great Depression, ,and 2 years before he pu bUshed his Gener at Theory of 
Em,ployment, Interest .a,nd Money, John Maynard Keynes ,gave a radio talk in which he expressed his view on the 
causes, 1of unemployment. Keynes·s talk w,as ,one of a seri,es. entitled 'Pov,erty in Plenty·, in which a number 
of e,conomists. and public figures gave their vi,ews on the title th,eme. At this time, the UK unemployment rat,e 
was 16 .7°/o. Keynes started by sum ma rising the common ground between himself and the other contributors. 
He then outUned what he saw as the main difference betw,een the various contributors, before .arguing that, 
in his view, the econom i,c system was no,t self-adjusting. Here is what Keynes had t10 say. 

Is th,e e,conomic system se·lf,..adjusting? 

We must not re,gard the conditions o,f supply, ,our ability to produce, as the fundamental s,ourc,e of our troubles. It is 
th ,e conditi,ons of demand which ,our di.;;gno,s~s must search and probe for explana1tion. AU the contributors to these 
taLk·s meet to this extent on comm,on ground . But ev,ery one of us has a somewha1t different explanation of what is 
wrong with demand, and, ,c,on sequenUy, a diffenant idea of th,e right rem,edy. 

Though we aU start out in the same direcUon, we soon pa1rt com pi:Ul[Y Jnto two ma,in groups. On one side are th,ose 

who beUe,ve that the ex~sting e,c,onomi,c system1 is, in the long run, a self-a1djusting system, though with cr~aks and 
,groans and jerks, and interrupted by Ume lags, outside interference and mijstakes. 

On the other side of the ,giutf are those who reject the ~dea that the e,x1isti111g e,conomic syste1m is, 1111 any s~ginifkant sensei 
seU-adjusting. They be[~eve thait the fa1aure of effective demand to re:lch the fuH p,otentjal of supply, in spite of human 
p,sychological demand be,in,g far from satisfied for tlhe va,;t majority of ind~vidualls, is due to m1uch more fundam1enta1ll cau~.es. 

The strength of the seU-adjusting school ,derpends on it hav ing behind mt almost the whole, body of orgenised econom1ic 
thinking and doctrine of th ,e la1st hundr,ed years . Now, I range myself wiith the her,etics on the other sid,e of tlhe g1ulf. 
There, is. I am con1v~nced, a fatal flaw in that part of the ,orth0ido,x reasoning whiich deals with t he theory of what 
determin.rn;. the llevel o,f effectLve demand and the volume of aggregat,e ,empt,oym1ent. The system is ino,t setf-adju sting. 
a,nd. without purpos.ive direcUon, rit 1s incapab[,e of translating our actual poverty into, our potential plenty. 

Follow·-up questions 
1 What. is meant by 'effective aggreg.ate dem.and'? 
2 Suggest why the r,e m,ay be too little effective aggr,egate demand in an economy. 

TEST YOURSELF 7.4 
Write short .answers to the following questions. 

1 Is n1et national inco,me the same as GDP? 

2 What is the differenc,e between nominal and real national incom,e? 

3 What is the difference between saving and inves·tm,ent? 

4 List the corn ponents of aggregate demand. 

5 What is deficient aggregate demand? 

8 Why is the LRAS cuive usually assumed to be vertica l.'? 



National income is the fl.o,w of new output produc,ed in an economy in a particular time period. 
Changes in real nation,al income must not be coinf used with changes in nomina,t national. income. 
A circular flow mod 1el of the economy shows the flows of income and spending around the economy. 
The circular fl0rw mode L can iUus·trate injections into and leakages (or withdrawa lsl fro1m income circu lating 
round the economy and equi Ubri um national in 1come. 
The A DIAS model ea n b 1e used as well as the circular flow model to show equilibrium national income (or 
macroeconomic ,equilibrium) in the economy. 
The AD curve shows total planned spending 10 n real national output at di·ffer,ent price tev,els. 
Aggregate demand is total p{anned spending on real output of a U the economic agents in th,e economy. As an 
equation, AD!::: C + I+ G + (X - M). 
Consumptiion by ho1useholds, and inves,tment by firms are two compon,ents of aggreigate demand. 
Saving, or income which is not consumed, must not be confused with investment. 
Aggregate consumption and saving ,are dietermined by the rate 1of interest. th,e levels of current and future 
income, wealth, consumer confidence and th,e av,aila biUty of cred it. 
lnv,estment is det,ermined by factors such as the rate of inter1est. expected returns 01n capita l , technica1L 
progress, the availability of finance, and the ,accelerator. 
The SRAS curve shows how much output producers, are pr1epar,ed tio supply at different pric1e levels. 
It is important to distinguish between a shift of an AD or AS curve and the resulting movem,ent along the curve 
thait doesn·t s.hitt. 
A shift of the AD' curve to the right is known as an i ncreas.e in aggregate demand, wh He ,a shift to th,e l,eft is ,a 
d,ecrease in agg r1egate demand. 
A shjft of the SRAS curve to the right is known as an incre,as,e in aggregate supply. w hile a shift to the left is a 
decr,ease in agg r 1egate supply. 
An incr,ease or de,crease in any of the coimponents of aggreg,ate demand, for ex,ample government spending, 
usually leads to a mult iplier eff1ect. 
It is important to distinguish be,tween a short-run aggregate supply (SRAS)l curve ,and a lo,ng-run aggregate 
supply· (LRASJ curv,e. 
SRAS curves g,enerally sL1ope upwards_ but the LRAS curve is generally assumed to be ver tical with its 
pos,ition determined by the economy ·s normal capacity level of output. 
A rightward mov,ement of the LRAS curve illustrates long-term ,economic growth. 
Some Keynes,ian economists, have argued that th 1e LRAS curve is h1orizontal t io the h~ft: of the fuU-emplo1yment 
Level of real output. becoming vertical at the f uU- employ·ment level of iautput. 

Questions 
I E,rplain the 1neaning of the circular B.ow of income. 

2 What are the components of aggregate demand? Illustrate how an incr ase in e,..11orts affects the position 
of the AD curve and equilibrium national incom e. 

3 E,._rplain ho,v changes in the rate of interest affect consumption and saving. 

4 EA'l'lain hoi.v the multiplier process operates . 

.5 Explain the shape ,of the aggregate. supply curve, both in the short run and in the long run. 

6 Considering only the SRAS curve and .not the LRAS curve, explain haw~ an increase in aggr,egate demand 
may affect output and the price lev,el. 



Economic 
performa nee 

~ .................................................................................................................. . 
• • • • 
·: Th,is chapter r eturns to a numb er of topics m entioned br ,iefly in Chapters 6 : 
• • • • • : and 7. 1:t focuses ori the core macroeconomf c topks of econom k g,rowth , 
• • 
: unemploy,m,ent. ~nflation and th e batance of pa,yments, expla,i1ning and i . ' 
: explorf ng the topi cs f n gireater detail than was the case ini the earliier : 
• • 
: chapters. l'n, pa rtiicular~ the AD/AS macroeconom1c mod el ~ntroduced i'n : 
• • 
: Chapter 7 is used to analyse various issues r e la ted to each of the topi.cs . : 
• • • • i The chapter i5 abo,ut economic performance. A country·s ma croeconom,ic : 
! ,perfo rmance can be ju dged by how successful the economy is a t a,chf eving ~ 
• • 
: the fou·r main object:ives of macraeconcrm 1c poUcy outUned in Cha·pter 6. : 
~ : 
: Ca:n the economy achieve a.nd then s usta i,n a satisfactory rate of eco,nom,i'c ! 
• • 
: g rowt h. relat ively full employ ment~ relative prfce stab ility and control of : 
• • 
: inHati10:n , and a deg1ree of tra,d ing, compet,itiv eness in interna,tiona l markets? : 
• • • ................................................................................................................. lllllllli 

~ ······························································································: 
: KEYTERM i 
I I 

: economic performance success or failure in achieving economic policy : . . . 
J objectives. i 
: ................ ; ............................................................................................... .... 

~ ········································~·····················································: 
: LEARNING OBJECTIVES ~ 
• 
: This chapter will : : 

• • II 
~ 

• • • • • • • • • • • • • • • • .. 
• • • • • • 

• remind you of how ,economic growth, unemployment. inflation and the : 
• 

bala nee of payments are defi neid and measured i 
• 

• su rve,y various demand-side and supply-s ide determinants of economic : 
growth f 

• 
• ,explain the economic cycle and output: gaps : 

• i • examine the ben,ef its and costs of economic ,grow tn ! 
• • : • prov ide examples of the effects of 1economic shocks on the economy : 
• • 
: • 

1explain some of the m,ain types ,of unemployment i 
• • 
: • examine the dem,and-side and supply·-side causes of unemployment : 
• • 
; • discuss how global events can impact on UK' unemployment and inflation ~ 
• • 
: • expl ain demand-pu U and cost-push inflation, and the monetarist theory : 
• • 
: of i nfl.ation : 
l • 
: • de,scribe how 1changes in world commodity prices aff1ect dom,estic inflation ~ 
• • 
: • discuss the effect of defliation on the economy : 
: = : • expLain the different s,ections of the current account of the balance : 
• • 
: of payments : 
• I 

~ • expl a1in how current account deficits and s,urpluses affect economies i 
• • : • discuss how conflicts that arise from trying to achieve diff,erent : 
~ macro1economic policy objects affect econo,mic performance in the short ~ 
• • 
: run and the long run : 
• • 
: • explain the Phillips curve relationship : 
• • : ........................................................ ~ ........................................................... . 
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8.1 Economic growth and the 
econom ic cycle 

0 ----D-e_f_i n-it_i_o_n_s_a_n_d_m_e_a_s_u_r_e_m_e_n_t_o_f ____ _ 

economic growth 
- The definition and the measurement of economic gro,vth are not th.e same 
~ ................ u .............. : thing . The definit;on of economic gro\Vth i.vas first introduced t o you on 
! STUDY 'TIP ~ page 13 of Chapter 1, in the context of production possibility fronders. 
i Remember that eC"onomic i ·Pages 139-40 of Chapter 6 extended the definit ion by explaining 1he 
! growth is always m1easured in • ..l,iff b h 11 h sh • : tr" .erence etween s on-nu1. anc ong-run economic grov...-t 1. · 1ort-run 
: re1al rather than in nominal • : i gr,oMh brings idl,e resources into production an d takes up th.e slack in the 
! terms. You must understand • B 1 ·h d d b d 
: the di-fferencie between real £ economy. y contrast , ong-run economic growt ) epicte ·y an otuv...rar 
; national output and nominal i tnov·e1nent of the economy's production p ossibility frontier, increases the 
I national output. ! econotny's production p otential In contrast to the definition, econani.ic 
: ......................... ______ • gro'Wth is measured by the percentage annual change in re.a] GDP. 

Real GDP pet quarter 
(! 1fflllllon) 

400,000 

390,000 

380,000 
370,000 

360,000 
350,000 -+----.----.----.---..-----.---....---.---

2007 2008 2009 201D 2-011 2012 2013, 2014 

Figure 8.1 Quart9rly changQS in real GDP in the UK. 2007- 2014 

FigtJre 8 .1 sho,vs the level of UK GDP for each year from 2007 to, the end 
of 2013. The graph reflects changes in GDP esti1nates which the ONS 
introduced r cently. Cl arly sho\vn is the rece.ssion that hit the UK economy 
late in 2008/09. The UK economy moved out of the so-called 'great 
recession' in the third quart r of 2009. Th r-e.vised data shows thal the 
2008/09 reoession was not quite as ]ong or as deep as previously thought> 
though it was stiU deeper than earlier recessions in the 1980s a.nd 1990s. 
Another significant point to note from the grnph is tl1Le long period of 
recovery and bo,om extending from 1992 to the onset of recession in 2008. 

a, -~ ·····························: 
The years after late 2009 were a period of ccono1nic rccov ry. However, in 
the early years 0£ recovery from. late 2009 to 2012, the gro-vv·1h in output was 
hardly noticeable. Indeed, n1any people, especially low-paid ,vorkers and 
benefit claimants whose real inoo,mes '\Vere falling) still believed th.e economy 
10 be in recession . The recovery only really got going in 2013 and 2014 , and 
ev n then~ for most people> recoYety was not accompanied by rising real 
household incomes. Things 1night be changing in 2015. 

: KEYTERM i 
I economic recovery when : 
• • 
: short- run economic growth : 
! ta1kes place ,after a rec1es.sion . ! 
• • • 41 ..................................................... 



Recession: inow you see it, now you don'f 
The Of flee for Natiional Statistics f'O NSJ r 1egu larly revises its published 
statistics. When this happens, the beginning, end and depth 1of rec,essions 
(,and of periods of positive growth I can change. Before rev ised statistics 
wer,e published in 2013, the official v iew was that the UK economy had 
entered the second dip of a · double-dip' r 1eces5,ion. Some economists. were 
even predicting that a 'third dip' was on the cards. The revis 1ed statistiics -
if they can be trusted - show that the · double dip' did not happen. 

The new statistics led to newspapier headlin 1es such as 'The recession 
that n,ever was: the smaU change which makes a big difference· in the 
Daily MaU. The data in Figur,e 8.2, published by th,e ONS in June 2013, 
shows what ·appariently' happened to quart,erly UK economic growth 
between January 200'9 and the first quarter of 2013. The deep recess ion 
lasted from the second quarter of 2008 until the end of the second 
quarter of 2009 (Le. five quarters in totalL 

1.5 

1.0 

0.0 

-0.5 

-1.0 

-1.5 

-2.0 

-2.5 

1009 2009 201 o xi1 a 201·0 
O! Q4 QI Q2 Q~ 

1
---- -
The UK economy had been 
thought to have entered recessio,n 
once ag.ain early in 2012., but an ONS 
r,evi.sion of the statistics in 2013 

[ showed that this was not the ,case. 

• Old estimate 
• 2013 estimate 

Figure 8.2 Rea!L GDP. quarte r-o n-quarter growth, revised fig'u res. 2013 

Source: ONS 

Figure 8.2 contaiins two sets 1of data. The blue bars in the graph show the 
ONS's estimate of quarterly growth pub,lished before June .201.3. This data 
shows the ·s1econd dip' of a · do1uble-dip' rec,ession occurring between 
the fourth quar ter iof 2011 and the 1end 1of th·e se,cond quarter of 2012. 
But acco1rding to the rev ised data. shown by the green bars. there was 
zero growth in the first quart1er of 2012, Le. neither positive nor neg1ative. 
Hence the ·second dip' never happ1ened and there was no ·double-dip· 
recessi101n. How1ev,er. the, revised data also sh1ows the 2008/09 recession 
being deeper than previously thought. 

A conclusion you m,ay dr.aw from this story is n,ever to t rust econo1mic 
data. The ONS follows the ·continuous revision· method of publishing 
economic st.atistics. When new i nformaUon comes to llight, the data is 
revised. Back in April 2013 the oany Telegraph had publ ish,ed an article 
under the head line: · Never mind the triple-dip recessjon. the double dip 
may have b1een an illusion too·, which anticipated the data revision. 

Follow-up questions 
1 R,es,earch what has happened to UK economic growth since this book 

was published. 
--. Find out how a re 1cession is defined in other countries, including the USA. 

O:l • 
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: QUANTITATIVE SKILLS 8.1 
' • i Worked e,xample: selected data on the growth of UK GDP 
! StudJ the data in Table 8.1 a1nd then a.nswer the -q,uestjon s that follow. 
• 
= : Table 8.1 • • • • • II 
I! • • • • • • • i ......... 
" • 

• • • 
" " "' 

101:J 

103.0 100.8 

103.9 101.3 

105J 102.0 

107.0 102.8 

o, 2013 107.7 103.5 
g,:.201., ... 108.6 102.2 

110.7 105.2 

So urce; Quarterly Natio nal Accou nts, Quarter 2 2014, ONS 

i 1 The data is sea so na Lly adjusted .. Explain what tlrl is means .. • i 2 Calcu,late the percen·tage changes in nomin,al GDP '(G01P at currenit market pri,ces] and 'the percentage 
• • • • • It .. 
"' : • • 

changes jn real GDP over the periods between: 
(al 2011 andl Quarter 2 2014 
[ b] a ua rt@r 2 201 .2 and Quarter 2 2,014 

: 3 Co1m1ment on your resu'lts~ 
II 
I 
• • " • • • • • • • • • • • • • : • • .. 
• • • 

= 
• • • • • : • • .. 
• • • 
' • i 
: • 
C 
ll 
II 
• 

= " • • 

1 Seasorna l adjiustment rs a stati.stica l technrque t hat attempts to measure and remove the inHurences of 

predictabile sea:sona1l patterns in the data . 
2 [a) Since 2011 is the base yea-r for both data series, with an f ndex number of 100, when comparingi the Q2 

2014 data with the base year data, the change 1n index poi1nts is tne 5ame as the percentage change . 
Th.i1s rs a 10. 700/o grOVilttl in nominal GDP measured a1t market prices and a 5.200/a growth in rea'L GDP. 

(b] The percentagi-e growth ~n rno ,mi1nal GDP equals: 

11 0. 7 - 101.2 X 1 [)O 
101' .2' 

whjch is apprnx imatety 9.38°h . 
The percentc1-ge g rowth i1n res l GOP equa.l.s: 

1 05.2 - 100.3 x 1 DO 
1,00.3 

wh ich is approximately 4.88°/o 
: 3 • .. 

1ln each year1 the percentage change rn the 1index of nominal GDP was la1rger than the percentage change ,in 
the jndex of rea,,l GDP. Thus. a lthoug.h the data does not tetl us the abso lute va!Lues of either GOP va,dabte4 we 
ca n conclu1de that th e ,price level rose iin every year ,in the data seriesj i.e. there was ,inflation in every year: 

.. 
• • • • • : .. • + • .. • 
" • 

The i1ndex n:um bers for rea l GOP tell us that there was also posiittve economic growth thro·ug,ho-ut the period . 
A recess ion ea nnot be detected . 

" .. 
• • • • • • 
i • • • • • ,I 

t 
: 
+ • • • • i • • • • • • 
! .. .. 
• • • • .. 
• 
i • • • • 
"' .. . 
• • • • • • • • : 
• • • • • oil • t • .. • • • • • .. • • • • • • i 
'II 
• • • • • 
i ... 
• • • • • • ii 

• • • • : : 
• • • • • • 
I • • • • • • Iii • ,, 
• • • • : 
t .. 
• • • • • • • : .. • .. 
• • • • • -• • • • .. 
• • • .. 
• • • • • f ., 
i • • • • • • •••••••••••••••••P••+•••••I••-~••• ••••~•••••••••••~••••••••~•••••••~•••••~•••l•P••+••••lli••~••+6 •••• • • • •• • •••~•••••••• ••• --••••••••• • • •••ii 4!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!11 

i It is important to understand the di'ffer,ence between short- run and : 
I i long ... run ,economic growth and t.he 1causes of the two forms, of growth. : 

• • •••••••••••••••••••••••••r•••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••~'"IIIII .................... .... 



o~~~~~~~~ 
Demand-side and supply-side 

~ ·····························: 
: KEY TERMS i 
• • 
: demand-side relates. to : 
• • i th 1e impact of changes in i 

determinants of economic growth 
Anything \vhich shifts the position of the aggi--egate demand (AD) curve is a d c1nand
s ide influen ce on the e-conomy. UkeVitise , anything which shifts the position of the 
SRAS curve ,or the I.RAS curile is a supply-side influence on the economy. 

~ . 
: aggregate demand on the :,-.-. 
: economy. As.sociated with :~ ·······························································································: 
i Kl:Wnesian econom·1cs. ! : SYNOPTIC LINK i • ~ 1 • • • 

E supply-side relaties to ~ i Chapter 7 expla ins the AD/AS macr1oecono1mk model. ~ 
+ • ••••N•l••l••+•++••+P••IMl•+•••++•••l•lll•l•••+•••••••••lll••••••+•lll•IMtM6+•••++••••1MMl ........................ lllllllli 
: changes in th 1e potential output : 
• • i aif the economy which is i Shifts of aggregate demand 
: affected by the available : 
• • 
: fiactors of prod uct~on. e.g . : 
• • ! changes in the size of the ! 
• • 
: labour f1orc1e1 and the : 
• • i productivity iof th 1e economy. ! 
• 
·····················••41111111111111111111111111111111111i 

A good stai ting p oint for analysing the effects of a shift of aggregate d en1and 
is the aggregate demand equation first mentioned in section 7.3 of Ch apter 7. 
The aggregate dem an d equation is: 

AD = C + I + G + (X - M) 

· where C~ 1, G and (X - M) are the sytnbols used for the com ponen ts of 
- ........... ~··················: d d. . . d d : STUDY TIP ! aggregate eman : constnn pt1on , investment ) government spen ing an net 

• 
: Make sure you understand the 

; export demand (expotts n1inus imports) . (X -M) is al so kno1hrn as net trade . 
• • • • 

; difference between aggregate : 
• • • ! demand and aggregate supply. i .. - . 
: .............................................. 11111111111· 

L.RAS SAAS 

P' 4 
P3 

P2 

0 Y, Y2 Y3Y4 Ys Ral 
nation1I Income 

or output 

Figure B.3 Comparing th e effects on 
economiic growth of r ightward shi,fts 
of th e AD curve 

0 Y2 Real nadonal 
1lncome or output 

Figure 8.4 Long- r un econo1mt·C 
growth i LlustrE1 te d by a shift of the 
LRAS curve 

If any of these components of aggregate demand cl1ange ~ the AD cunre sh ifts 
to· .a new posttion . An i.ncrease in consumption investm en t, government 
spending or n et expo1--t demand causes tl1e AD curve to s11ift to the righ t, as 
sh ovm in Figttr,e 8.3. What then happens in the econo,my depends on th 
shape and slope of the aggregate supply curve. Figure 8 .3 shows a SRAS curve 
whic·h is horizontal at very lo,v levels .o,f real income, then slopes upward. and 
eventually intersects and crosses the econon1y's verti cal LRAS curve. 

If, iniliaUy; the level of real outpu t is '\\-~ell below the norm al capacity level of 
ou tput (y5 in Figure 8 .3), a righ tward shift of the AD cun.,.e from AD1 to AD2 
increases real ou tput, bur has n o ef[e,ct on the pric,e levet Real output incre.:,ses 
fron1 YI to Y2, but the p rice level stays the san1e at P'1. Tl1is is b ecause th e SRAS 
cu rve is horizontal at very low levels of real output and there is plenty of spare 
capacity th roughout the econo my. 

However) as output rises, the SRAS curve begins to slope upward1 ~ .. h ich means 
that further in creases of aggregate den1and lead to inflation as \veU as rising real 
output. F or exarnple when the AD curve shifts fron1 AD3 to AD14, the price level 
tises from P2 to P3. And as th e aggregate demand curve shifts closer to the [uH 
employment level of output, sh ort-run econo1nic gro\Vth is acco1npanied by 
h igher rates of inflation . Sh ort-run growth gradually abso1bs the spare capacity 
in the economy u11til 1 w h en y5 is reached (th e n ormal cap acity level of output)~ 
the econo1ny is pi·oducing on th e LRAS curve. Although output may te1nporarily 
be able to increase beyond y5 j at this point , for growth to continue, short-run 
gro,wth must give 'Nay to long-run gro,vth. H,owever, long-run growth requires a 
rightward shift of the econom}ls LRA5 curve; as depicted in Figure 8. 4. 

Shifts of aggregate supply 
Onc,e full capacity is reach ed at the level of real outpu t y 1 (the initial normal 
cap acity level of outpu t), for sustainable econ omic growth to continue the 
LRA5 curv,e 1n ust shift iightward fron1 LRAS1 to LRA52. As Chap ter 7 has 
mentioned, the. determinants of long-n1n gro,~h include improvements in 

techno,logy resulting fron1 investn1ent and technical p rogress 1 increases in the 

O:l • 
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ATE AL 

size of the labour forcel togethe.r mth in1pr,ovements in p1·oductivitY: attitudes, 
ente:rprise> the mobility of factors of production and the economic incentives 
faced by entrepreneurs and the ·workers they employ. 

An interaction between aggregate supply and aggregate 
d mand 
In summary, whereas the determinants of short-run economirc growth lie in thre demand-s,ide of the economy, 
l1ong-run economic growth is brought about by changes in the 1economy"s supply side. However, agg1r,egate demand 
stiH plays a role in bringing about long-run economic growth. For there to be just sufficient demand in the economy 
to1 absorb the extra real output enabled by the rightward shift of the LRAS curve. ,aiggregate dem,and must increase 
to match the incr1ease in aggregate supply. In Figure 8.4, this, is sho,wn by a rightward shift of th,eAD curve fromAD1 
toAD2. Note that the diagram has been drawn to show an eventual outcome in which the price level is unchanged at 
P1• This depicts a s,ituation in which just enough demand is created, no more and no iess, to absorb the extra o,utput 
the economy iean now produce, w~thiout inducing inflation (,a rising price leveU or deflation (a faUing price levelJ. If 
aggregate demand were una1ble to keep up with pot,entia,l aggregate supply, firms might decide not to1 produce the 
extra goods they are c.apable of producing. Deflation ,could then occur and the economy might slip into recess,ion. A 
further burst of short-run growth would then be needed to eliminate demand deficiency ,and absorb spare capacity. 

~ ......................................................... i The trend g. rowth rate 
: KEYTERM : 
~ trend growth rate the rate at which output can ; The econon1y~s trend gro,vth rat ,. (or potential growth rate) 
! grow, ron a sustained basis. without putting ~ is the rate at ,vhtch output can growl ·On a sustained basis, 
i upward or downward pressure ion inflation. It : without putting up,;,.vard o:r downward pressure on inflation. 
• i d ; reflects the annual avera1g1e percentage increase : The trend growth rate is measure over a pe1iod covering 
• • 
~ in the productive c.apacity of the economy. ~ rnore tl1an on.e (an d preferably several) econo1nic cycles. 
; ........................................ .............. !!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!Im~ 

ATE lAL 

What has hap ened to the UK's trend qrowth rate? 
For several decades. the UK's trend growth rat,e had be 1en j udiged to be ,about 2. 25o/o a year. In 2002, the ONS 
estimated that the trend 1growth rate in the UK. had incre.as1ed fro1m 2.25°/o to, about 2.75o/o. At the time, this was 
explained by the impact of new technolog~es such as ICT and the internet improving Labour productivity and 
causing1 structural ,change in the 1economy. 
The UK government acceptred this estimate. but was rather mor1e cautious. building a 2.5% proj,ected growth rat,e 
into its financial calculations. Th,e g1overnment hoped that faster trend g1rowth cou Ld deliv,er sufficient extra tax 
rev,enue to finance increas,ed government spending on healthcare and education, without tax r ateSr being r aised. 
Howev,er, slower growtn in 2007, followed by recession in 2008, me.ant that these hopes wen~ ov,er-optimistic. 

At. first s,ight, a growth rate in the range 2.50/a to 3 .0%). appears, low, especially when compared to hiigher trend 
growth rates in newly industrialising countries. Nevertheless. the UK's trend growth rate is similar to the 
long-run growth rates of other developed ,economies in Western Europe and North A m 1erica. The absolute 
increase in real output delivered by a 2 .75°/o 1growth rate may also exceed that de liver,ed by a 10% growth r ate 
in .a much poorer country. Moreover. because of the compound inte res.t eHect. a 2.7'S%i growth rate meant that 
average UK Uv ing standards doubled every 25V2 y1eiars or so. (The compound interest effect also ,ex plains. why 
the tr,end growth rate line shown in Figure 8,.5 bee a me steeper from year to year, moving along the Une. For 
exampl1e, 2.75o/e of £1,000 bi Uion is a larger absolute annual increase in GDP than 2. 7!5°/o of £800 billion.) 

In February 2013, Peter io;x.on •. a strat1egist .a t Commerzbank, ,arg1ued that the uK·s trend growth r.at1e had fa Uen 
to 'more like 1 o/o'. The effects of competitio,n from newly industrialising economies and the destruction of 
productiv1e cap,acity in the recession were two of the possible reasons for this. Two1 months later. however, the 
OECD reported that the UK was on track to return to its long-term growth ra1te later in 2013. A growth rate 
exceedinrg 3o/o in much of 2014 seems to, have j ust if~ed this optimism. 



~ -·····························································································i 
C STUDY TIP : • • • • i Make sure you keep up to date with what is actually happening to UK. i 
! growth and its. future prospe.cts. : 
• • • • ...................................................................................................................... 

o~~~~~~~~ 
The economic cycle 

~ -····························: 
! .KEY TERMS ! 
! seaso na L f Luc tuati on variation i 
+ • 

i o,f economic activity resulting i 
i from seasonal changes in thie ! 
• • • • : economy. : 
• • • • 
: economic cycle upswing and : 
• • i downside in a1ggregat,e economic i 
• • : activity taking plac,e over 4 to 12 : 
+ • i years. Also1 known as a business i 
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Fluctuations in econo1nic activity occur in tr,,vo 1nain ways: through seasonal 
fiuc tuat ions , and through cyclical fluctuations taking place over a number 
of years. Seasonal fluctuations a.re largely caused by changes in the \veather. 
Examples include the. effect of very c1old winters closing doVvn the. building 
trade and seasonal employment in travel and tourisu1. 

Upswings and downswings in economic activity ·which are longer than 
seasonal fluctuations are called the ccon o1nic cycl . Economic cycles (also 
knov,,.n as busin ess cycles and trade cycles), ,vhich can be betvl"e.en 
approximately 4 and 12 years long are caused prin1arily by fluctuations in 
aggregate demand. ln recent years; supply-side factors such as supply sho,cks 
hitting the economy have also been recognised as causes of economic cycles. 

Figure 8.5 shows t~ro complete economic cycles, together with a line giving 
the economy's trend ,output, from w·hich th e econoiny's lo11g-temi. g1·owth rate 
can be calculated. Actual output rises and sometimes falls in the different 
phases of the economic cycle. Short-te·mi gr,o\vth, n1e-asured by the percentage 
change in real GDP over a 12-month period, also varies in the different phases 
of the ec1ono1nic cycle. In the cycle's ·upS\Ving, growth is positive but , as Figure 
8.5 shows> 'growth, becomes negative if and when a recession occurs in the 
cyclical dm\1-ntum. 

As explained below. a p rolonged 'trough' is also kno\vn as a depression . 

The phases o f the economic cycle shown in Figure 8. 5 are :recovery~ boom and 
the rec,essionary p]1ase. Recovery occurs when real GDP begins to gro,w afte1· 

flme 

the end of a recession. or at the end of the t rougl1 of the 
econon1ic cycle. With continuing sh on-.run growth in 
real output; recovery gives way to the boom phase of the 
econoniic cycle "rhen die l1evel of real output becon1es 
greater than the trend level of output. The boom ends 
when th·e upswing of the econo111ic cycle gives way to 
the ne.)..'t doVilll5'Wing, which is shovm. itn Figure 8.5 by 

Figure 8~5 The phases of the economic cycle and the· trend 
output Li ne 

the economy entering a recession. (A severe recession 
lasting 2 years or more is sometimes called a depression. 
Unlike a recession, defined in the UK as real national 
output falling f o,r 6 m 1onths 1or mor~, there is no generally 
accepted. defin i tion of a depression.) 
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Figure 8.6 Upswi1nig·s and downswings in the economi,c cy·clei 
but no recessions 

However) Figure 8 .6 paints a m ore accurate picturre of 

h ow the UK econotny p erfonned in the years between 
1993 and the recession ,vhich hit the economy in 2008. 
This diag:ra1n shows continuous positive economic 
growth with an absence of negative grn\vth . This means 
there were no recessions (defined as two1 or n1ore 
quarters off alling real GD1P) . In the downsvli.ngs shown 
on the diagram~ the rate of p ositive grov.rth slo,vs do\Vll 
but negative gro\vth does n .ol occur. 

O:l • 
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Tha causes of change in the phases of the 
economic cycle 
• Fluctuations in aggregate demand. In the 1930sJohn Maynard Keynes 

argued tbat econontic recessions are caused by lluctuations in aggregate 
demand1 ~rhich are caused by consumer and business confidence gh.ring 
way to pessin1ism, and vice v,ersa. 

• Supply-side fac tors. It i5 now recognised that supply-side factors can also 
trigger economic cycles. Edward Prescott and Finn Kydlandl, the 2004 
Nobel Lau.reate..s in economics, have developed a theory of 'real business 
cycles·, which argues that changes in technology on the supply side of 
the economy might be as imponant as changes in aggre,gate demand in 
explaining economic cycles. 

Othe.r factors that may cause or contribute to cyclical changes include: 

• The role of speculative bubbles. Rapid economic gm~-th leads to a rapid 
rise and speculative bubble in asset prices. vVhen people realise that house 
prices and/,or share prices rtse far above the assets> re.al values, asset selling 
replaces asset buying. This causes the speculative bubble to burst, which in 
tum destroys c~onsumer and/or business confidence. P'eople stop spending 
an.d the eco11on1y falls into r,ecession. The resulting cyclical instability 

• 

• 

• 

is mad e. worse by the excessive growth in credit and ]eve ls of de ht, and 
·animal spirits' and 'herding'. These tem1s are used to describe how1 in 
financial markets] share prices and asset _pric.e.s tend. to ~ov,e1-shoot' ""~hen 
t1--aders suffer a bout of 'irrational exuberance-,, and then. to Lundershooe 
when the 'pricking> of the speculative bubble causes asset prices to collapse. 
Political business cycle theory. Iu democratic count1ies, general elections 
usually ha.v to take place very 4 or 5 years. As an election approaches, 
the political party in po"\\7er m ay attempt to 'buy votes) by engineering a 

pre-election bo·om. After the election_ the party in po-vv~r deflates aggr gate 
demand to prevent the economy from overheating> but when the next 
general election approaches~ demand is once again expanded. 
Outside shocks hitting the economy. Economic shocks> which were 
m ntioned in ,(hapter 7, divide into ·demand shocks' i which affect 
aggregate demand, and 'supply shocks', which impact on aggregate supply. 
In some cases, an outside shock hitting the economy may affect both 
aggregate demand and aggregate suppl1r. A cormnonly quoted example is 
the effect on other counuies of a ~tar in the Middle East. Not ,only might 
the war affect business confidence in a country such as the UK (a demand 
shock), it ni,ay lead to an oil shortage "vhich incr ases businesses' costs of 
production. This would be a supply shock. 
Changes in inventories. Besides investing in fixed capital firms also invest 
in stocks (inventories) of ra\v materials~ and in stocks of finished goods 
\Vaiting to be sold. This type of inv,estn1ent is called inventory investment or 
stock-building. Although this accounts for less lhan l % of GDP in a typica] 
year, sv;.rings in inventories ai-e o[ten the single most important determinant 
of rec,essions. Finns hold stocks of raw materials and finished goods in 
order to sn1ooth production to cope with sv,,ings in den1and. However, 
paradoxically> cha.nges in these inventories tend to rrigger and exacerbate 
economic cycles. S~ocks of unsold finished goods build up when firms 
over-anticipate demand for finished goods. As the stocks acc.u1nulate 1 firms 
are forced to cut producti,on by n1ore than the original fall in demand. The 
resultant destocking turns a slowdovm. into a recession. In the USA; svtings 



Climate changes ea n 
affect the e cono mi c cycle 

in inventory investm.ent account for about half of the fall in GDP in recent 
recessions. Destocki.ng has also made UK recessions worse. 

• Th - Marxist explanati n. Marxist economists explain econo1nic cycles as 
part of a restructuring process that increases the rate of profit in capitalist 
economies. Under nonn.al production conditions, a faU in the rat oJ profit 
caused by co1npetitive pressure th1-eatens to bankn1pt v,..reaker capitalist 
finns . Mat"Aists believe that recessions create conditions in which stronger 
firms either take over weaker co1npetitors ) or buy at rock~bouo1n prices 
the assets of rivals that h ave been forced out of business. Either vita)~ 

restructuring by takeov·er or banknlptcy means that the 'fiitest ' capitalist 
firms survive. In Marxist analysis 1 econonuc cycles are deemed necessary for 
the regenerarion and survival o f capitalism. 

• Multipli r/acc lerator interaction. Keynesian econon1ists have ai-gued that 
business cycles may be caused by the interaction of two dynamic processes: the 
multiplier process, through "rhich an increase in investn--ient leads to mrultip]e 
increases in. national income: 3lld the accelerator) through ,~,rhich the increase 
in iuoo,m e indu,ces a change in the level of investn1.ent. Thus th e relationship 
between investment and income is one of mutual interaction; investment affects 
incon1.e (via the investment inultiplie:r), which in tum affects investment demand 
(via the accelerator process)) and. in this process income and employment 
fluctuate in a cyclical manner. (The accelerator is explained in Book 2.) 

• Climatic cycles. Stanley Jevons was ,one of the first economists to recognise 
the economic cycle in the nineteent-h ,century. Perhaps taking note of the 
Bible~ reference ta '7 years ,of plenty) followed by -7 years of fa.mine \ Jevons 
believ,e.d a connection exists b etween the tin1ing of economic crises and 
the solar cycle. Variations in sunspaits affect the power of the sun~ rays, 
influencing the quality of harvests and thus the p rice of grain v.rh.ich, in 
tum, affects business confidence and gives rise to trade cycles. 
Althoughjevons1s sunspot theory was n ever widely accepted, the effect 
named El Nino has rene,ved interest injevons's theory. El Nino is a severe 
atinospheric and oceanic disturbance in the Pacific Ocean., occurring every 
7-14 ye-arsj which brings to,rrential rain~ flooding and mud slides ·to the 
otherwise dry Pacific coastal areas of countries such as Chile and Peru. By 
contrast; droughts o,ccur in mucl1 of Asia and in are.as of Africa and central 
N orth America. 

O:l • 
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: KEY TERMS i 
• • i output ga p the level of actua,l i 
! real output in the economy is : 
• • 
: gr1e,ater 1or lower than the trend : 
f output level. ! 
• • • • 
: positive output ga p the level : 
• • 
: of actual real output in th,e : 
• • i economy is greater than the f 
: trend output level. : 
• • • • 
: negative output gap the level : 
% : ; of actual real output in the : 
• • 
: economy is lower than th,e : 
• • ! trend output level. i 
• ....................... ,..... .................... ~ 

~-····························; 
: STUDYTIP i 
i : 
= D01n·t confuse an output gap : 
• • 
: with a productivity gapM which : 
• • i is the rgap betwe1en the levels : 
i of labour productivity of two ! 
• • 
: countries. Make sure you : ! : 
: unders tand the difference : 
• • 
: between positiv1e and negative : 
i • 

: output gaps. : 
• • • 
·····················••4111111 .................... .... 

Tha economic cycle and output gaps 
Figure 8.6 introdu ces the concept of an output gap , which i.s a feature of the 
economic cycle. If the econ omy's actooJ Iev,el of ,o,utput were al_v.,71ys to equal 

trend output, the1-e would be no output gap. (In this situation, th ere would also 
be no econ omic cycles.) Output gaps occur when the level of actual real outpu t 
in th e economy is greater or lo,ver than th e trend output level at a particular 
point in ti.m,e. '\\l'he-n actual output is ~hove trend output) there is a positive 
output gap. Sirnilarl)~ when actual output is belo,v trend output) there is a 
negative output gap. (Positive and negative outp,n gaps are illustraied in 
Figures 8 .6 and 8.23, where the levels of actual output that the economy is 
producing are above an d beIO\V the trend output line.) The Ul{ goven11.nent 

defines econon1ic cycles as beginning and ending wh en there are no output 
gaps, whether or n ot a re.cession actually occurs. Thus; in Figure 8.6 an 
econ omic cycle beginning at p oint X ,vould end at p oint Z. (Alternatively p oints 
A and B could be used to mark the beginning and en.d of an economic cycle.) 

Output gaps and the UK economy 
Figure 8. 7 illustrates hov;l the UK econ mn y perfomu::d between 2002 and th e 
end of the first ,quarter o.f 2014. The first half of the 12-year period, fron1L 2002 
lo 2007 ~ sho\vs th e tail=end of a long economic hoon1. that had started in th e 
1990s. Despit, continuous economic growth , 1nild economic cycles could still 
be identified . 
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Figure 8.7 UK actual output and trend output. 20 02-14 
Source: ONS 

Hov;..--ever ; as the years from 2008 to 2014 show, the mild cycles o.f most o f the 
1990s and th e early 2000s ended in 2008. A recession , ,vhich arguably was 
1he lo11gest and d~pest since the Great D,epressi,on .o.f the 1930s, hit the UK 

econo1ny (and tnany other economies through out the world). According to 
the ONS] the UK recession began in the second quart:er of 2008 iu1d encle.d in 
the thlrd quarter of 2009. The O NS estitnate.s that the dovmturn in 2008 ,vas 
0.3% and in 2009 was 4.3%. 

At the tim e of vnitin g (in October 201·4), there is plenty of evidence that by 
2013 relatively fast economic fecovery ,vas kicking in . By the third qu arter of 
2013, real GDP had clin1Jbed back to the level achieved before the 2008/09 
recession. Nevertheless, Figure 8. 7 seems to sl1ow that despite the recovery; 
'the UK economy continues to produce substantially below nom1.al cap ac1ty. 
H o,vever; in th is respect] the trend ou tput line sh o\vn in Figure 8.7 may be 
tuisleading. A trend output line shovvs the potential outpu t the economy is able 
to produce usin g norma] capacity at d ifferent points in time. However; in the 



RalGDP· 

2008/09 recession] normal capacity feU. considerably due t,o the destructive 
in1pact of the recession. (This is an example of hysteresis) v,lhich is tl1e name 
used for the effect of ai disturb,anc on the course of the economy.) lf this 
argument is accepted, &01n the recession onward, the trend output line) 
though still upward-sloping should be drawn at a lower leve] than in figure 
8 .7. This would considerably reduce the size of the negative output gap Vr!~hicl1 

the UK has experienced since the recession. 

Also, for many people) particularly those on low inco1nes and those who 
live in the more ,d~press,ed parts of the ,economy, despite positive ,economic 
growth~ untH rec,ently real personal incomes have been falling. For them~ 
econo,1nic reeiovery has not improved their standards of living. 

Measures other than changing real GDP that can be 
used to identify economic cycles 
Economic cycles are usually defined and measured m terms of changes in real 
output or real GDP. However~ changes in. other vai--iables, including the rate of 
inflation, investm,ent and unemploym.enl) are also, used to describe the phases of 
the economic cycle. 1n the up5"ving of the cycle, especially in the boon1 phase, 
excess aggregAfe demand begins to puU up the price level, a :situati.on 
exacerbat,ed by cost pressur,es \vhen labour shottages lead to nominal wages and 
salaries rising faster than real 'Wages. The reverse happens in. the dlo"WUswing. 
Business confidence is also higher in lhe upswing, leading to an increase in 
private sector investment. Conv, rsely, a coUapse of ,confidence in the cycles 
dow1.'lSVling leads to investme.nt projects being cancelled or postponed. 

Employment rises and unemployme.nt falls in tl1e recovery and boom phases 
of the cycle, though~ as noted~ eventual labour shortages may· le.ad to a higher 
rate of inflation. In past UK economic cycles, though less so reoendy, the 
en1ployn1ent cycle has 'tended to lag behind the output or 1GDP cycle . Because 
people have. votes, polhic.al parti.es tend to be more influenced by what is 

happening to jobs than to, ,vhat is happening ta 
Emp1o,yment GDP.' The fact that the t\VO cycles are- out of phase; 

as illustrated in Figu1~e 8.8 can lead to goven1ments 
expa11ding the economy to reduce unemployment) 
even when real GDP began its recovery several 
months bef,orehand. This can increase inflatio,n. 
Like,vise, govemnients l1av,e sometin1,es taken 

o- Tlme 
demand ,out of the economy to try to te1nper a <frothy, 
job market, even though real GDP has already begun 
to decline. Figure 8.8 Tihe output and em ploy·me·nt cycles 

Acc1ess the BBC Economy Tracker webpage on www~bbc.co.uk/ 
news/10613201 and rese,arch the most recent information about the 
growth of UK GDP. 

The benefits and costs of economic growth 
For n1a11y people and most econou1ists achieving a satisfactory and 
sustained rate of economic grov.nh is arguably the mosl important of all 
the n1acroeconon1ic objectives that governn1ents 'Wish to achieve. v\lithout 
growth, o,ther obJectives > panicubr]y full employment and competitive expon 
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industries! 1nay be impossible to attain. And ,vhen grovrth becon1es ttegative, 
as in the recession that started in the UK in 2008, people become aU too awar,e 
of the rapid disa:pp ara11ce of th fruits of growth. For most people, standards 
of living [all, with the most unfortunate losing their jobs as the industries that 
used to e1nploy them collapse ot slin1 d0\\-11-

Ho,vever, as '\Ve hinted at in ea-rHer pa1ts of the chapter> including the 
last section, in the long run, high rates af ,economic growth m.ay no,t be 
sustainable. This applies also to countries in the developing world) particularly 
the ~emerging-market' countries, recendy gm,ving at a. far faster rale than 
riche1~ dev,eloped eco:non1ies. The 1--apid using-up of finite resources and the 
poUution and global wanning that spin off from economic growth. will result 
increasingly in desertification, ,vater shortages> declining crop yields> fa1nines 
and \Vars. 

Some econon1ists argue an opposite effect, nwnely that one of the benefits 
of grovilth ~ at least as far as adva:ncedl developed countries a.re concerned; is 

the development of environmentally friendly technologies. These reduce the 
ratio of energy consumption to 1GDP. Nevertheless; rich developed economies 1 

especially the USA1 continue. to be, at least for the time being, the ,vorld)s 
biggest consumers of energy and th e bigge-St polluters. 

Benefi:ts of econom,ic growth 
• Econonuc growth increases standat-ds of living and peoples welfare. 
• Growtl1. may lead to more civilised communities~ "'"ho take action to 

in1Frove the environn-i.ent. 
• Growth providles ne,v and more environmentally friendly technologies. 
• Econon1ic gro,,vth has increased the length of peoples lives and has 

provided the means to redu ce disease. 
• Econouric gro,vth provides a route. out of poverty for Inuch of the ·worlds 

population. 
• Economic gruwth produces a ~fiscal dividend', runnely the tax revenu-es 

that gTo\vth generates. Tax revenues can be used to correct market faHures , 
to provide infrastn1cture, thereby incr,easing the economic welfare of 1he 
,vhole community. 

• For a particular count11~ economic growth can generat,e a 'virtuous circle' 
of greater business confidence, increased investment in state-of-the-art 
technology·> greater international competitiveness, higher profits, even more 
growth~ and so on. 

Costs of ecoinom,ic growth 
• Economic gro,vth uses up finite 1·esources sucl1- as oil and n1inerals that 

cannol be replaced. 
• Econon1:ic gro'Vi.7th leads to pollution and other fonus of environmental 

degradation~ ,vtth the Earth eventually reaching a tipping point, beyond 
,vhich it cannot 1-ecover. 

• Grov,,rth can destroy local cultures and communities and \'.'liden inequalities 
in the distribution of incon1e and ,vealth. 

• Ec,onomic growth ]eads to urb.anisatio11 and the spread of hug cities, which 
swallow up good agricukural land. 

• In its early phas·eS 1 economic growth leads to a rapid gro,vth in popuJation1 

n1ore moutl1S to feed, and n1ore people who are poor. 
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! STUDY TIP i 
• • 
: Make sure you remember how : 
• • ! unemployment is measured in i 
: the UK. You must be ,able to : 
• • 
i interpret claimant count or i 
• Ii 

: Labour F,orce Survey data. : 
• • • 
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• Gro,vih produces losers as weU as Vvinners. Counuies suffering lo\\1 gromh 
1nay enter a ·vicious circle of dleclining business confidence, .lol..'7 profits , low 
investment, a lack o.f international competitiv,eness) even low r profits) z ro 
gromh1 and so on. 

The environment and the sustainability of economic g,rowth 
Over 40 years ago; the first oH crtsi.s, in which 1he price of crude o,U more than 
doubled) led to British people becontlng aware of how the environment -
i.n the guise ,of ra~· material and energy shortages - might severely limit 
a govemn1ernts ability to achieve high employment levels and continuing 
economic growth. 

Fuel shortages and increased ,energy prices drew peoples attention to two 
public-ations of the new but fast-growing ec,ology or -envir,onmentahst 
n1ovem-ent. The first of t'hese ,.vas a docun1enl called 'Blueprint for Survival', 
published in the January 1972 is:sue of the British journal Tiu: Eco.logist. 
According to the authors: 

The principal defect of the ind us tria l way of Ufe wtth its ethos of ex
pans i1on is that it is not susta111able. Its term ination within tne life
time of someone born today 1is 1inevi,table - unless i·t conti nu es to be 
sustained for a wh~le tong er by an entrenched mf nor1ty at the cost of 

impos ing· great suffering on the rest of manki1nd . Our task is to crea te 
a society which fs sustainable and which will gjve the fultest possible 
satisfacti·on to its members. Such a society by definition would not 
depend on expansi·on but on sta biUty. 

The .Limits to Gr:owth: A Report Jor the Club of Romes Project on the Predicament of 
Mankind, an influential book published a few 1nonths later in 1973, suggested 
that humanity would s,oon face a threefold dilemma: 

• tlte impending exhaustion of the world's non-rene\\i"able natural resourc,es 
• the v,.rorld$ pollution problem becoming so acute that the capacity for self

clea1'ling .and -regeneration is exhausted 
• continued population grov.'th leading to humankind destroying itself 

through sheer \.v-eighl of nun1bers 

8.2 Employment and 
unemployment 

We explained in Chapter 6 that fuU employrnent does not necessarily mean 
that every member of the working population has ajoh. Ratlller, it 1neans a 
situation in which the nu1nber of people wishing to \vork at the going nlark t 

real-wage rate equals the nu1nber of workers whom employers wisl1 to hire at 
this real-,"~ge nue. 

However) even this definition needs qualifying since, in a dynamic economy> 
change is constantly taking place. 1 with some industries declining and others 
gro,ving. This leads to two types of unemployment kno,vn as frictional and 
stn1.ctural unemployment. We shall 110,v look at these and other types of 
unemploy1nent . 
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The types and causes of unemployment 

~ -····························: 
: KEYTERMS ; 
• • 
: f ri ctional unemployment : .. . I unemployment that is us,ually i 
: short term and occurs when a : 
• • i wo1rker switches betw,een jobs. : 
: Also known as transit io.nal I 
• • 
: unemployment. : 
• • l!I • 

: geogr aphical immobility of ; .. . i labour when workers are i 
: unwilling 1or unable ta move : 
• • 
: from one area to another in : .. i i search o'f work. • . : 
• • 
: occupational immobi lity of : 
• • 
: Labou, when workers are : 
• • 
: unwill ing ror unable to move : 
• • 
: from one typ1e of job to another, i 
• • 
: for example because different : .. . i skHts are needed . i 
• • ................................................... 

The four types of unen1ploy1nent v..~e shaU consider in the next paragrapl1s 
are mctional, stn1ctural, cyclical and lastly seasonal une1nployment, ,vhich is 
the least significant of the four, except o,f course for many of the workers "\'v~h,o 
become seasonally unemployed. 

Frictional unemployment 
Frictional uncn1ploytucnt, also kno"vvn as transi ional une1npl yn1cnt 
is 'between jobs' unemployment. As it5 fu'1me suggest5, this type of 
unemployn-ient resuLts from ftictio,ns in the labour n'larket ·which create a 
delay; or time lag, during which a ·work.er is unemployed ,vhen mov;ng from 
one job to another. N ot,e that the definition of frictional unetnployment 
assumes that a job vacancy exists and that a friction iin the job marketl caused 
by 'the immobility of labour1 prevents a11 unen1ployed worker fron1 filling the 
vacancy. It follow'S that the number of unfilled.Job vacanci-es in the economy 
can be used as a m easure of the level of frictional unemployment. Frictional 
unemployment is usually shon term~ if it persists; it bec,om,es structural 
unemploy1uent. 

A1nong the causes of frictional unemployrnent are geograp]1ical and 
occupations] il11mobilities of labour ,~lhich prevent ,vorkers who are lrud off 
from immediately filling job vacancies. 

The geographical hnmobHity o f la bo u r is caused by factors such as family 
ties and local friendships discouraging people fron1 n1oving to other parts 
of the country; ignorance about whether job vacancies exist in other parts of 
the ,country, and above all the cost of 1noving and difficulties of obtaining 
housing. 

The occ u pational hnmobility of la b our results from difficulties in training 
for jobs that require different skills) the effects of re.strictive practices such a5 
a require1nent diat new workers n1ust possess unnecessary qualifications, and 
race, gender and age discriilnination in. labour 1.narkets. 

loyment 
The se,arch the,ory of un 1em ployment also helps to 1explain frictional unemployment. Consid,er the situation 
illustr,ated in Fi 1gu re 8. 9. A worker ,earning £1,000 ,a week in ,a skilled professional occupaHon Loses, her jiob. 
AUhough no v,acancies apparently ex ist at present ~n her current line of work, there are plenty of vacancies for 
L1ow-skiHed office wo1rkers, ,earning around £300 a week. Given this information, i'f on the day of her j ob L1oss_ the 
newly unemployed worker sets the weekly wa1ge she aspires to at £1,000. she will ch 1oorse to be u nempLoyed. ,at 
least to start with. because she doesn't wish to fi ll a lower-paid vacancy. The lo1wer weekly wage on o'ffe ~ and 
perhaps poorer conditions of work and status associated with the lower-paid job, fail to meet her aspirations. 
She may also realise that she possesses imperfect informat ion about t h,e state of the job market . This means 
she n,eeds to search the Labour market t.o find out wheth,er better-paid and higher-s,tatus vacancies ex ist. but 
which she does not know aibout currently. 
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Figure 8.9 Sea rch theory and fricti·onal une·mptoymen:t 
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Approached in this way, frictional unemployment can be v iewed as a voluntary search period in which newly 
unemployed workers sea n thie labour market. searching for va1ca ncies, which meet their aspirations. 

There are a number of ways in which a voluntary search period can end. First, in the example described above, 
the woman may eventually learn iof a vacancy for which she is qualified, and which meets her initial aspiration. 
Indeed. the vacancy might have been there all th,e time but, until she searched the job market, she was 
unaware o'f its existenc,e. Second, the vacancy may have ,aris.en during her search period, perhaps be,cause of 
a general improv1ement in the ,condiUon o,f Labour markets. Third. she may end her voluntary unemployment if 
she decides, on the ba1sis, of h1er lack of success in get'ting a job, that her initi.al ,aspirations were unreaUs,tically 
high and that she must settle for a low,er-paid, Less attractive job. 

Ski Ued profe.s.sioina Ls 
are un t1 kety to want 
L0Vi1-pa id offke jobs 

L1ong search periods, which incr,ease the amount of frictional unemployment in the economy, result in part 
from the welfare benefit system. Without the rec 1eipt of welfare benefits, se,arch periods would have to be 
financed by running down stocks of saving, or through th 1e charity of family and friends. In this situation. the 
threat of poverty creates. an i nc,entive tio s,earch the job market more vigorously and to1 red ucie the aspirational 
wage levels of the unemployed. 

The av,aitabHity of a state safety net provided by un,employment ben1efrts and other incom 1e-related w1elfare 
benefits~ together in s,ome cases with redundancy payments. enable unemployed workers to finance long 
voluntary sean::h periods. Becaus1e of this, many fr,ee-market economis,ts s,upport a reduction in the real value 
of unemployment benefits, together with restricting benefits to those who ea n prov1e they are genuinely looking 
for work. Free-market economists believe these policies, create incentiv1es for the unemployed to r,educe 
aspirations quickly, which s,hort.ens search p1eriods. 
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i Structural unemployment 
• • 

: structural unemployment i Structural uncn1ploy1ncnt , v.-hich is more long tenn than frictional 
f long-tierm un1employment i unemploymeut 1 results fl'iom the structural decline of industries which are 
; ioccurring when s,oime ! unable to con1pete o,r adapt in the face of cl1a.nging demand o,r ne,v products, 
i industries are d1e,clining, even : d l f ff· · · · h · s l .. . an . t 1e emergence o more e 1c1ent competitors m ot er countnes. tructura 
: though other industries may be : 1 l d b h kill d 
• • . • . • + unemp oyment is a so cause y c ·angii-ig s · requirements as in 1ustrie.s 
i 1grow1ng. Also occurs w1th1n a i 
· - · change \vays of producing their products. 111. the latter case; the structural : grow•ng1 industry if automation : ! reduces the demand for labour, ~ unemployment is often called technological unemployment. Technological 
: and when production requires : unemployment results from the sucoessfu] gr,owth of ne.Vv~ industries using 
i new ski Us not possessed by ~ labour-saving technology such as autonwtion. 
I II 

; the workers who lose their ; ha ( k h ) h ·1 ha ll : : ln con.trnst to mec I nisation wor -ers operating 1nac ines ) w . ic 11 1 s usua y 
~ jobs. Structural un,employm,ent ! incre.ased the overaU demand for labour, auton--iation can lessen the demand 
: is associated with the : i occupational and geoigra phical i £or labour because it means t11at machi11es (such as robots) rather d1an 
i immobility of labour. ! humans operate other n1achi11es. Whereas the gro\Vlh of mechanised industry 
:......................... · increases e1nployment> automation of producrion can lead ro the shedding of 

labour1 even when industry output is expanding. 

etition a st uctural unemployment 
Th,e growth of international competition has been a particularly· important cause of structural 
uniemployment. During the post-Second World War 1era from1 the 1'950s tio the 1970s. structural 
unemployment in the UK was regionally coincentrated in areas where ninete,enth-century staple 
industries s,uch as t,extHes and shipbuH.ding were suffering structural decline. This regional 
unemployment, caused by the decline of ·sunset industri,es·. was more than offset by the growth of 
employment elsewhere in th1e UK in ·s,unrise industries·. However, in th 1e sever1e rec1essions of the 
1980s and 1990s, and also in the 2008/09 reces5,i1on, structural unemploym,ent affected almo1st all 
regions in the UK as th,e deindustriali sati on process spread across the manufacturing base. Decline 
of manufacturing indus,tries as, a result of international competition can also lead to structural 
un,employment in industries which service th,e m,anufacturing s,ector, ·for exampl1e private security 
firms. 

Although manufacturing output grew in the · boom· years before the 2008/09' recession, 1employm 1ent in 
manufacturing industries often fell. Reces,s,ion and the growth of ,cyclical unempl1oyment 1c,aused a 
further fall in manufacturing employment. However. there is a danger of exaggerating the d,ecline in 
employment in manufacturing, b1ecause many activi'ti 1es, ranging from cleaning to IT maintenance, which 
were previously undertaken · in house· by manufacturing firms, have been 0 1utsourced to external 
service s,ector provid,ers. Structural unempl 1oyment has occurred within the service sector as weU as in 
manufacturing industries. For example, iniereasinig use of ICT, automated services and th,e inte rn 1et has 
meant that total empl 1oyment has faUen in the travel agency industry. CaU-ieentre employment has. 
grown sign ifi1ca ntly in r ,ece nt y1ea rs, though mu eh 1of this growth has be,en in low-wage 1eco nom mes su eh 
as India. Howev,er, a decline has been forecast, partly b1ecause companies employ automated 
communication software rather than human beings to provide ,customer servic1e and tei ans,wer 
telephone and internet q u e ri,es. 

~ ······························································································1 
: KEY TERM i 
i deindustr iali sa,tion the decUn,e of manufacturing industries, tro1g1eth,erwith ! 
.. . 
: coa l mining. : 

'········~·········~··················~·········~········~·········f··················~· . 
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: KEY TERM : 
~ ~ • • 
: cyclical unemployment also i 
• • : known as Keynesian : 
• • 
; unemployment and demand- ; 
! deficient unemployment. As i 
• • : the latter name suggests, it is : 
• • i unemployment caused by a ! 
: lack of aggreigate demand in : 
• • 
: the economy and occurs when : 
• • 
: the economy goes into a : 
• • j recession or depression. : 
• i .................................................... 
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Figure 8 .. 11 CycUcal un,employmen,t 
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Cyclical unemployment 
yclical u 11cn1ploy111 nt is also known as Keyn esian un 1np loyn1cn t and 

dcn1.ancl-deficicnt u 11 1n ployn1cnt . During the Great Depression in the 
1930s, Keynes - but not his opponents - believed that deficient aggregate 
demand was a major cause of persistent mass unemployment. Free-market 
econ otnists generally agree that temporary cyclical unen1.ployn1ent may 
be caused by a lack .of demand in the do,;..vnswing of the economic cycle. 
However, Keynes \vent further, arguing that the ,economy ,could settle into an 
1Ln1der-fuU employment equilibrium; caused by a C·Ontinuing Lack of effective 
aggr,egate d.enumd. ln contrast to friction al unemploy1nent , which is volun tary; 
Keynes believed that cyclical unemployment is involuntary: that is, not caused 
by th e \\rorkers themselves. As a result, the une1nployed sh ould not be blamed 
for their idleness. 

TEST YOURSELF 8.1 
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component 

• Cyclical 
component 
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Figure 8.,10 

The bar graph in Figure 8.1 o. for ai particular year, shows. an estimate o-f 
the percentage of work1ers structurally and cycUcauy· unemployed in the 
Eur o A rea (eurozonel , Japan and t he USA in that year . What can you 
conclu1de from the data? 

Figure 8. 11 illustrates cyclical unen1ployment in the context of the economys 
AD/AS diagram. A collap se in business and consun1er confidence causes the 
AD curve to shift 1, [t fron1 AD1 to, AD2• Keynesian econon1ists argue that if 
prices and \vages are 'sticky' (or inflexible)) deficient aggregate demand and 
cyclical u nemployment will persist; Mt.h the equilibrium level of national 
income falling fron1 .}'1 to J2· 

~ -·····························································································: 
: STUDY TIP ! 
i This is an exampLe of applying AD/AS ,analysis to illustrate an import,ant i 
I aspect of macroeconomics. There are many other 1economic problems and ! 
• • 
: issues that can be analysed in similar ways. : 
• • • • ··~·~~··················~~···•f•t••~········~, .. ,.,~ .... ;,,•~•··~'·····~··········~····• 'll!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!lj 

However) anti-Keynesian or free-market econon1ists reject this viev.r. They 
assume that nurkets for both goods and labour are competitive; by reducing 
b,usinesses1 costs of produ ction falling wages shift the SRAS curve from SRAS1 
to 5R452• The price level £alls to P2 and output increases from y2~ back to the 
uom1al capacity level of output, y 1. According to th e free-tnarke t vie\.v) cyclical 
unemployme,nt is 'temporary and self-correcting-provi.ded that markets .are 

Consumer sufficiently competitive and prices an d wage-5 are both flexible. 
gOOds 

0 

Figure 8~12 Cyc lica l unemployment 
and the economy"s product~on 
possibiUty front,ie,r 

Figu re 8. 12> which shows the econ o1nys production possi.biHty frontier (PPF)
1 

illustrates another way of sho,wing cyclical unemploy1nent. All points 011 the 
production possibility frontier~ including po,int X, sh ow the economy using all 
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~ -···························~ its productive capacity, including labour. There is no demand deficiency and 
: : 1hus no cycH.cal unemployment. By contrast) deficient aggregate demand can 
: seasonal unemployment • ! unemployment arising in i lead to tl1e economy producing inside its p roduction possibility frontier: for 
~ different seasons of the year. ~ example, at point Z. \\fhen this is the cas,e, cyclical unen1.ployment ~xists in 

i caiused by factors such as the i the econon1y: 
• • 
: weather and the end of the • • • 
: Christmas shopping period. 
• ·················~········································································•••t: : .............................................. lllllllllli 

• • • • 
: real wage the purchasing : . ~ 

: power of ·the nominal lor : 
• • 
: money] wage; for example, : 
• • 
! real wages, fall when inflation : 
• • 
: is higher than th 1e rise in the : 
• • : nominal wage rate and real : 
~ . 
: wages rise when the nominal : 
• • 

• • • • • • 
: This is another example of how to use a pr1ocluction poss.ibility curve : 
• • 
: diagram to illustrate your point. Remember its other applications: scarcity. : 
• • i opportunity cost, choice. pro1duchve 1efficiency and 1economic growth. i . ~ • • ................................................................................................................. ~ 

Seasonal unemployment 
Seasonal unc111ploy111c nt is a special case of casual unemployn1ent ~ which 
occurs when workers are laid off on a sh ort. ... term basis at certain thnes of the 
year. It occurs m trades such as tourisn1, agriculture, catering and building. 
When casual unemployment results from regular fluctuations in weather 
conditions or demand, i t is called seasonal unen1ployment. i wage rate increases more i 

! rapidly than inflation. I The real-wage theory of unemployment 
i real-wage unemployment : 
I . • 

: unemployment caused by real : 
• • 
: wages being stuck above the : 
• • 
: equilibrium real wage. : 
• • : .............................................. ..... 

Real-wage
rate 

In recent years the view that unemployment is caused by too high a level of 
real wa<:1es has been popular, particularly among free-n1arket economists. 
Figure 8.13 e,...~lains the theory. The diagram is similar to Figure 6.3 on page 
143 in Chapter 6 , except that it is now assumed that the average real-vlage 
rate. in. the. economy is w1 ralher than wFE· At this ,vage; employers ,:vish to 
hire E1 workers, but a greater number of ~ 7orkers (E2) \\rish to supply their 
labour. An excess supply of labour then occurs in the labour market, equal on 
the grap11 to the distance from point Z to point W. Free-111arket econon1ists 

believ,e that) as long as labour miarkets are highly compe'titive> 

w, 
Excess surpply 
of ,about Dtsequmbrilom 

real-wage u nemployi11en t can only be temporary. Market forces 
cure the problem, bidding dov.,n the real-\vage rate to· WFE to get 
rid. of ex:cess supply of lab our. Full e1nployn.1ent is then restored 
at pnint X when the number of ,vorkers willing to ;,vork equals 

wage rate 

FuO employment 
real-wage rate 

AD 
L 

i0 f 1 f FE f 2 Employment 
R.eal-wage (mlllions) 
unempfoy,ment 

Figure 8.13 Re·al-wage unemployment 

the number whom finns \Vish to hire. On the graph~ EFE is the full 
en1ployment leYel of employm,ent. 

Suppose labour market rigidity, perhaps caused by t rade unions, 
prevents the real-~rage rate faHing below w1. In this situation, the 
n ta.rket 1nechanisn1 fails to work properly, the excess supply of 
labour persists, and persistent real-wage unemployment occurs . 

••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• • • : voluntary unemployment : i i • i : • 
: occurs when workers choose • • Real~wage unemploym1ent retates to individual labo1ur markets, in the : . . : . i to remain unem ploy·ed and i i economy. For example, a high real wage may cause unemployment among1 i 
: refuse job offers at ,current : : super ma rk,et staff but not among chartered accountants. : 
• • • • : mark1et wage rates. : ; ............................................................................................................... .... 
: : 
= involuntary unemployment : 
: : Keynesian economists believe real-,vage unemployment to be inYoluntary 
• when workers are willing to • i work at current m.arket wage i une1npl oy111ent. caused by wage stickin ess o r ,vage inflexibility ,over which 
: rates but there are no J·obs : workers have no control. By contrast, free-market econon1ist argue that real-
• • ! available. ! wage unen1ployment is voluntary u11en1ployinenl on the ground that workers 
: .............................................. - · and their trade unions should be prepared to accept wage cuts. 



~ ............................. i 
: KEY TERMS : 
• t • • 
: eq\Jilibrium unempl.oyment : 
• • i exists when the economy ·s ! 
+ • 

; aggregate labour market : 
• • I is in equilibrium. It is the ! 
: same as the natural level of : 
+ • i unemployment. j 
• • : natural rate of unemployment : 
i [NRU] the rat1e of i 
• I 

: unemptoym 1ent when the : 
• • • i aggregate Labour mark.et is in i 
: equilibrium. : 
+ • 
• • •• tt•••••••~••tt•••••••<IIIIII ........................ .. 

At the beginning of this section (and also in Chapter 6) Vile stated that full 
employrnenl does not n ecessarily n1e-an that every s ingle member of the 
\v,orki n g population is in ·work. Instead , it means a situation in \vhich the 
number of people wishing to work at the going m arket real-wage rate equals 
th number ·of \vorkers that employers ,vish to hire at this real-wage rate. 
We then stated that even this definition needs qu alifying; sbt1ce in a dynamic 
economy th ere is always some frictional and structural unemploym·ent brought 
about by the changes that are constantly taking place in the economy. 

Frictional an d structural. unemploym ent make up vilha t is ca.Ued equilibrium 
unen1ploy111ent. EguHib-rium unemployment, which is also call.ed the natural 
level .of unem ploym en t , exists ev,en ""i th the reail-\vage rate at its market
clearing level . Expressed as a rate of unemployment , ratl1.er than as a level, this 
is the natural ra te of une1nployi11c11t (NRU). 

The natura l level of unen1.ploy1nent is illustral,ed in Figure 8.14 , sh own as 
E1 minus EFE (wh ere .Ep:E is the 'full employmenf level of employmen c) in 
the econon1y1s aggregate lab our m arket . It is the level ,of unen1p loyment th at 
occurs even when th.e aggrega1e labour market i.s in equilibrium 1 namely 
when th e aggregate demand for lab our e·qua]s the aggregate supply of labour 
(ADL = ASJ . In the diagram; point X sho\vs equilibrium employmen.t, Vilith 
the equiUbriuin wage rate or 1n arket-clea1in g real-,vage rate at 'WFE· Ful1 

employment occurs w hen Ef E v:lorkers are hired. The distance between 
A5t an d the curve ASLN sl1ows the ainount of frictional and structural 
unemployme11.t in the econ omy, n am ely th e number of '\VOrkers who are 

f uH employment 
real-wage raite 

willing and able to woTk at different wage rates but ,vh o> for frictional 
and structural reason s, cannot get jobs. E FE n1in us E 1 is the natural level 
of unen11ployment. 

The consequences of unemployment 
Unemployment is bad for the econ omy as a " "hole; largely throu gh the 

0 Empla,ment 
(mflllON) 

"vaste of human capital When w orkers are unemployed, n ot all the 
ec:on omy1s productive res,ou rces ar,e u se.d to produce. output , vlhich , if 
producec;L could add to the m aterial staitdards of living and econotuic Figure 8.14 The natural levet of 

uniempi oym,ent. shown as the d1stance 
between EF~ and E1• 

welfare o! the wh ole p opulation . Ins tead , the econ omy p r,oduces inside 
its production p ossibility frontier and fails to op e1--ate t o its pot:en tia1l. 

Un employment is also one of the factol's that reduce an econ om ~ in ternational 
competitiveness. Higb unen1ployment can 1-educe incentives for finns 'to invest 
in ne'hr state-of-the-art technologies that generally le.ad to increased export 
conipetitiveness. The under-investn1en t associated with high u n employ111en t 
also results from a reduced need to, invest in capital-intensive technologies \\rhen 
there are plenty of unetnployed w ,orkers who are n ot only available b,ut cheap 
to hire. ln these circumstances, employers .c,ondnue to use labour-intensive but 
antiquated technologies~ particularly ,vhen high unen1pl,oyn1en t accompanies a 
s tagnant e.c,onom y, low profits and a cH.mate of busi.11:ess pessim ism. 

Uncller-invesnnent can also be caused by the higher business taxes that firms 
may have to pay to help finance the v.relfare ber1efits p ai.d to unemployed 
workers. Whil,e it is true that theJobseekei1s AUo·wance can be clauned oniry 
in the fi.n."'1. n1onths of unemploym ent> in the. UK the state con tinues to pay 
Universal Ctedit to families in which ther-e is no '\Vage ea1·ner. in order to save 
family me1nbers , panicularly children> £ram. the effects of absolute poveny. 
However, in 2013, at the ti1ne ,o,f the inti·odu,ction of the Universal Credit , which 
is replacing Incon1e Support; the· coalition government introduced. a b en efit cap) 
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which lb.nits to £26]000 a year all the benefits an out-of-work famUy can receive. 
The goven1.ment justified the cap on the ground that fanillies li'1ing solely on 
benefits should not rec ive welfar paym nts higher dun th earnings of people 
on median incomes. The Conservative Party has pro1nised to reduce the cap i if it 
fot·n1s ithe gove1nment after the 20] S general election. 

Economies a~e particularly badly affected. by long-tem1 unemployment. A 
worker may beco1ne effectively unemployable the longer the period that he 
or she is out of work: for example, because of the erosion of job skills and 
,~,orl'= habits. Long-t,erm unemployment is also made worse. by the fact that 
employers i ,vho might otherwise hire and retrain workers ,vho have been 
economically inactive for several years; percehre that v,lorkers with more recent 
job experience present fewer risks and are n1ore einployable. Vvhen inactive 
workers are seen as une1nployable> the ,economy begins to behave as if it is on 
its production possibility frontier, even though there are plenty of une1nployed 
workers notionally available for ,vork. An increase i.n aggregate demand can 
then lead to inflation rather than to an increase in output and jobs. 

Nevertheless; despite the disadvantages of high unemployment for the econom~ 
many free-market economists believe a certain a1nou11t of unanploynient is 
necessary to make the economy fi.1nction bener. In particular1 by providing 

do\Vnward pressure on wage rates, unemployment can reduce inflation. 
Une1nployinent also contributes 10 a widening of income diffe1~entials between 
better-paid and low-paid worke1-s. Some free-market ·econon1ists argue that this is 
a good thing~ believing that differences in pny are needed to promote incentives , 
which then create the supply-side conditions in which the. economy can prosper. 

Unemployment is obviously bad for the unemployed themselves and for their 
families, largely because of the way in which the low incomes that accon1p,any 
unemployment lead to low standards of living. However, the costs of 
unemp1oyn1-ent for the. unemployed go further than this. Apart from situations 
in which the unetnployed enjoy having 24 hours of leisure time each and 
every day o,r ~then the so-called 'unen1ptoyed~ are engaged in black ecot1on1y 
activit~ unemployment destroys hope in the fun-1re . The tmemployed become 
1narginalised front normal econon1ic and human activity, and their self-e~S'teem 
is reduced. Families suffer :increased health risks; greater stress) a reducti,on. 
in the quality of diet, and an increased 1isk of tualital break-up .and social 
exclusion caused by loss of work and income . 

Government policies to reduce 
unemployment 
vVhen govenm1ents intenrene to reduce un~mployme,nt, the approp1iate policy 
depends on identifying correctly the underlying cause of unen1ployment. For 
e.'Cample, if unemp],oym,ent is incorrectly diagnosed in te1ms of demand deficienC)~ 
when the true cause is structural, a policy of fiscal or monetary expansion to 
stimulat aggregated mand ""ill be ineffective and inappropriate. lndeed) reflation 
of demand in such circumstances would probably create excess den1and> which 
raises the price level, ""ith no lasting beneficial effects on en1ployment. 

Governments can try 'to -reduce frictional unemployment by improving the 
geographical arid occupational mobility of labour, ~nitd by reducing workers) 
search petiods between jobs. Geograpl1ical 1nohility could be in1provedl by 
making it easier for fami.Hes to move house from one region to another, for 
example by subsidising 1·emoval costs. However, the widening diffei---ence in UK 
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house prices ben~teen south and north are in fact reducing the geogt·aphical 
mobility of labour. Govemm:ent spending on rented socia] housing in areas 
\vhere the.re a.re ongoing labour shonages would perhaps be the mosc effective 
way of 'i1np1--oving the geographical 1nobility of labour> ihougl~ for cost and 
other r,easons, this policy is unlikely to be adopted, at least on a scale sufficient 
to l1ave a significant effect . 

The introduction ,of theJobseekets Allowance QSA) in 1996 was an attempt 

to reduce search periods between jobs. There have been two types ofJSA, 
contribution based and. inc,o,me based, with. the latter cum.ntly being merged into 
a new all-embracing benefit, Universal Benefit. The contrib\.1tions-based allowance. 
based on having paid sufficient National Insurance contributions when Vlo,rking, 
can on]y be clain1edl for the 6.rst fe,v months of unemployment providing the 
claimant is actively seeldng ~lork. The aUowanc,e creates an incentive for the newly 
unemployed to accept lower wage rates and to speed up the search for vacancies 
that me.et their (now reduced) aspirations. Ho,vever, the only really effective 
,~ray to 1""educe frictional and snuctural unemployrnent is to achiev,e successful 
economic grovnh, which increases finns, demand for ne""· employees. 

Govetn1nents can improve the occupational mobility of labour by providing 
retraining schemes and introducing b,vs to ban professional and trade union 

restrictive practices that make it difficult for ·workers to 1nove bet\Veen jobs. 
Government r~training schemes a:re usually less -effective ihan those mn by private 
sector fir.ms. But a problein is that etnploye:rs iu trades such as plun1bing often 
prefer to avoid spending on training their employees 1 by poaching ne,,·ly trained 
workers fro1n the fe,v eniploye1-s who do invest in training their employees. A.s a 
result of this market faHure, too few workers may end up being trained. 

su,pply-side 1:,olicies (explained in Chapter 9) "'"hich try to improve the 
competitiveness and efficiency of markets are no,v used to reduce frictional 
and structural unen-iployment. In the past, deindustrialisation led to large
scale structural unemployment\ concentrated in regions of decline such as coal 
fields and ~lreas previously don1inated by heavy industry; 

Many traditional n1anufacturing industries and the coal industry have now 
largely disappeared in tl1e UK, so there is ]ess scope for further structural 
decline in these activities. TI1e supply-side unprovements of the l 9B0s and 
l 990s also created conditions in which service industries grew ~o rep]ace 
1nanufacturing. As a result> more workers \Vere able to move fron1 declining 
industli,es into growing ones. However1 as the recent and cu1~rent financial 
se:rvices crisis shows, service industries such as banking have themselves 
be,con1e vulnerable to structural decline and to overseas location. 

Tabl,e 8.2 shows changes in th,e UK index of pnoduction and total employm,ent over the period f rom 2006 tai the 
end of Quarter 3 2014. 

Table 8.2 

28.01 28.31 28.17 27.68 2 7.79 27.82 28.26 28.51 28.95 

With the help ,of the da1t.a, identify and explain two significant points of compa r isoin between the changes in the 
index of production and employment 1ov,er the period shown. 
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- TEST YOURSELF 8.3 

Access the ONS website page www.ons11gov.uk/ons/taxonomy/index. 
html?nscl= Labour+Market and find out about the most re,cent changres in 
employment and unemployment in the UK. 

8. 3 Inflation a n d deflation 

0 -u-K_i_n_f l-a-ti_o_n_i_n_r_e_c_e-nt-de_c_a_d_e_s ____ _ 
Inflation is a continuing rise in the average price leve] . For three decades fro1n 
1he 1960s to, the early 1990s, unacceptably high rates of inflation w·ere perhaps 
'the most serious problem facing UK governments. TI1,e inflation rate crept up 
in the 1960s, before accelerating in the eady 1970s to, over 15% in each year 
between 1974 and 1977. Inflation peaked at its highest rate in modern UK 
history in d,e mid-1970s 1 when it hit 25-26%. A further surge, which took 
inflation lo a~ound 18% in 19801 ushered in the n1odern era in which~ at least 
until 2008, control ,of inflation became arguably the most important single 
macroeconomic policy objective. 

In 2008, the, economic climate changed when ,recession hit the UK economy. 
During the recession, there ;,vere fears that the problen1.S caused by inflation 
would be replaced by the problems caused by deflati,on, or a continually 
falling price level Indeed, if you look back to Figure 6.Si in Chapter 6, you 
will see that according to lhe retail prices index (RPI), the UK price level did 
indeed fall during most of 2009 - though not according to 1he govemmenfs 
preferred measure of inflation~ the consumer prices index ~CPI). 

Be 1hat as it may~ just before and just after 2009 , there were ~o significant 
(spikes, h-1 the rate of inflation. Inflation had been more or less under control 
from around 1993 untH 2008. However, in 2008 and then again in 2011. 
rising prices of commodities, ranging from cn1de oil to copper and whe.c1.t , 
·together ~ith tl1e rising prices of manufactured go,ods produc,ecl in China, 
led to relatively s,ever,e but short bouls of imported inftation. Despite the 
recession. and because of its itnpo1ted nature UK inflation ten1porarily 
became difficult to control. 

Table 8.3 indicat1es th 1e percentage change in the price level in different years in .a low-income country. 
Table 8.3 

Domes~ic_ prices (% c.~ange over iO .. year periods) 

63.8 330.0 40.5 20.4 

Over the whole period cover,ed bY' the data, which of the foUow ing ea n be deduced from the data1? 

A There was a fall in the cost of living in the country throughout th,e data p1eriod. 

B The annual rate of inflation fe U in 2015. 

C Between 199'5 and 2015, a fall in the 10-year rate of inflation took place. 

Explain your a1nsw1er. 
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: STUDY TIP : 
t : 
: Don't confuse the causes of : • • • • 
; inflation with the eftects of : . : 
: inflation. : 
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i KEYTERM ~ 
; . 
: demand-pull inflation a rising : 
• • i price level ea used by an : 
I incriease in aggregat,e demand. ! 
• • 
: shown by a shift of the AD : 
I • 

: curve to the right. Also known : 
• • : as demand inflation . : • • • % 
1 •••• ••••••••• ~ ................................ .... 

Access the BBC Economy Tracker webpage on www.bbc"co.uk/ 
news/10612209 and research the most recient information on inflation in 
the UK. 

The causes of inflation 
There are two basic ca1.1ses of inflation: excess aggre.gate demand in. the 

econotny> and a general rise in costs of production. The fom_1er gives rise to 
den1andl-puU inflation (or demar1cl inflation); \vhile the latter is caUed cost
pusl1 inflation (or cost infiation). As the names impl)~ demand-pull inflation 
locates the cause o f inflation i.n the demand side of the economy; whereas cost
push inflation has supply-side causes. 

Demand-pull inf Lat ion 
As its name indicates, d c m an d-p u 11 inn~ t i u is caused by an increa.s,e in 
aggregate dc1nand . lf the econo1ny is initially producing on the econoinys 
SRAS curve 1 but b elow the normal capacity level of output (which n1eans 
to the left of the LRA5 curve), the price level has to rise to persuade 
firms to produce n.1ore output to m,e t the extra demand. In part, this 
is because firms incur higl1er costs ,vhen they produce more goods. For 
firms to maxin1.ise _pto fit, higher prices are needed to re1Arard f rn1s for 
producing more output. Once the LRAS curve is reached> higl1er prices can 
ten1porarHy encourage fi'nns to produc,e beyond this point, but the increase 
in output cannot be sustained. Instead, the quanti ty of goods and servi.ces 
produced falls back to the normal capacity level of output, i·n this case at y2. 

~ .............................. To remind you, the equation summarising the different elements of aggregate 
: STUDY TIP · ! demand is: 
f Investment spending and i . - . f g1overnment spending o,n J 
: capital goods shift the LRAS : 
i curve rightwards. In the long ! 
• • : run. a shift of the LRAS curve : 
• • 
: to the right can offset demand- : 
• • • • : pull 1nflat1onary pressures. ; 
~ . • 
····················••• tlllllll .................... ~ 

V 

AD= C + 1 + G + (X -M) 

An it'lcrease in any of the components of aggregat,e demand> C, I, G or 
(X - M), can l ad to demand-pu U inflation. Increases in con sumption 
spending (C) by households or current government spending (G)> 'for 
example on public s·ector pay1 n1ay create the extra. den1and which pulls up 
the price level 

Aggregate demancVa.ggregate supply (ADI.AS) diagrams can illustrate 
the main features of both demand-pun and cost-push inflation. 
Figure 8.15 iUustrates demand-puU inflation. 

In the graph, we have assum d tl1at equilibrium national income is 
initiaHy at point X. The AD curve is in tl1e position AD1; real output is 
at level y 1 and the ptioe level is P1. 

Given this initial situation, any event d1at shifts the AD curv·e to 

0 Y, Y2 Real natklnal 

the tight - for exam.p]e, to AD2 - ea.uses the price ]evel to rise; in 
this case to P2. In this exan1ple, real incotne increases 'to its nonna] 
capaci'ty le.vel of y2 . At the price 1 vel P1 ~ the econ omy~ firms a.re only 
prepared to produce an output of y1. This n"leans that a higher price 
level is needed to create the conditions in which firms increase output 
fromy1 lo y1 . 

,output 

Figure 8 .. 15 Demand-pu ll inftat:ion Hlustrated 
by an AD/AS diag.ram 
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: STUDYTIP i 
i Make sure you understand why i 
: an economy may be ab te to ! 
• • 
: produce tempor,arily above its : 
f production potential and to the i 
• • 
: right of the LRAS curve. but : 
• • ! that this l,eve l of output cannot ! 
• • 
: be sustained. : 
• • • • •••••••••• , .................................... 111111' 

~ ·····························: 
; KEYTERM : 
1 ' 
: cost-pus h i nf Latio n a rising ! • • • 
: price Lev,el caus,ed by an : 
• I 

: increase in the costs, of i 
• • : production. shown by a shift of : 
• • : the SRAS curve to the left. Also : 
• • 
: known as cost inflation . : • • 

i.t••·················· _J 

Price 
level 

0 

l..RAS SRAS· 2 

Y2 Y, Rell nadonal 
output 

Figure 8.16 Cost-p ush i1nflation 
jUustrated on an AD/AS d~agram 

Figure 8. ]5 sho,vs an economy initially ·producing be]o,~..- the normal capacity 
level of output, .and then moving to normal capacity> once the AD curve has 
shifted right to AD2. Follo~ng the increase in aggregate demand, equiUbriu1n 
national income is at point Z, with the economy also on its long-run ag_gregate 

supply (LRt\5) cu1~ve. ln this situation the economy is tJroducing at full 
capacity or norm.al capacity, so any further shift of aggregate demand to the 
tight '" .. ould result s,olely in demand-pull inflatiott, ~ith no increase in rea] 
output (except possibly on a temporary basis). 

Contrast this outcome with whal would happen had the AD curve initially 
been located substantially to the left of AD1• for example at point ,l. Tl1e 
economy would be n1t deep recession, suffering severe demand-deficient or 
cyclical unemploy1nent. Given this ini'tial position.) a shift of aggregate demand 
to the right -vv~ould increase ,output and employment, but v,,ith rel~tiv,ely litde 
effect on ir1flation. Arguably, the adverse effect of a rising price level ,vould 
be less significant than the boost to output and employment brought about 
by an incr,ease in aggregate den1and. However, as the increasing slope of the 
SAAS curve suggests, as the AD cunre shifts right and moves closer to 1he LRAS 
curve~ increasingly) 1he reflation of real output (and emplo1rmenl) gives ,vay to 
1riflation of the price level. 

Cost-push inf Lat ion 
During the ·Keynesian era in the 1960s and 1970s, the rate of inflation 
incr,eased even when there i.vas lit le evidence of excess den1and in the 
econon1y. This led lo the developn1ent of the theory of cost-push inflation. 
Cost theories of inflation often locate the cause ,of inflation in structural .and 
institutional conditions on the supply side of the economy, panicularly in 
the labour market and the w ge-bargaining process (kno"rn as \.vage-cost 
inflation)) though rising prices of energy and/or commodihes can also cause 
cost-push inflation (called import-coS't inflation). 

Cost--push theories generally argue that the growth of n1onopoly power i n 
th ec,onomy)s labour market and in its markets for goods and servic,es is 
responsible for inflation. ln labour tnarkets. gTo,ving trade union stTength 
in the Keynesian era enabled trade unions to bargain for money-wage 
increases in excess of any rise in labour productivity. Monopoly firms 
were prepared to pay these wage increas,es) panly bt:.cause of the costs of 
disrupting production, and partly b,ecause they believed that they could 
pass on th, increasing costs as p1ice rts,es when they sold output in the 
markets for their goods. 

The AD/AS diagram in Figure 8.16 illustrates cost-push inflation. Once 
again (as is the. case in Figure 8 . IS, wl1ich illustrates demand-puU 
inflation.), equilibrium national in.con1e is al point X, with real output and 
the price level respectiv,ely at y 1 and P1. In this case~ the m oney costs of 
productton that firms incur ·1.vhen they produce output rise: (or example) 
because money ,vages or the price of imported raw materials i11crease. The 
increase in production costs causes the SRAS curve to shift left and up from 
5RA51 to SRAS2. 

As a result of the shift of th e SRAS curve to the left> the price level increases to 
P2• but higher production co,sts have reduced 'the eqruilibtium level of output 
that firms are willing to produce to y2. The new equilibrium national hicome 
is at p ·oint Z. The econotny could b e in r,ecession. in which ,case recessionary 
effects may moderate the cost increases. 



o~~~~~~~~ 
How changes in world commodity prices 
affect domestic inflation I- .......................... ········: F . ll d h . . h . ~ orty years ago, it ,vas genera y assume t at nsing wage costs wer·e t e main 

; KEY TERMS ~ cause ,of cost-push inflation in the UK. 1\10,re recently, there has been less 
: wage-cost inflation a • 
• :.... evidence of wage-cost infla tion . Wl1en it occurs> it may be largely restricted 
; risjng price level caused by ,, 
~ ; to the effect -of salary increases among bank _rs, top business executives, : an increas,,e in wages and 
: salaries, shown by· a shift of i premier league footballers and the like far exceeding the rise in th,eir labour 
i the SRAS curve to the left ! productivity. Addi.tionall~ trade unions representing public sector workers 
~ import-cost infl.aticn a rising ~ such as lrain drivers on the London Underground 11ave contributed to cost
! pric,e level caused by an i push inflation , though since 2008 the wages of most ordinary v,.rorkers harv 
: increase in the cost of : risen at a slower rate than inflation , and in so1ne cases not at all. 
.. . • • 
: imported energy, food, raw : 
• • 
: materials and man ufactur,ed : ' . ' . i goods, sh 1own by a shift of the i 
• • 
: SRAS curve to th 1e left. : • • • • . ~ 
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Cost-push inflation does still exist, but it is caused mainly by the rising prices of 
in1ported food, energy and ra,v nmterials, and to a lesser ext-ent in recent years by 
1isin.g prices of manufactured goods hnported from China. The resulting ilnport
cost inflation is caused bywoddvvide c,onunodity price inflation. Figure 8.17 
sho""~ how wo,rld c,omm,odity prices changed between 1986 and 2013. 

The tnessa.ge conveyed by the diagram is c]e.at. Commodity prices \Vere 

remarkably stable in the 1990s and early 2000s, thereby contributing 
to elatively lo"'~ rates of consu1ner price inflation h1 those years. All this 
changed, however~ after about 2004. Since then, in most years world 
conunodity pdces inc1-eased very 1'8.pidly, culn1inating in t\Vo highly 
significant price 'spikes' in 2 008 and 2011. In 20 l 3 and 2 0 l 4 , the UK 
inflation rate \VS.S brought do~n by falling prices of imported food, 

2
~ 986 1990 1995 2,000 2005 2010 2013 energy and raw materials. This is ]ikely to be a short-lived lull. Many 

Figure 8.17 ChangGs in world comm.odity 
prices. 1986-2013 

con1mentato1s believe that -with faster econon1ic growth in conn11,odity
consuming countries> especially emerging-market countries, and limited 
na'tural resources, a third 'spik.e, in world co1nmodity ptices will s,oon occur. 

However, in 2014 and early 2015~ commodity prices were generally falling. 
The fall vtas triggered by a collapse in oil and gas prices> party caused by the 
development of shale oil and gas in the USA. 

o~~~~~~~~ 
~ ......................... ~ ... : How do changes in other countries affect 

= KEYTERM i UK inflation? . .. 
; emerging- market country a : 
~ I 

: country that is progressing : 
• • 
: towards becoming mor1e ; 
: : : economically advanced. by : 
• • 
: m,eans iof rapid growth and : 
! industrialisation. i 
• • . .. . . ......................................................... lllllllli 

~ •••••••••••••••••••••••••••.• ! 
: KEYTERM : 
• • 
: disinflation when the rate of : 
• • 
: inflation is falling and the price : . . . i level is rising more slowly than i 
I previously. ! 
• • 
: •••••••••••• ~ ................................... lllllllllli· 

The answer to this question is partly provided by the information in the above 
paragraphs. However> other arguments cai-1. ruso be made. 

First~ the UK is now just a small part of a globalised ,economy in which i.t has 
veiy little pow,er to influence the state of the worldl econ omy: Wnen tunes are 
good in the world econ omy, with ri.sing demand for com:modilie.s and hence 
rising prices, th e UK tends to in1.pon inflation from boomin g econ omies in 
the rest of the world. The prices of imponcd food and ,ra,v matelials i.ncrease, 
which leads to the UK suffering import-cost inflation. 1ConverselY> when tin1es 
are b,ad in the "'rorlcl economy) with other ,countrtes experiencing recession ~ 
pressure on UK inflation is reduced . In the extreme> falling world,vide demand 
for UK expo,rts, and the associated leftvlard shift of the AD curve

1 
could lead 

to falling prices or deflation . Disinila tio11" w hich is a fall in Ehe rate of positive 
infllation, is\ howev r, more likely to oc,cur than negativ.e inflatton or deflation. 
Finally; a fall in the pound 's exchange rate against other currencies contribu tes 
to imported cost-push inflation and this ,vas a signi6cmt factor immediately 
after 2008 . 
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~ . Second] tv.ro countries, the USA and China1 stand out in the vtay in which the-v 
~ ·····························: ~J : STUDY TIP f can affect the UK price level. It \Vas onoe said that when 'America sneezes, the rest 

i ~,take sure you don't confuse i of th ,vorld calches a cold1. Th USA is so important for the UK as a source of 
J disinflation with deflation. f export demand, inward investment, and business and consumer confidei--ice, that 
: ............................ ------·· an An1erican doivntui~n can exert do"111ward pressure on the UK inflation rate. 

China's influence on the UK inflation rate is a little diffe1-ent. FoT 111any 
decades, Bridsh consumers benefited from falling prices of manufaclured 
goods imported from China. This reduced the UK's :rate of inflation. 
Howeve.r1 more recendy1 costs of pro.duction. hav,e risen in 1China 1 partly 
as a result of increased 1Nages paid to 1China's labou1~ force . Rising p,rices 
of manufactured goods~ imported from China and other emerging-n1arket 
econon1ie.s, are increasing retail prices in the UK. As yet, howe.ver, th.e effect 
has been mild. 

o---~~~~~~~ 
Why it is important to diagnose correctly 

~ ~····························~ : KEY TERM : • • • • i monetar ists economists who ! 
: argue that a prior increase in : 
• • i the money supply is the caiuse i 
: of inflation. : 
• • : .................................................... . 

the causes of inflation 
Just as a government must con·ectly diagnose the cause or causes of 
unemployment when. implementing policies to reduce the level of 
unemployn1ent, so it (and its central bank) must first detei-n1ine ,vhether 
inflation is caused by excess dernand or by cost-push factors when deciding 
on the appropriate policies to reduce or control inflation. 

In the early 2000s; the Bank of England> which is Tesponsible for counter
inflation policy; generally assunied that UK inflation is caused by excess 
aggregate demand. More recently~ the Bank has ackno,~.1ledged that rising 
hnp,ort ptices are responsible for a te1nporary bout of cost-push inflation; 
though the Bank still views excess demand as the main cause of inflation. 
Before then 1 the i11cre3se in aggregate demand that occurred in the 1990s 
and early 2000s ,vas accompanied by an ahsence of cost -push inflationary 
pressure. This was partly d\1e to the success of the supply-side policies 
i1nplemented in the 1980s and 1990s. These poUciles, which are explained 
in Chapter 9~ improved labour maTket flexibility partly by attacking the 
po\\rer of trade unions. The UK economy was also benefiting from the benign 
effect of globaHsatio11, which at the time reduced the ptices of inLported 
manufactured goods. 

As long as the assumption ho]ds that inflation is caused prhnariJy by excess 
aggregate den1and., raising or lo,ve1ing interest rates (i.e. n1onetary policy) 
remains an a.ppro,priate policy for controlling inflation. Th fact that interest 
rate policy kept the rate of inflation within the governments target range in 
vinually evety month between " 997 and 2007 gave further suppon t,o th vie"w~ 
held at the time that UK inflation had been prima1i1y of the demand-pull kii-1td. 

Ho,vever, until recendy at least, cos·l-push inflationary press1.1res ,vere becoming 

tnuch more significant, particularly those stennning from the increased 
prices of imponed energy and commodities such as copper. ln this situation 
raising interest rates to reduce aggregate demand can be an ineffective policy 
for tackling cost~push infla.ti,on, though raising interest rates can also reduce 
extenial cost pi--essures by strengthening the exchange rate in order to reduce the 
demand. (o,r importe.d oH, gas and industrial ra.~r m.a.teri.als. lf this arg1nne:n.t is 

correct, UK governn1ents now have to face up to the fact that they lack the tools, 
apart from interest rates (and od1er monetary instruments which are discussed 
in Chapter 9) i for controlling the rate of inflation. 



o~~~~~~~~ 
The monetarist theory of inflation 

~ ·····························; 
. : KEY TERM i 

• • 
: quantity theory of m oney : 
i oldest theory 1of inflat~onJ i 
i which states that inflation is i 
• • j caus,ed by a persistent ! 
: increase in the s.upply of : 
• • 
: money·. • : ! : .............................................. .... 

~ ·····························: 
: KEYTERM ! 
• • • : equatton of exchange the ! 
• • 

Around 40 years ago, a group of generally pro-free-tnarket econon1ists became 
1..rno,vn as monetarists. Monetarist economists subscribe to the demand-
puU theory ,of inflation, b,ut they go one stage further by arguing that excess 
aggregate dema11d for output is caused by a prior increase in the 111oney suppl)7. 
To quote the leading monetarist econon1ist Milto,n Friedman, n1on eta1ists 
believe that lnflation is always and eveiy\vhere a monetary phenomenon ,. 

A v ry old theory that originated hundr,eds of years ago, the quantity theory 
of money, lies at the heart of the. inonetarist theory of inflation. Suppose tl1.e 
government ,creates or condones an e-kpansion of the money supply greater 
than tb.,e increase in real national output. As a result\ according to the quantity 
th o~ hous holds and firms end up holding excess money balanc s Vlhtch, 
,vhen spent, puU up the p1icc level - provided real output does not expand 
in line ~ith the increase in spending power. 

At its sin11plest d1e quantity tl1eory is sometim es described as too 1:nuch money 
chasing too few goods. The staning point for developing the theory is the 
equation of exchange, devised by an American economfart , Irving Fisher, early 
in the t'\vendeth century: 

money supply (stock of money) x the v locity of circulation of money = 
price level x quantity of output i s.tock of money in the economt ; 

i multiplied by the velocity of ! or : 
• • 
: ci rcuLation of money· equals : 
• • i the price Level multiplied by i 
: the quantity of real output in : 
• • ; the economy. : 
• • • • ....................... ~ .................... ~ 

~ ·····························= : STUDY TIP i 
• • 
: The velocity of ,circu liation of : 
• • ; money .. is the sp' eed at which ! 
l % : money circula·tes round the = 
• • 
: economywhen money is spent. : 
• 
=············~········· ........................ .... 

MV=PQ 

ln the equation, for a particular time pe:riod1 say a ye-ar, the stock of money in 
the economy (M) muhipliecl by th _ velocity of cit·ieulation of n1oney (V) equals 
the price level (P) multiplied by the quantity of real output (Q) in the economy. 
On the left-hand side of the. equation, the velocity of circulation (V) is the speed 
at ,~,rhich money circulates around the econon1y ,vhen people use money to buy 
goods. Monetarists a.rgue that Vis constant or at least stable. This means that, 
,vhen M increases, it is spent on goods and services. If Q is unable to increase, 
th p1ice level P is pulled up by excess demand. Keynesian econonusts, by 
contrast, believe that ·wh.en M i.ncreases, it 1nay be partiaHy ab,sorbed by a 
slowdo,vn in V, vthich means that much of the extra money is not spent on 
consu:rner goods and services. (However> some of tlie extra money might be 

~ •H••••••n•H"""···· ............ : sp nt on inv stment in nev.r ,capital goods, which would have a beneficial effect 
: STUDY TIP ~ on aggregate demand and econorrric growth, sri1nulating Q' rather than P.) 
I The equation of exchange is i In sun1mary, PQ, on the 1ight-hand side of the ,equation, can increase. either 
: often written as MV: P~ : because real output increases or because tli.e p rice level increases. 
i where T stands for total ; 
' . 
: transaiet~ons taking ptace in : 
• • 
: the economy. A transaction : 
' I : occurs. whenever a good or : 
• • 
: service is bought and sold. : 
i : : Total transactions include, for : 
• • 
: example, s1econd-hand : 
• • 
! transactions as well as th·e i 
• • 
: exchange of new goods and : 
• • : services. B 1ecaus1e of this PQ is, ! - . : a better measure than PT of : 
• • 
: expenditure on national i 
• • 
: output. : 
• • : ...................... ~ .................... .... 

The effects of expectations on changes in the 
price level 
lt is now widely accepted by ,economists that peoples CA1)ectations of farure 
inflation can affect the current rat,e of inflation. Along \\rith the ,quantity theory of 
-rnoney; expectations of futu1"C inflation are a:n imponant part of the n1onetarist 
theory .. of inflation. 1Vlilton Friedman v.ras one of the first econo1nists to dta'\tv 
attention to the role of expectations in the inflatio11ary process. 

Theories of expectation fo,rmation are complicat ed. However) the central idea is 
simple : if people expect that ihe rat,e of inflation next year is going to be high, 
they will behav,e in nn inflationary way now, and rheir behaviour vnll deliver 
high. inflati.on next year. Trade unions and \vorkers bargain for ltlgher ,vages, and 
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Homeowners e~pect to do 
we LL out of inflation 

I 
their emp loyets then raise ptices ~. in.1 anticipation of ton1ono\vs higher expected 
inflation rate. Workel'.S and firms try lo ·get their retaliation in first~, to avoid being 
left behi11d ""~hen the inflation rate eh y are expecting eventually matetialises. 

Like'W'ise, ,vhen people e'h.~ecr the inflation rate to faU, they behav,e in a way 
that enables low inflation to be achieved. Governments therefore try 10 talk 
dovn1 the rate of inflation by convincing p eople that gov,emment policies 
are credible and that tJie government (and its centnll bank) know ho,v to 
reduce inflation. The UK government's decision to make the Bank of England 
operationally independent in 1997 was part of a11 atten1pt to convinc,e people 
(and fi.nancial markets) of the credibility o[ gove.rnme.nt policies and of its 
delennination to keep the rate of inflation low. Ho,vever, \vhen t]1e Bank fails 
to l1it the 2% inflation rate target, credibility is eroded. 

,Qne of the fact,ors that has n1ade inflation difficult to control in the UK has 
been the c.xi.stence, built up over decades, of an 'intlation psychology'. Over the 

years 1 nrany groups in British society, including house ,ov;ners, wage earners in 
strong bargaining positions; and also governments, have done extremely weU 
out of inflation. Home owners with large mortgages> and also the govenIDlent 
have a vested interest in allowing inflation to continue in order to reduce the 
real value of their accumulated debt. (l ndeed, property o,vners do even bett,er 
,vhen house price inflation exceeds the general rate of inflation . In this situation, 
the real vaJlue. of houses increases while the rea] value of n1ortgages [a1ls.) 
Betwee11 1997 and 2007 UK governments succ,essfully au through much of this 
inflation psychology by convincing people that inflation ,vould rernain low and 



~ -····························i 
: STUDY TIP ; 
' . . . 
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• • t benefits and costs of inflation : 
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around the target inflation rate of 2%. Because o,f this benign effe-et on people~ 
behaviour and their expectalions) it ·became much easi:er to control inflation. 
H,o,\\o~ev r, even in these years, so-me econo1nists argued dut circumstances cou]d 
change c1uickly for the worse) and that inflationary dangers should be. regarded 
as donnant rather than dead. In 2 008 and 2011 l inflation did indeed raise its 
ugly head once again and the same may be true in ihe future . 

The consequences of inflation for the performance of 
the economy and for individuals 
Inflation can in1pose serious costs on both the econo1ny and on indi·viduals, 
and the seriousness of these costs depends on. v,,.'fhether individuals successfuUy 
anticipate the inflation rate. If inflation could be anticipated with complete 

certainty~ some e-eonomists argue· that it would pose few problems. Households 
and firms \vould simply build the e.xpected rate of inflation into lheir 
economic decisions, ~lhich v,lould n,ot be distorted by '\\rrong guesses. 

V'lhen inflation is relatively lo~ with little variation from year to year1 it is 
relattvelfy easy to, anticipate next years infl~tion rate. Indeed, creeping inflation, 
,vhich is associated with growing markets) healthy profits and a general climate of 
business optimism; greases the wheels o.f the ec,onomy. \1"1£"red in this ,vay, a low 
rate of inflation - and not absolute price stability or zero inflation - may be a 
necessary side-effect or cost of expansionary policie·s to reduce unemployment. 

Howevet, rather than greasing its ,vheels inflation 1nay thro1yv sand in the 
wheels of the economy; making it less efficient and competitive. If the 'sand-in
the-whe,els' effect is stronger than the ·greasing-th e-wheels' effect, the costs or 
disadvanta.ge.s of inflation ,e.xeeed the henefils or advantages. 

A lo,v but stable inflation rate may also be necessary to make labour markets 
function efficiently. Even if average real-wage rates are rising, there will be so1ne 
labour markets in which real wages must fall in order to maintain a low rat 
of unemployinent. When prices are completely stable (Le. wl1en the inflation 
rat is zero), to cut real-wage. rates, no,minal wage rates have to fall. To save 
jobs ,vorkers n1ay be ,villing 10 accept falling real ,vages caused by money
wage rates rising at a slo,wei- rate than inflation. Ho\\-"ever) wovkers are much 
less VliUing to accept cuts in mon.ey-\vage rates. Thus, with zero inflation, the 
changes required in relative real-·v.,.-age rates. which are needed to make labour 
1narkets function efficiently, fail to take place. labour 1narkets function best. 
\\-"hen inflation is low but stable. By contrast, absolute price stability produces 
wage sticki.ness1 which r,esults in unnece.ssarily high ut1employment. 

Some of the costs or disadvantages of inflation are: 

• distributional .~ffi cts. Weaker social groups in society, living on fixed 
inco1nes) lose 1 ,~lhile rhose in strong bargaining positions gain. Also 1 with 
rapid inflation> re-al rates of interest may be negative. ln tl1is situation> 
lenders arc really paying borrowers for 1he doubtful privilege of lending to 
them, and inflation acts as a hidden tax1 redistributing incon1e and wealth 
from lenders to borro~lers. 

• dis tortion of nor1nal econornic behaviour. Inflation can dist:011t consun-ier 
behaviour by causing households to bring forward purchases and hoard goods 
if they expect the rate of inflation to accelerate. Similarly, finns may divert funds 
out of productive investment in fixed inve.stm.ent p rojects inito unproductive 
commodity hoarding and speculation . People are affected by infladona,y noise. 
This ,occurs , :vh.en changes ill rehuiv,e prices (i.e. a rise ,o,r fa.U in the price of one 
good) is confused Vlith a change in the general- price level or inflation. 
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• breakdown in the function s of n1011 -y. ln a severe inflation, 1noney 
becomes less useful an d efficient as a medium of exchange and store of 
value. In the most extreme form of inflation, a hyperinflatton in which the 
rate o f mflation accelerates to a minimum of s,everal hundred p er cent a 
year, less efficient barter replaces n'la.ney and imposes ,ei.1ra costs 011111ost 

t ra11sactions. 
• interna ti nal unc mp titiven ess. When inflation is higher than in 

competitor countries, expor ts increase in price> putting pressure on a 
fixed e.xc·hange rate . Lower gro,vth and rising u nen1cployme11t a1-e likely 
to result. With a floating exchange rate> the exchange rate faUs to restore 
competitiveness, but rising hnport prices may fuel a (urther bouit of 
inflation. 

• shoe leather and 1nenu c s ts. Consumers incur shoe leather costs> 
spending tim e and effort sl1oppi.ng around and checking \Vhich prices have 
or have n o:t risen. By contrasl, inenu costs are incun·ed by firms haYing to 
adjust price lists more oft en .. 

The consequences of deflation for the performance of 
the economy and for individuals 
Common sense 1night su ggest that if inflation is generally seen to be bad> 
its opp1osite, deflation or a falling pdce level, n1ust be good, both for the 
performance. of the economy and for individuals. H owever, e..xtended price 
deUation n1.ay bring i'ts own pr-0blen1s. When people believe prices are going 
to fall, they postpone big-ticket consumption decisi.ons, for example replacing 
their cars. This may erode business confidence and trigger 1·ecession or deepen 
and lengthen an already existing recession. However, this assu1nes that faUing 
prices are the result o( a b.ad or malign deflation rat"her than a good or benign 
deflation. 

The difference between the two is illustrated in Figure 8.18. A good or 
benign deflation , shown in the left-hand pan el of the diagram> results from 
improvements in the econo-mys supply side 1 ,vhich reduces business costs of 
production. Both the 5RAS curve and 1h e LRAS curve shift to the righ t and, 
assuming the AD curve does not itseU shift, the price level fa.Us, but output 
and employment rise. However, in the recessionary conditions existent in tl1e 
Ul{ e·conon1y it1 2009 1 it was tnucll tnore likely that a falling price level vtould 
signal a bad deflation . A bad or 'm align' deflation, sh ovn1 in the right-hand 
panel of the diagram~ is ,caused by a collapse of aggregate demand negative 
multiplier e-ffects) and possibly by a credit crunch. 
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Figure 8.18 Good or benign and bad or ma t~ g n de fl ab o n s 
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Are lower prices a good thing? Not really 
Deflation - ~fit gets out ot control - can be just as bad as inflation. Like inflation. deflation is a form of 
monretary instability. it disrupts, the price mechanism, so people become confusred about the true value of 
things. Consumers see prices a re going to faU. so threy defer purchases and even procrastinate on rot her 
decisions, such as getting married, in the rexp1ectation it will be cheaper later. Pay rises are f1ew and far 
between. Economic growth is almost nron~existent. 

In a deflation , nterest rates may app,ear tor be low, but may actually be high. Th is is exptained by the differeniere 
betw,een nominal interest rates and real ones. For example, if the Bank of England's base rate is 2o/o, ,and 
prices are 'falling at 3°/o. real interest rates are actuaHy §<Vo. The cost of borrowing is, therefor,e, actually higher 
than pe,ople think. Owing £10 is a heavier burden at the end of th 1e y·ear t han it w.as at the beginning. A factory 
must sell more widgets, a farmer more milk and a shop more goods to mreet those month Ly interest payments. 

When people wake up to this, they might. t.ak.e steps to remedy the situation quickly. For individuals, the key is 
the housing market. It it cracks and those with huge mortgagres - secured on a dwindling assret - suddenly 
put their hom,es up for sale. a deflationary spira L could erupt. In a perirod of deflation, the real v,alue of 
people's debt rises; this reduces net w,ealth and often leads to lower spending. 

Follow·-up questions 
Who may benefit from deflation in an ecionomy? 
What is a · deflationary spiral'? 

8.4 The balance of payments on 
current account 

Qi---T_h_e_i_m_p_. o_r_t_a_n_c_e_o_f_i_n-te_r_n_a_t-io_n_a_L_t_r_a_d_e_f_o_r_ 

an economy such as the UK 
ln Chapter 6, under the l1eading 'A satisfactory balance of payments' (pages 
145-46)1 w,e. mentioned e'l\.-pons and imports~ which are the t\vo main sections 
of the curr,ent account of the balance of payments. Before ,ve examine the 
balance -of paymenls in more detail, ,ve shall introduce you to the general case 
for counnies trading Vlith each other in an open world economy. 

Imagine a small country such as Iceland in a v.ror]d without inte·mational trade. 
As a ,closed economy~ Iceland's production possibilities are limited to the goods 
and services that its narrow resource base can produce. This means that lee.lands 
avenge costs of production are likely to be high because the small population and 
the absence ,of expott markets mean that economies of :sca]e and long production 
runs cannot be achieved. At the same tnne) du~. consumption possibilities of 
le.elands inhabitants are restricted to the goods ih.at the cou1uiy can produce. 

Compa1·,e this mth Ic,eland's position in a i 1torkl completely open to international 
trade. In an open economy, iniports of raw materials and energy: greatly boost 
Iceland 1s production possibilities. ln 'theory at least, Iceland can now produce a 
1nuch "Wider range of goods. In practice, hovn~ver) Icela11.d produces the relatively 
fe"v goods and services 'that it is good at producing, and imports all the rest. By 
gaining access ro the mu.eh larger world market; Iceland~ indusuies be11efit from 
economies of .scale and long production runs. Likewise, imports of food and 
other consumer goods present lcelands inhabitants ,;,.vtth a vast array of choice 
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and the possibility of a much higher living standard and level of econo1nic 
welfare tha11 are possible in a ,vorld without trade. 

While.· the UK is a much larger country than Iceland, it stiU has a relatively 
nan·ow resource base. TI1e arguments out.lined above about using trade to 
"Wi .. clen production and consumptt.on possibilities help to e,..."Plain the role of 
inten1ational trade in the B,ritish econon1}~ The UK's econon1y is dependent 
on foreign trade. Successive B1itish governments have supported free and 
unrestricted trade and the UK has few restrictions on foreign trade and 
i n.v,est me-nt. 

Q ~Th- e~ U-K-.s-b-a-la-n--c-e-o-f-p-ay- m~ e-nt-s~~~~

~ -····························: 
: KEYTERMS ~ 
• • 
: current account deficit occurs : 
~ when currency outflows, in ! 
• • 
: the current account exceed : 
• • 
: currency inflows. It is often i 
• • 
: shortened to ·exports Less ! 
• • i than imports·. : 
• • • • : cu rrent account surplus : 
• • : occurs when currency inflows : 
I 6 

: in the current account exceed : 
• • 
; currency outnows. It is often : 
• • : shortened to ·exports greater ~ 
• • 

The current account 
The n1,ain sections of the cun-ent account, v,rhich are shovrn in Table 8.4, aTe 

'the balance of trade in goods) the balance of trade in sendce.s; net income 
tlo,ws and net ,current tni.nsfers . The current account is usually regarded as 
the most important pan of the balance of payments because it reflects an 
economy's international competitiveness and the extent to which the country 
is living \Vi.thin its 1neans. lf the currency outfiovts in. the current account 
exceed the currency inflows, there is a current account d fici t . ]f receipts 
exceed payments) there is a current account s u rplus. 

Table 8.4 shoi.vs a revised estimate o,f the UK's current account for 2013. 
pubH.shed by die ONS iln Septe1nbe:r 20 I 4·. (In later publications) it is likely 
that the figures \ViU change, as the 0 1NS regularly revises its data.) 

; than imports'. i ,One very in1portant point to note is that in Septen1ber 201 4 the ONS 
c.~ .......................... ------111 changed the way in \\·hich it presents the statis tics for the current 

accoun t of the balance of payi'llents . The itein (Balance of primary 
income) in Table 8.4 used to he referred to as 'Income balanc,e>, and the 
item 'Ba.laTtce of secondary in come' used to be referred to as 'Current 
transfers balan.ce). The titles Balance of trad in goods) and. 'Balance of 
lrade in services) did not change. 

Table B.l. 

Sections of the current account. 20 13 (£ million] 
Balance of trade in goods - 110, 196 

8a lan.ce of trade ~n services +78~096 

Balance of ,primary inco:me - 13,133 
8a la nee of secondary i1ncome - 27.162 
Ba lance of payments on the curre nt account - 72 395 

' 
Source: ONS Balance of Payments, Q2 201~. publishe·d 30 September 201! 

F,or each of the sections of the current account and for 'the cun·ent account 
itself sho,vn in the bottom row of Table 8 . 4 1 a plus sign (+) indicates a credit 
hem (net currency flov.ring into, the UK)} and a minus sign(-) indicates a 
debit iten1 (net currency floMng out of the UK). Tl"le balance of trade in goods 
is son'letimes called the balance ,o,f visible t1ade 1 and the balance .of trade in 
services is part of the balance of in.visib le trade. 

The story that ,can be read :into tbe figures is quite worrying. On an annual basis, 
the current account deficit rose to about 4 .4 % of GDP, or over £.72bn) u1. 2013~ 
which was s1ighdy narrov...-er than the reco1rl deficit of 4.6% of GDP v.rhich occurred 
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: KEVTERM i • • i balance of t r ade in goods the i 
• • 
; part of the current account : 
• • ! measuring payments for i 
: exports and imports of goods. : 
• • 
: The dif ference between the : 
: ! : total value of exports, and the : 
• • 
: totai l value of impo,rts of goods : 
• I 

: is sometimes, called the : • • • • 
: 'balance of v isible trade'. : 
: : 
····~,,~···············-

~ ··~··················~·······, 
: STUDY TIP ! 
• • : You must avoid c,onfusing the : 
• • 
: balance of trade in goods with : 
• • i the whole of the current i 
: account, ,and the current : 
• • 
: account w ith the balance of : • • 

! payments as a whole. f 
• • • • ...................................................... 

in 1989. Figure 8.19 shows the changes in the four sections of the current account 1 

and the current account itself~ over die 10 years leading up to 2013. 

The ONS~ chlef economist said the recent current account deficits ,vere 
mainly being driven by a fall in . income from investn1ents ,earned abroad~ 
rather than deteriorating net trade position. Britain~ ni.vestment income deficit 
of £10.3bn in the fourth quarter of 2013 (pan of the primary incon1e account) 
\Vas the largest on record. In many previous years; th.t~~ UK had enjoyed a 
substantial surplus of investment income. 

The consensus view among economists ,vas that the size of the current 
account deficit is unlikely to, cause a crisis in the near tern1, but \\!~as 'storing 
up big problems for the future' . 

The main sections of the current account 
We shall no,v take a closer look at ·each of the fo,ur sections of th·e current account. 

The ba lance of trade in good.s 
The balance of trade in goods shows the extent to which th,e value of 
eArports of goods exceeds the value of imports, and vice. versa. Table 8 .4 does 
not indicate. tl1e total value of exports and imports, whi.cl1. were respectively 
£306 8]0 million and £417~006 nrillion in 2013. The balance of trade in 
goods ,vas therefore in deficit to the tune of £ 110;196 million. This figure is 

shown in the botto1n to·W of Table 8 .5 . 

The balanoe of trade in goods can also be disaggregat:ed (broken up) 
into differ nt forms of trade in go,ods, such as the balanc s of trad in 
nianufactured goods and non-manufactured goods. Some of the different ways 
of disaggr,egating th balance of trad in goods are shown in Table 8. 5. 

Table 8~5 Se lected ·item s from th·e UK balance of trade i,in goods, 2013 [£ million) 

Ba Lance of trade ,in food. drinks and tobacco -118 388 • 
Ba lance of trade in raw materia ls [basic goods] - 4,82 1 

Ba La nee of trade in otl - 11 0 01 3 • 

Balance of tradle ~n manufactured goods -5,4~560 
Balance of trade in all goods -110 196 

Source: ONS Balance of Paymeilts, Q2 20 U .. , published 30 Septe·m ber 2014 

01ata presentat'ion 
Take n ote of the word 'Selected~ in the captions of Tables 8.5 and 8 .6. The ,Nord 
tells you that not all the items m the balance of t1.ade in goods and the balance of 
trade in services are in the tables. Selections such as these uy to separate the most 
inte1esting items f:ron1 tl1e 'ba~~,und noise' of other ped1aps less interesting items. 

Table 8.S sho:,vs that the UK is a n et in1porter of primary products (food and 
raw materials), and had also by 2013 becon1e a large net impo·rter of oil. Up 
lJntil 2005, the UK enjoyed a balance o f trade surplus in oil 1 as a result of 
the development of the North Se-a oil and gas fields in the 1970s and 1980s. 
Ho,vever) depletion of tl1ese fields means that the UK nmv i1nports 1nucl1 of 
the energy it uses) including coal and natural gas as ~tell as oil. 

The balance of payments deficit in manufacrn1~ed goods is significant. Apart 
fr.am the periods during and immediately following the First and Se-eond 
World Wars , for over 200 years Britain was a net exporter of n1a1--iufactured 
go,ods. In the 1nid-n ineteenth ce.ntu1y, Britain vfas the ·worksh op of the world'. 
This has now changed. ln the early 1980s the UK becan1e a net importer of 
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manufactured goods. The 1na.nufactured goods deficit is nov.r huge1 reflecting 
loss of oon1petiliveness> the resulting deindustriahsalion of the UK> and the 
fact di.at m,ost manufactured goods are. no~" produced in em·erging-1nark t 
countries, particularly in China. 

Has the UK once again become a net exporter of cars? 
In 2011 it was estimat,ed that rising ,exports to n,ew markets such as Russ ia and China would increase the 
number of cars built in British factories in 2012 by 9o/o. The Society of Motor Manufactu rers and Traders (SMMT)I 
pre cl icted that UK car manufacturing woulcl continue to rise at the same rate for at least the next 4 years,. 

Eight out of ten cars currently built in the UK end up on fore ign roads. British-mad,e cars are now sold in more 
than 170 countries. And the UK is a bout to make more money fr1om exporting cars than it spends. 10n importing 
them. Jaguar Land Rover recorded its highest ever a1nnual sales in 2012 with a 76°/o growth in China. 

Dr Peter Wells, iof Ca1rdiff Univers.ity s,ays: ·overau. we·r,e do,ing fbllllon · 

fantastically· well at a ble.ak time for car manufacturing around the 2 

0----------------------------------------world. Pres,tige brands such as Jaguar s,eem to have come through 
-2 

better than we expected, while other companies have sought out new 
markets. In the Middle Eas,t and Africa, there 's an appreciatia,n of 
British culture and heritage. On its own, Britishness is not enaiugh 

-6, 

- 8 
to sell ears but underpinned by 1qua Uty and performance it gives us 
an ,edg1e. In China and Russ.ia there are individuals, with significant 
wealth who want British-made cairs.' 

-10-1------------,-------------------_. 
1997 2000 2003 2006 2009 2012 

Figure 8.20 The UK"s. balance of trade ~n 
passenger cars. 1997-2012 

Follow-up que,stions 
1 'The recent success of th,e UK ear industry reflects in,creased price and quality competitiveness.' Exple1i n 

this statement . 
... H1ow might the UK's membership of the Europ,ean Union hav 1e affected the growth of the British car industry? 

w The recenc im.prove1nent 'in the balance of irade in auiomobiles 
1 

sho\\>"11. in 

~ Figure 8.20 in the case study, is an exception to the decline of manufactured 
~ exports and the groMh of manufactured impons. As the case suJJdy predicted; 
~ after years of i.tnporting 1nor,e cars than it exponed, it was expected that the 
~ UK's trade baJance vehicles ,~,...ould move into surplus in 2013. This seems to 
~ have happened. A repon published in April 2014, wi-itten by the consultancy 
u and accountancy firm KMPG and commissioned by the Society of Moior 
~ ,--. Manufacturers and Traders (SMMT). stated: '77% of vehicles produced in 
c:, ~ ·····························= ' 5 : ·sruov TIP I 2013 were expo,ned. The average value of vehicles imponed in 2013 was 
u ; Make sure you have some : approximately £13 !OOO compared to an average of £20,600 for vehicles ,exported> 
~ ~ % 

; knowledg1e o'f th,e balancies of : mea1tl11tg that the balance of tra.de for vehicles is £70 million net e1,..-pon.> 
• • : trade in items such as = i i A large nun1ber of cars continue to be n1anufactur,ed in the UK, albeit in 
• manufactured goods, oil and • i automobiles. ! 1he Japanese-o\\rned plants created by foreign direct investment in the 
i ............................... ______ = late 1980s and the 1990s. The UK plants o-wned by Nissan~ Toyota and 

~ ···················~·····~···: 
-= KEYTERM : • • • i 

! balance of t rade in servh:es is ; 
• • : part of the current account and i 
t • 

! is the cl if'ference between th1e : 
• • 
: payments for th,e exports of : 
i services and the payments for i 
• • 
: the ; m ports of servic,es. : 
• • • • ..•.•••.....••..•..•.. ~ ........................ .... 

Honda are modem, incorporating s tate-of-the-art technolo~ and labour 
productivity is high. Following the closure of MG Rover's plants in 2005, the 
deind.ustriaHsation . of lhe UK car industry has for the moment come to an end. 
H owever o\\rnership of Jaguar and Land Rov,er has moved to h1d.ia., raising 
fears that production may als,o eventually move there. 

The bala1n,ce of trade in services 
The decline of manufacturing and the gnJ\vth of service indust1ies nitean that 
the UK n ow ha5 a post-industrial and service sector econo11.ny. This is reflected 
in the balanc f trud .,. in scrvic s sho,;,\rn in Table 8.6 . 



Table 8.6 Selected items from the UK balance· of trade in se rvices~ 2013 [£ mHlionl 

Balanc,e of trade in transport +1 ,726 

Ba La ncQ of trad Q in travral - 7.497 

Balance of trade 1n telecommunicatiion. computer @1nd infor,mati·on services +5.2() 6 

Balance of tradQ in i,nsurance eind pension serviCQS +20,362 
Balance of trade in financia t services +38 127 • 
Ba lance of trade in i.ntellgctual property +2 .79 5 
Balance of trade in all serv·ices +78 096 • 

Source: ONS 8E1l8 nc~ af Payments, 02 201 ~. published 3.0 Se ptember 201 ~ 

Wbereas most manufactured goods are internationally tradable, the same is 
not generally true for services such as retaili11g car 1-epair and hairdressing. 
Services such as these are p roduced and consumed in the non-intet11ationally 
traded econom}~ or sheltered economy~ However) many services \vhich were 
previously produced v.rithin the UK are no'\\i~ being iinported. This is an 
in1ponant p~rt of the globalisation process. 

,-- UK companies\ \Vhich used to produce services 'in-house\ no\v outsource 
~ ·····························: i STUDY TIP i or buy in the services fro111 outside suppliers, often located in countries with 
i Make sure you appreciate the ! che~p labour. UK-basr:d compani,es are 1,ocating ~ack-office) service- activities 
I importance 1of financial i ove:rseas~ including many financial and JiCT-related services. Many call centves 
~ services in the balance of ~ proYiding customer services and direct marketing services hav,e moved to India. 
a • 

: trade in services. You should : i also appreciat,e the j Nevertheless, as Table 8 .6 shows, the UK is still a significant net exporter 
· : of financial, insurance and JCT services. These industries illustrate the U K)s : significance oif exports ,of : 
i financial services to the UK i competitive advantage in service sector industries, thoug11 the picture is not as 
i economy. : rosy in industries such as travel and tourism~ where B,ritons now spend much 
: ................................. ._ _______ : more in other countries than o,verseas residents spend in the UK. 

Q A E ST~DY 8.t, 

The UK financial services industry 
This case study was writt,en in the aftermath of th,e 2008/09 recession. Since then. with r,ecovery under way. 
the future of the UK. financial servic 1es industry may be more promising than w.as thought in 20110 and 2011 
when the UK economy was "flat-lining·. 

The finandal servic,es s,ect,or is a significant contributor to UK income a1nd employment. Ove,r a m;u~on people in 
Britain are employed in financial servicesi of wh~ch tw,o-thirds are based outside L,ondon. Financial se1rvk es is :al·so 

on,e of the larg 1est expo,rt industrie,s in the UK. 

The finandal crisis that beg.an ijn the sum1m1er of 2007 has. however. highlighted the n,eed for a mo1re resil ient and 
su sta, inable f1inancial services industry to support the broa,der economy. In addi tion to being an important part ,of the 

ec,onomy in iits own rjght, th,e financia l se·rvkes sector provides essentia ll credit and finandall services t,o businesses 
and households. 

During the p,er iod afte·r 2000 the e·xpansion of the finandal sector was a s~gnifka1nt influence on the growth r ate o,f the 

economy ove,rall. But the r,ecent growth of the sector has be,en reversed, reducing 1GDP perm1an,enUy by about 1.9%. 
The country wHl suner a further lloss of ineiom1e as a result of the losses that banks have made 1 ,glv~ng a totat faU in 

national income of about 2 .4o/o~ and reducing giov,ernment revenue by about 1 °1o of rGDP. 

Follow-up que,stions 
Exp la in two reasons for thre temporary declinre of the UK financial se rv ices i ndus,try af t,er 2007. 

_ The growth ot the flnancial serv ices industry has led to an unbalanced economy. How might the UK ,economy 
be ·rebatancred"? 
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11,nvestment inco,me 
- . . •••••••••••••••••••••••••••••: N h h h f ~ e t inve stn1ent incornc v.r ic is t e 11.1.ain component o n et prin1._a.ry 

: KEYTERM i • .. incom e flows shown in Table 8.41 is the income earned, mainly by UK 
: net investment income the i 
J difference between inward and i co1np anies i from assets owned abroad, minu.s a similar flow of incotne 
: ioutward Uows of investment : received by overseas muhi.national com.panies from the assets they own in 
• • 
; inciome. When net investment ; the UK. Investn1en t in com e divides in to in come from direct investments 
! income is posi tive. the u K is f ov,erseas l and income fro,m portfolio in.vestments overs· as. BP investing in 
f earning more income i 1h.e con struction o f a new oil refinery in. tJie US Gulf Coast region would 
! generated by the dire et and i be an example of overseas dir,e,ct investment. Profits generated by the 
• • ! por tfo lio1 investments held ! oil refinery an d flowing back to the UK in futu re years \vould be inward 
i abro1ad than it is pay ing t10 ; investmenl inco1ne. But ,vhereas direct investmen t involves spendin g 
i ove rseas owners of ea pital i on physical capital such as factories, shopping malls and oil refineries> 
i assets in the UK. lnves tment ~ po,rtf olio investm,ent is the acquisition by financial firms such as p nsion 
~ inciome is the m,ain component ~ fund s and insurance compan tes of fin an cial assets such. as shares and 
i of primary income flows in the ! bonds issued by firms and governments outside the Ul<. Dividend inco1ne 
! current acciount of th,e bala nee • 
: : paid by overseas con1.panies~ an d interest p aid> for ,ex.ample) by overseas 
: of payments. ~ l h h fll h u- 1 f . d f11 f 
=·~~!lo!l••l!!o•••"!!•*"'!l••"···41111------·· governments, wnic t ·en ~ o,v into t e K are exan"1p es o 1 1nvlar o·\vs o 

income gen erated by p ortfo lio investn1ents. 

For many years, UK net investment inciom e was strongly positive; the result 
of decades of outward inv,estm ent which built up a huge stock of overseas
Located assets owned by British companies an d residents. 

Ho,vever this has ,chan ged an d the inves'tn1ent incon1.e ac-count is now 
in deficit . Between 2012 and 2013, the inves tmen t incom e deficit for the 
UK increased from £..4 ,841 miHion in 2012 to £12,337 m illion in 20131 

according to the O NS's estimate publish ed in September 2014. (Note: 
investn1ent incon--ie is ,011ly one p art ~ albeit the main p~ut~ of primary 
incom e~ w h ich

1 
as Table 8. 4 sh ows, was in deficit to the tune of £13, 133 

million in 2 013.) 

~ 0:: -~ ~ ............................ ! 
The large surplus in investment incom e in the pre-recession years ,vas largely 
th result of the wiUingness of banks and ,co,mpanies to build up ownership of 
assets in other countries by taking risky, but high -yielding bets. ln the more 
cautious post-crisis nvironment, ri,ch people living in the rest of the Vv"orld 
have invested heavily in the UK which they see as a 'have.n 1 safe from p olitical 
turbulence in other co-untri.es. The rapid build-up of UK assets now OYl1:1,ed 
by overseas-b1ased co1:npanies an d rich individuals has led to an inveslment 
incon,e outflow. Th fall in income earnt by UK inv"""estm nts ,overseas an d 
persistent UK budget deficits financed by overs,eas borrovling have also been 
contributo1y factors. 

• • 
~ ~ transfe rs payments flowing ~ 
u : between countries in fo1rms : 

• • 
~ : such as foreign ,aid. grants . : 
0 • • 
z : pr ivat1e transfers and 1gif ts . : 
8 E They are payments that are ! . ' . 
UJ i made without anything of i 
a, : economic value being received : 

• • 
i in return . Not to be confused in : 
i this context with the pa rt oif ! 
• • 
: 

1gover nment spend ing in which : 
• • 
: tax revenues, are paid to : 
• • 
: people such as pensioners. : 
! wi thout any output being i 
• • 
: produ,ced in retur n. : 
• • • 
... • • • t ' .... .. ,. • •• · · ·····--------· 

Transfers 
The deficit on current tran sfers or secondary income increased from .£22,195 
n1illion in 2012 to, £27,162 miUion in 2013, again according to the ONS)s 
estimate published in September 2014 . Britain has long had a negative 
secondary incoine balan ce, caused by the UKs net contributions to the ·ru 
budget) overseas aid and the cost of maintaining armed forces in cou ntries 
such as Afghanistan . 



TE IAL 

equilibrium and disequilibr·um in the balance of 

It is important to avoid confusing balance of payments equilibrium with the balance of payments · balancing·. 
Balance of payments equi lib1rium occurs when the current a1,ccount more or Les,s balances over a period iof 
y,ea rs. and is perf,ectly corn patible wHh the occurrence oif short-term current account deficits and surpluses. 
Fundamental disequilibrium exists when there is a persistent tendency for pay-ments tor imports to be 
significantly greater or less than payments for exports over a period o·f years. 

The balance of payments must balance in the sense that all s1ections must sum to zero. In practice. however. 
the es Umat,es of the items. in the balance of payments, nev,er sum to zero. This is simply beca us1e trade flows. 
and other it 1ems in many of th 1e s,ections of the balan,ce of payments, ar,e ina,ccurately measur,ed and r 1ecorded. 
For example, a drug dealer flying a light aircraft into a remote land ing s,trip in Essex is hardly Ukely to 
declar1e the value of the cocaine he is iHiegaUy importin1g. Hence, a balancing it1em UabeUed as 'net errors and 
omissions'] is includ1ed as a "mistakes it1em' to1 mak·e the balance 1of payments sum to z,ero. 

As mentioned earlier, the statisticians who constru 1ct the UK balance of payments use a continu 1ous revision 
m,ethod of measurement. When the estimates of the balance of payments for a particular year are first 
pu bUshed soon after the end ref the year in ques.t ion. the balancing item is usually large. In this situation. the 
estimated figur,es sh 1ould niot be trusted compl,etely. However; in subsequent months and years. the balan,ci ng 
item usuaUy decreases. In the light of new and previously unavailable information, the statisticians whittl,e 
aiway th,e balaincing item. allocating it to one or more of the real trade, investment i ncom1e, or capital flows in 
the balance o,f payments. 

0 ----A-p-pl_y_i n_g_A_D_/_A_S_a_n_a_Ly-s-is-to_t_h_e_c_u_r-re_n_t __ 

account of the balance of payments 
ln section 8.1, and in Chapter 7, th,e n1eaning of aggregate demand in the 
econ.omy vvas xplained, together v,,ritl1 the aggregate den1cand equation: AD= 
C +I+ G + (X - M). We sho,ved how

1 
in an AD/AS graph> an htcr,ease in 

any of the c,omponents of aggregate demand (CJ I! G or (X -M)) causes the 
aggregate demand (AD) curve to shift right\vard~ leading to a new equilibrium 
natio ~1il incotne. 

We shall no,v apply AD/AS analysis to explain lllo\\7 a cl1ange in n et exports, 
or (X - lvO, affects the nadonal e·conomy. As mentioned earlier1 the current 
account includes non-trad.e items (investment income and transfers) as 
well as e,rports and imports. liowever, for the rest o,f this section , vle shall 
assume that exports and i:m:nports of goods and services are the only two 
sections of the current account o[ the balance of payments . Given this 
simplifying assumption, there is a current account surplus ,vhen 11.et expons 
are positive (Le. X > M), and a current acco,"unt deficit when net exports are 
negative (i. e. X < M). 

Exports are an injection of spending inlo the circular flo"'· o f incom.e, whereas 
imports are a leakage or with,drawal of spending fron1 the flow (refer to 
Figure 7 .4 in Chapter 7, and to the accompanying exp]anation of the circular 
flow diagram). 

Suppose initially that X = M; which means there is neither a surplus nor 
a deficit in the currenl account. Note a]so that in this situation. given 
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: You must be able to use the i 
• t i AD/AS ~odel and the circular j 
: flow of inc1ome t 10 ,analyse how : 
i changes in exports and/or i 
i imports affect macroeconomic ! 
• • 
: performance: that is, short- : 
• • ! run growth. em pLoyment a ncl i 
: inflation. : 
• • 
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Figure 8~21 How an increelse in 
exports can affect the nationail 
econo.my 

~ ·····························: 
: KEYTERM : 
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i expo r t - Led growth in the : 
• • 
: short run, econom ire growth i 
• • : resulting from the increase in : 
• • 
; ,exp,orts as a component of : 
: h • : aggregat,e demand. In t -e long ! 
• • 
: run, economic growth : 
• • i resulting from the growth and i 
: : increased international : 
• • 
: comp 1etitiveness of exporting i 
• I 

: industries. : 
• t • • • ...................................................... 

the assumption of no non-trade flo,vs in the current account, foreign 
lrade injections into the circular flow of income exactly equal foreign 
trade withdrawals from the fl ow. When X = M, the current account has a 
neutral effec t on the state of aggregate demand an.d on th.e circular flo,v 
,of incon1e. 

Ho,vever, at the next stage, overse:as de1nand for B1itish exports increases, 
but UK de.man d for imports remains unchanged. This means there is a nel 
injection of spending into the circular flo,v of income. TI1,e current account 
m oves inlo surplus, with X > M . 

In the AD'/AS diagram u1 Figure 8.21, the increase in e>..'-pOTts shifts the AD 
curve to the right. What happens n ext in the economy depends on the shape 
and slope of the SRAS curve around the initial point of equilibrium national 
income. ln Figure 8 .21, equilibrium national income is initially at point 

X) which sh o\VS the econon1y in deep rec·ession. suffering fTon1 deficient 
aggregate demand. In this situation 1 any event that increases aggregate 
demand increases the 1,evel of real outpu t in the econo1ny and causes 
demand-deficient unemployment to fall. An increase in expons is just such 
an event1 shifting the AD curve from AD1 to AD2. This ea.uses real output to 
rise from J1 to J2; though at the cost of some i.nflation 1 since the price level 
rises fron1 P1 to P2. 

Follo,ving the right\vard shift of die aggregate demand curve to A.Di, 
equilib1tun, nati,o·na] income is now sho\.Vll at poit t Z. A.s the SAAS curve 
becomes steeper, 1noving up the curve) the diagram tells us that the main 
effect of a further shift ,ocf the AD curv·e from AD2 to AD3 falls on the price 1 vel 
rather than on output and jobs. Output increases~ from y 2 to y3 ) but the price 
level also increases to P3. As fuU employn,ent approaches, export demand 
becomes inflationary rather than reflationary. 

Ne.vertheless> in this situation, the growth in export demand eliminates the 
deniand deficiency p reviously existent in d1e economy. The econon1y ends 
up on its long-run .aggregate supply (LRAS) cun\"e, \Vith equilibrium national 
income at point V . 

At point V, Vlhat happens next in the economy depends on assumptions 
t"llade about the nature of short-run a.ndl long-run aggregate supply. In 
Figure 8.2 1, ,vhen the economy produces on the vertical LRA5 cunre , any 
further increase in the den1and for ,exports leads 011ly lo the price level 
rising above P3 J without any sustained increase in real ou tput. Hov.rever, 
there is another possibility. Foreign de1nand for a countrys exports may be 
a response to favourable supply-side conditions in the domestic economy 
which shift the LRAS curve to the right. This tneans the economy can 
produce and supply the goods needed to meet the increase in export 
den1and witl1out generating inflation. This is th e desired r,esult of exp or t
led gro,vt h . The German an d Japanes,e economies enjoyed e.xport-led 
growth frotn the 1960s to the. 1980s, and China is now enjoying similar 
benefits. Ho\\re·v,er, the world"'ride gro'V.rth of demand for Chinese exports 
has begun to cause inflation in the Chinese econon1y . 



~ .......................................................................................................................... ._.. .............................. : 
: QUANTITATIVE SKILLS 8.2 ! 
• • • • i Worked example: making calculations from balance of payments data I . - . 
• • 
: T1he following da.ta shows the balance of payments on current a:ccount ,0if a particula,r country: : 

i Table 8.7 i • • . " • • • • II 

' • • • • • " • I 
I! • • 
' • • • • • • • • 

: Calculate tlhe country's balance of trade in g;oods in each of the 4 years. Comment on your a,nswers. : 
i : 
: The calculations involve subtracting the batance of tr,ade in services, net income [primary income) and current : 
• • 
: transfers (secondary incom,el from the current account balance in each of the 4 years. : 
• • I I .. . 
: 2'012: -£ 15 bi Uion; 20113: +£17 billion; 2014: +£38 billion; 2015: +£93 billion. : 
• • .. " • • 
: Over the 4-year p,eriod, the balance of tr,ade in goods moved from ,a deficit of £15 billion in 2012 to a surplus of : 
" . 
: £93 billion. The current ,account as a whoLe and the balance of trade in services wer,e in surplus throughout th 1e : 
i period. Net income flows were in deficit throughout the period (except for 20141~ which means that more prof its ~ 
• • 
: and other jncome were flowing into the country than flowing out. Current transfers switched from being positive : 
• • i to negative, ,and th 1en to positive and negative ,again, but the net tr,ansfer Uows were generaHy smaUer than the i 
: net trade and inrcome flows. : 
• • • • 
·························~·····~··················································································4··························· ......................... .... 

TEST YOURSELF s., 
Figure B.22 shows a country's trade deficit in goods and its current 
accr0unt balance for the years 2009 to 2014. Suggest one possible reason 
which might explain why the tr,ade deficit is smaHer than tne current 
account deficit. 

Bllllnce of payments 
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Figure 8.22 The balance of payments on current account and the trade defid t for a 
pa rticula·r country, 2009- 14. 

~ -······························································································: 
: SYNOPTIC LINK ! 
• • 
: Supply-side policies. explained in Chapter 9. can be used to try to achieve : 
• • : export-led growth. ! 
• • • • ...................................................................................................................... 
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Export--led growth, the need ta export to BRIC countries, and the ·march of the makers' 
The pre-2008 UK boom resulted in large part from too much consumption and too little· saving. For recovery 
from r,ecession to L,ead into Long-t,erm growth, export-led growth is crucia l. But achieving ,export-led growth 
is much eas.i,er said than done. requir ing UK goods and serv ices to be quality competitive as well .as price 
comp,etitive. Im proved quality competitiveness, which involves good design .and well-made products, may 
on Ly be achievable in the Long run if helped by improvements, on the supply side of the economy. 

Slow growth jn many ,eurozone countr ies underUn,es just how important it is for the UK to 1div,ers ify its export 
efforts ta1 countries such as Brazil, Russia, India and China. But. it has been said, 1he UK exports. more to 
Ireland than it does to all the BRIC countri,es combined. The new middle clas.ses in emerging economies have 
significant spending power and growing demands. for som,e iof the high-end goods which the UK can provide. 
British products, ta lent and culture continue to command ,global appeal. If anyth ing. the d,esi rabiUty of the 
'Made in Britain' stamp is increasing - ,apparently in Japan it is more pres,tigious to o,wn a !N issan car made 
in Sunderland than one made l1oca Hy. 

Despite its often maliigned reputation, the UK manufacturi ng sector is in th·e top ten in the world and 
responsible for 70°/o of UK r·esearch and developm 1ent. In 20111 Chancellor George Osborne said: 

W,e want th,e words: 'Made in Brjtajn·, 'Create·d in Brjtaihi'1 ·oesi,gned in Britain\ 'Invented in Britain' to dr ive our natjon 
forw.ard . A Br~tain ,carrijed al,oft by the miarch of the makers. That is h,owwe· wiU create jobs and suppor t famil ies. We 
have put fuel into the tanks of Ui,e Br~Ush econ,omy. 

In his rhetoric, the Chancellor was setting out ·the cas,e for ·r ebalancing· the UK economy in favour of 
manufacturing, partly because. compared to service industries, manufacturing contributes a lot more to 
UK ,exports .. T1ogether with oth,er economis,ts a1nd politicians, Osborne wants Britain to ·reindustrialise'. He 
sees a resurgence of manufacturing ,as v ital f,or export- Led growth. But with an ever-burgeon ing deficit in the 
balancie of trade in goods, just how successful has be,en the 'march of the makers'? 

Follow-up questions 
1 The passage is generally optimistic about the possibility of export- led growth. Expla in three reasons for 

being more cautious. 
Assess wheth,er in ·the UK economy today, a ·march of the makers' is, in fact ·taking place. 

o~~~~~~~~ 
Do current account deficits pose 

~ ~ ............................. : 
: KEVTERM : 

problems? 
\Vhile a short-run deficit or surplus on current account does not pose 

::E: • • • • 
~ ~ reindustrialise growth of i 
o : manufacturing industries to : u . + 

UJ : replace industries which have : 
i = : disappeared or declined : 
• • 
: significantly ;n size. : 
• • : Reindustrialisation is the : • • • • 
: opposite of deindus triaUsation. : : . 
···~·-·~-, ,,, . ~--····••"illlllllllllllllllllllllllllllli 

a problem , a persistent or l ong-run imbalance indicates fundamental 
disequilib rium. However; the nature of any resulting problem dep ends on 
the size and cause of the deficit : the larger the deficit i th e greater th e problem 
is likely to be. The problem is also likely to be seriou s if the deficit is cau sed 
by 'th e uncon1p etitiven ess o f the country's industries. Although in the short 
run a d efi cit allows a countrjls residents to .enjoy livin g standards b oosted by 
imports 1 and thus higher than would b e possible from d 1e consumption of d1e 
cauntry1s output alone , h1 the long run) the decline of the countrys industries 
in the face of inten1ational ,co1npe tition lo,vers H ving standards. 

ln a poor country, a cu rrent account deficit can b e justified because of the 
countl)'"S need ·to in1port capital goods on a large sca]e to modernise the 
c ountrys infrastn1cture and to promote econo1nic developm e11t. However, 
·the re is always a danger, as the experience of countries such as Nigeria has 
shovn1, that the deficit soon b ecomes 1he m eans for finan cing the 'ch ampagne 
lifestyle' enjoyed by the country)s ruling elite. 



o~~~~~~~~ 
Do current account surpluses pose 
problems? 
While many people agree that a persistent current account deficit can pose 
serious pr,oblems, few realise that a balance of pay'1llents surplus on current 
account can also lead to probletns. Becaus,e a surplus is often seen as a sign of 
nahonal economic virility and success, a popular view is that the bigg-r the 
surplus, the better must be the country's perfonnance.. 

Insofar as 1he surplus 1neasures the competitiveness of the. country~s exporting 
industries. this is obviously true. There are 1 nevertheless, r,eas,ons why a large 
payments surplus is undesirable, though a small surplus may be a justifiable 
objectiv,e ,of gov.ernment policy. 

Two arguments against a persistently large surplus 
• O n e country's s urplus is a no ther co untry's d eficit. Because the 

balance of payments must balance for th.e world as a whole> it is 
hnpossible for all countries to nrn surpluses simultanE>ously. Unless 
countries with persistendy large surpluses agree to take action to 
r ,educe their surpluses, deficit countries cannot reduce their deficits. 
Deficit countries may then be fo:rced to impose import ,controls 
from \Vhich aU counnies) including surplus countries) eventually 
suffer. In an extren1e scenario. a world r·ecession could be triggered 
by lhe. resulting co Uapse of world trade. At va'!ious times since the 
1970s~ th e current account surpluses of the oil-producing counti~ies 
have led to this pr,oblem, as has Japans and more recently Chin.as 
payments surpluses , which have been the counterpart to the US ·trade 
deficit. 10n several ,o,cca.s:ions; the US government has faced pressure 
fron1 US n1anufacturing and labour interests to introduce import 
controls and nther forms of protectionism. V/hen introduced, US 
protectionism undoubtedly harms "''orld trade. Non~oH-exporting 
developing counutes; almost i.n.,ithout exception, also suffer chronic 
defi:cits 1 although these are very different from the US n·ade deficit. 
The imbalance o.f trade hetwee.n more developed and less developed 
countries cannot be reduced \Vithout the. industriaHs·ed countri.es of the 
'No·rth' taking action to reduce surpluses which have be.en gained at the 
,expense of tJ1e developing economies of the 'South'. 

• A b alance of payn1ents s urplus can be i1-1flatio n ary. A balance of 
pay1nents surplus can b,e an important cause of do1nestic inflation. 
because it is an injection of aggregate demand into the circular flow of 
·h-1come, which increases the equilibrium level of nominal or money 
national inco1ne. If ther,e are substantial u11e1nployed resources in the 
economy) this has the beneficial effect of reflating real output and jobs. 
Ho,vever, if the econon1.y is initially close t,o fuU capacity, demand-pull 
inflation results. 

Acc,es.s the ONS webpag,e www.ons.gov~u k/ons/taxo nomy/ind e,x. 
html?nscl=Balance+of+Payments and flnd out the most r 1eieent 
information about the UK bal a nee iof payments . 
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The current account surp lu.s of 
oH-prod·ucing cot.mtriies can lead 
to problems 

8.5 Possible conflicts between 
macroeconomic objectives 

o~~~~~~~~ 
Revisiting the main conflicts 
On pages 139-40 of Chapter 6 we outlined the main conflicts between 
macro·eco nomic ,objectives, .and the resulting p,olicy trade-offs that can face 
goven1ments, pa1ticularly in the short run. Over the years, UK macro-policy 
has be,en influenced and constrain d by four signifiicant short-run conflicts 
between policy objectives. These conflicts hgve been between: 

• the mternal policy objectives ~f full employment and grov.rth and the 
external objective of achieving a satisfactory balance of payn-ients 

• achieving low unemployment and contr,olling inflation 
• inc1~easing the rat,e of eco1101nic gro·,vth and achieving a m ,ore ·equal 

distribution of income and wealth 
By 'taA.ring the rich more and then transfening the tax revenues to, the poor in 
the form of welfare benefits, UK governments have tried to reduce income 



inequaUties. However1 flee-market economists have argued that such policies 
reduce entrepreneurial and personal incentives in labou r markets, ,vhich 
make the eco,nomy less co1npetitive and the gro\\~th rate slovler. In the free
market vie,v, greater inequalities are necessary to promote. the conditions in 
which rapid and sustainable economic gro,vt]1 can take p]a.ce. 

• between higher living standards now and higher living standards in the future 
In the short term, Lhe e-asies't ,vay to increase living standards is to boost 
consun1ption. However, this 'live now, pay later~ approach means sacrificing 
saving and investtnent, which reduces economic growth. 

• 
: Chapter 9 investigates how monetary policy and fiscal policy attempt to 
• 
: resolve the conflicts ar ising when implementing macroeconomic policy. 

• • • • 
~ 

• • • + • • ......................................................................................... . 4111111111111111111111111 .... 

Positiv1e and neg,ative output g.aps were introduced in s 1ection .S.1 ~n the context of describing th1e economic 
cycle. Figure 8.23 resembL1e·s Figure 8.5. except it shows negative and positive output gaps at particular points 
of time. The trend level of output is the volume of goods and services the economy can produce wh,en it is 
working at its long-run, sustainable productive capacity. lh·e distance from B' to A shows a negativ,e output 
gap. defin,ed as th,e difference betw,e1en trend output at point Band actual real output at point A, wh ich is below 
tr,end output. Likewise, the d ista nee from po1i nt D to point C illustrates a positive output gap, defined ,as the 
difference between trend 1output ,at point D ,and actual real output at point C, wh ich is ,above trend output. 

RealGDP 

Negative OU'lpUt 9i'P Peak 

Recession Recovery 
P.oslthre output gap 

0 

Figure B-23 Neg@tive and pos~ti1ve output gaps shown on an ;conomic cycle diagr@m1 

The existence of ,a positive ,output gap means that th 1e economy tempnrarily iPosrri~ 

produ 1ces a, level of real 1output which is hi 1ghe r than pot1enUa l output at that ~iut 
point in time. However, partly du1e to inflationary pr,essures which emerg1e O ,, t Y2 Ral1n11L -

OUlpUI when there is ,a positive output gap, this Level of output can not be s.usta ined. Normal 

After the peak in the economic cycle has been reached, in the cycle's o~&~1}N 
downswing real output begins to faU back towards trend output. Figure 8.24 NegaUve and 

Negative and positiv1e ,output gaps can also be shown on an AD/AS diagram as, positive outp 1u t gaps shown on 
in Figure 8.24. an AD/AS diagra1m 

To make sense of UliS diagram - and also e,conomic cycle diag1rams such as th 1e one in Figure 8.23, you must 
again understand that the economy can produce te·mporarily ,a level of rea L output whi 1ch is greater than 
potential output. ~o remind you, the SRAS curv,e in Figure 8 .. 24 continues to the r ight of the LRAS curve and the 
normal capacity l1evel of output. Again, this results fro,m the assumption that the ecoinomy can temporarily 
pr1oduce a level of rea l output wh ich is greater than sustainable potential output On t he diagram, a negative 
output gap is shown by the horizontal distance between y1r and normal capacity l,ev 1el of o,utput, and a positive 
output gap is shown by the horizontal distance between the normal capacity level of output and y2• 
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Q t,---R-e-co_n_c_i_li_n_g_p_o_l_i c_y_c_o_n_f l-ic_t_s_i_n_t_h_e_s_h_o_rt-

ru n and the Long run 
w ·hen econon1ic policy objectives are mutually exclusive, it is impossible 
fo,r govemm,ents to achieve all their policy objectives at the same time - at 
least in the sl1:ort run. The r,esuh of this is that governments often trade off 
between policy objre_ctives, attempting for examp].e to co,mbine relatively 
low W1etnploy1nent witl1 relatively lo"7 inflation on the ground that full 
employment a11d absolute price stability .cannol be achieved together. 

Another possibility is that ; over thne, governments change their ranking of 
policy objectives. To win votes, a government may aim for low unemployment 
in the months before a general election, kno,ving that if the election is won, 
policy m~y have to be s\\-itched to the control of infllation. ln the 5 years 
bet\.Veen the 2010 and 2015 UK general elections, the Conservative/Liberal 
coalition government started vritl1 policies of severe austerity ,vhich da1npened 
gro,vth and slo,ved dovrnjob creation. Ho\vever as the 2015 election 
approached 1 the austerity programme ,vas replaced to a certain extent with 
tnore expansionary policies. Many co1nmentators argued , ho,vever, that after 
the 2015 electi,on, severe austerity policies would once a.gain be resunu~.d. 

Pro-free market ec,onon1ists generally believe that successful supply-side 
policies, con1bined with supply~side reform in tllle private sector, facilitate 
the production of high-quality goods and services \Vhich people, in the UK 
and abroad> wish to buy. The recent success o f car manufacturing in the. UK 
is quoted as evidence. According to this supply-side -vi.e~~ n1 the long run the 
sustained econornic growth ,vhich results resolves shon-ru11. conflicts bet,veen 
policy objectives. The· supply-side approach to· economic policy is explained in 
the next and final chapter of this book. 

o~~~~~~~~ 
Policy conflicts and the Phillips curve 

T rade--off and 
menu of choice 

The debate bet,.veen -economists over whether inflation is mosdy caused by 
demand-pull or cost-push [actors is sometin1es conducted with the aid of a 
statistical relationship> the Phillips curve; which is illustrated in Figure 8.25. 

The Phillips curve is named after the Keynesian economist A. W Phillips, 
who argued that statistical evidence sho\\7ed that in a period covering nearly 
a century~ a stable h1v,erse t·elationship existed between t.he rate of ,change 
of wages (the rate of wa.ge inflation) .and the percentage of the labour force 

unemployed. La.ter versions of the Phillips curve. such as th one 
illustrated. in Figure 8 .25 j measure ihe. inverse relationship be1'¥.een 
unemploym·ent and the rate of ptice inflation. 

The Phillips curve is a purpo·rted statistical relationship between t\vo 

v;:uiables , and not in itself a theory of inflation. Hovlever, both the 
demand-puU and t.he cost-push theories of inflation can be used to 
explain th.e apparent relationship . In the demand-pull explanation, th 
factor causing unemployn1,ent to fall ) 1noving up the Phillips curve> is 

Unemployment 
rate 

Fjgure B.25 The poiicy chotces 1ind~cated by 
the Phi Llip.s curve 

excess de1nand, ,vhich pulls up money wages and 1he .average. price le,r,el. 
By contrast, in the cost-push explanation, falling unemployn1ent means 
that trade union po-\\-"'tr incre-ases, enabling unions to use their gr,o"\+\ing 
n1onopoly po,ver over the supply of labour to push for high.er wages. 



~ ····························•; 
: KEY TERM : • • • • i Phillips curve based on i 
: evidenc,e from the economy. : 
• • 
: showing the apparent : 
i relationship betw,een th,e rate ! : . 
• of i nnation and the rate of : • • . . . 
i unemployment. Now known as i 
• • 
: the shoirt-run Ph illips curve. : 
• • • • .......................... .......................... 

~ ·····························: 
: KEY TERM i 
• • i Long- r un Phi llips curve a i 
• • : vertical curve located at the : 
• • 
i natural rate of unemployment t 
• • : lNRU L U differs, from th,e : 
• • 
: short-run Phillips curv,e in that i . ~ 

: it s ve rti c.al shape takes : 
• • 
; account of the role of i 
: ex pe,ctations, in the inflat ionary : 
• • • • ; process. ; 
~ t 

'· •••++t•••••••+++, ........................... ~ 

Short-run Long-run 
Phi Iii p.s curve Philh ps curve 
{SRPCJ (LRPQ 

Either v,lay. the statistical evidence shovm in the Phillips curve illustrates the 
conflict between full e1n ployn1ent andl control of inflation as policy objectives. 
lt also suggests how the conflict can b dealt with. Sup,pose in Figure 8 .25 
uneinployment initially is U1 and the rate of inflation is f\ with the .economy 
at point A on the Phillips cui·ve. (Note the symbol P is used t,o sho"tv the ta.te 

of price inllatio11.) By increasing aggregate demandl~ the goven1me11t can n1ove 

the economy lo point B. The unemployn1ent rate fa.Us to u·2, but at the cost 
of a high e1~ rate of inflation at P2. By u sing dernand 1nanagem ent policies, it 
appears possible fo·r governn1tents to trade off between increasing the nun1ber 
of jobs in the economy and reducing inflation. Points such as A and Bon the 
Phillips curve represen t a menu of choice (or governments "vhen deciding an 
acceptable combination of unemployment and inflation. 

The long-run Phillips curve 
Econonlists now generaUy r,ecognise that the Ph illips curve in Figu re 8 .25 is a 
short-run Phillips curve (SRPC), representing the short-run relationship 
between inflation and u nemployn1ent . In the next diagran1, Figure 8 .2 6, a 
venical long-run Phillips curve (LRPC) has been added to the graph, 
intersecting the short-run Ph illips curve. " 'here the rate o f inflation is zero. The 
rate of unemployment at this point is th e 11:atural rate of une1nployment 
(NRU), depicted by the S)'n1bol UN. (As ,ve explained earlier in the ,chapter, 
~"hen eh."Pressed as the unen1p loym.ent level~ it is caUed the natural level of 
unemployment.) 

Free-n1arket economists argue that it is impossible to reduce 
unem1,loyment bd-0·w the NRU, except at the cost of suffering an 
ever-accelerating un-an ticipated in flation. This would be likely lo 

accelerate int,o a hY1,erinflation, ,vhich would then wreak severe 
damage on the econ om y: The explanation for this lies in the fact that 
the original Keynesian explanation of the (short-run) Phillips cu1,·v,e 

wrongly took into account only the current 1--ate of irilllation and 
ignored th.e in1portant influence of the exp.ected rate of inflation. If the 

0 Unemployment 
me 

governmen t increases aggregat,e demand wid1. the aim of reducing 
uneu1p loyn1ent below the N RU, people revise upw~rd their 
expectation s of future inflation. This then leads to higher current 
in flation . Continuou s upward revision of expected inllation of course Figure 8.26 Th@ Long-run PhHtips curv@ and 

the natu ra il rate of tJ nemploy men t 

0 UN - 1 

Figure 8.27 Successful supply-si,de p0Uc1es 
sh'ift the tong- run Phi LU ps curve to the left 

leads to higher and higher rates of current inflation. 

The immediat,e solution> according to free-market economists~ 
is for the governm ent to respond to its mistake in trying to keep 
uneinployment below the NRU, by reducing aggregate demand so as 
to take unemployn.1en t even tually back to its natural rate. H owever1 

the long-term solution is to reduce the natural rate itself. This can be 
done by implementing appropriate supply-side policies (see section 
9.3 in ,Chapter 9) \vhich shift the long-run Phillips curve to the left . 
In Figure 8. 2 7, curve shifts from LRPC1 to LRPC2) and the natural 
rate of unemployment falls from U Nl to UNl · ln essence, supply-side 
econo1nists argue th at providing the 'correct' supply-side policies 
are implem·ented, the policy objectives of reducing unemployment 
and controlling inflatio11 are compatible in the long nn1, though not 
necessarily in the short run. 



Long-run 1economic growth is an increase in an ,economy's po,tential level crf output. whereas short-term 
econo1mic 1growth is a movement from a point inside the eco1nomy·s production possibil ity frontier towards a 
point on the frontier. 
Economic growth is measured as a change in real GDP rather than as a change in nominal iGD P. 
Natiiona l income 01r output is the now of new 1output produced by rain economy· in a year. 
Investment and technical progres.s are two of th,e caus,es of economic growth. 
The economi,c cycle or business cycle reflects a,ctual output fluctuating around trend 1output. 
Ecr0nom ic cycles a re often caused by changes in aggregate demand. though su pp Ly-side factors can also 
cause fluctuations in economic activity. 
An output gap is the difference between actual 1output and the trend level of 01utput. 
Fu U employment exis,ts when the number of work1ers w horn firms wish to hire equals the number 101f workers 
w,anH ng to work at cu rr,ent mark,et wage rates. 
Friction,al unemplo1yment is transitional and "between jobs' unemploym1ent. l·t is als,o voluntt3ry and short t ,erm. 
Structural unemployment is usually long term and results from the structural decline of i nd ustri 1es and from 
changes in required job skHLs. 
Cyclic.al unemployment i5, also known as Keynesian and demand-d,eficient unemplcryment. 
Keynesian ec1onomists argue that cyclicail unemployment is involuntary, which me.ans that the people who 
ar,e unempLoy,ed arre willing to work ,at current wager.ates but there a1ren't eno1ugh jobs, ava ilable. 
Policies to reduce un1employment wiH only be ef'fective it th ,e causes of unemployment are correctly diag1nosed. 
The costs, 10f unemployment fall on the whoile economy and on the un em played and their families. 
Inflation is a continuing or persistent rise in the average price level. 
In the UK. the retail prices index IRPU and the consumer prices ind 1ex (CPI} are used for meas.uring inflation. 
The CPI is now used for the indexation 0 1f welfar,e benefits, as weU as for setting the inflation rate target. 
Drema1nd-puU inflation results fr,om ·the fact that, when aggr,eigate demand increases,, firms a re only 
pre pa red to prod uc,e and supply mo1re output if prices increase. 
Co,st-push inflation results from higher costs of production experienced by businesses. 
Demand-pull inflation and cost-push inflation ea n bot h be illustrated on AD/AS diagrams. 
It is important to diagnose correctly the cause(sl of inflation when ,selecting policies to reduce the rate 1of inflation. 
The batanc,e of payments measures the currency Hows into and out of an economy. It is a record of a 
country's financial transactions with th ,e rest of the world. 

w The main s ,ections of the current account .are ex ports and imports. lnv1estment income and transfers are the 
u 
z oth,er sectiians now part of th,e primary .and secondary incom1e balances. 
~ The balanc,e of payments as a whole always ·balances': deficits and surpluses r,elate to particular sections of 
a:: the account, such as the current account. 
0 
~ A 1change in a1ny of the components of aggregate demand, i ncLud ing net 1ex port demand , shifts the AD curve 
~ rightward or leftward. 
u An increas1e in exports or a fa H in imports, may b,e reflationary or inflationary, depending on 1Ci rcumstances. 
~ Other things, being ,equal. a decrease in exports 10 1r an increase in imports will reduce aggrregaite demand. 
~ Curr1ent account deficits a ncl surpluses both pose problems, though b1oth may also have som 1e advantages. 
8 The short-run Phillips curve H.lustrates a s.hort-run conflict between policy objectives, but in the long run 
UJ these conflicts may disappear. 
a, The Phi UipSr curve shows the posSri ble r 1el.ationship between inflaHon and uniemployme nt ,and policy ,conflicts 

and trade-offs that may exist. 



Questions 
I Distinguish bet\veen short-run and long-run economic gro"Vv·tl1. 

2 'Som,e economists argue that recessions are necessary for restructuring the economy. , Evaluate this vie,v. 

3 EA'°Plain the difference b tw,e.en frictional and structural unemploym nt. 

4 f)..1Jlai11 why it is important to identify correctly the cause of unemployment. 

5 Do you agree that it is more important to reduce uneinployment 1ha11 to reduc,e inflation? Justify your 
ansvler. 

6 Explain the difference betV1.1een deflation and disinflation. 

7 With the l1elp of an AD/AS diagram~ explain d1e difference bet\veen demand-pull and cost-push 
inflation. 

8 Explain ho~~ a large increase iII investment in new productive capacity in the UK by overseas finns n1a.y 
affect the UK current account of the~ balance of payments. 

9 Tlle UK has had a large curre.i1t account deficit for several decades. Do you agree that a. large balance of 
payments deficit on current account is bad for the UK econo1ny? 

1 0 Outline th~ po~sible conflicts that governments may expe-rience when attempting to. achieve their 
macroeconomic objectives. Do these conflicts exist in the long 1--un as v.r,ell as in the short run?' 



Macroeconomic policy 
. • ....... ~········· ........ . .................. aMo......... .... ........ ................... ... . ....• • • 

: Earty 1n our coverage of macroeconomics; Clha pter 6 included a brief : . -
: introdu ctiion to the objectrves of macroeco:n.omiic policy. However. we didn' t : . ~ 

at that stage mention that governments use policy instruments to try to ; 
• 'hif one or more of the varlou1s objectives they wish to achi1eve. A policy : 
• • 
: instrument i,s a tool or set of tooils used to try to achieve a policy obj,ectlve. : 

• . ' 
. This chapter exp lores the Unka,ges between pol·icy i'nstruments and policy : ,. 
: objectivesi first ,in the context of monetary poli cy. and then in relation to : 
• • 

fi sca t policy. The chapter co n.clud,es by expla,iining the meani:r,g of supply-s·ide 
policies and the links between supply-side poli cy objectives arid jnstruments. 

• • • • 
• Generally1 m,onetaryr fiscal and suppty-sfde poUc~es are used ,in : 
• • 
: corn bi: nation rat her than i ri tso lat ion . with pa rhcu lar po Uc ie s assi g ried : 
• • 
~ to a.chi,eving particular policy ·objectives. 1n recent years. however, UK ~ 
: monetary poUcy ra.th-er tha1n fisca·l policy has been used to m,anage : 
• • 
: aggregate demand. With the exception of a brief period from 2008 to : 
• • 
: early 2010, when· deman,d-side' fiscal policy was used to try to spend the : 
• • 
• economy out of the 'g,reat recessf on· 1 fiscal policy is nowadays mostly used ; 
• as a su pply-s~de pol icy - i nde-ed arguably the most !,m porta,nt form of i 

' • supply-side policy. "Su ppty-s tde ' fiscal policy has 1largely repla ced "demand- : 
• si·de' flscal policy, though there i1s a possi,biUty that this could once agaln ~ . -: c hange if there 1is a change of government. : . ~ . . 
••••••• ~ ~~- ~••- ~•• M ~ ~·· ~·-••••••••••••••wP••• -...!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!S 

~ ······························································································: 
= KEY TERM : • • • • 
: poli cy instrument a tool or set of tools used to try to achieve a policy : 
! objective. i 
• • • • ..................................... ................................................... : ............................ .. 

~ -·····························································································: 
: LEARNING OBJECTIVES ; 
~ ~ 

: Th ts cha pte,r wiiH~ : 
• • • • i • explain the meaning of monetary poilicy i 
: • ex,amine the objectiv1es o,f monetary policy : 
• • 
: • describe how monetary policy instruments are used to try to ,achieve : 
~ A 

: these objectives : 
• • ! • ex plain the meaning of fiscal policy i 
! • analyse the roles of the fisca l policy instruments o,f igovernment ~ 
• • 
: spending,. taxation and the budget in fls,cal poUcy : 
• • i • explain the difference between interventioniist ,and anti-interventionist i 
: supply-side policies : 
= ' : • distinguish betwe1en demand-side and supply-side fiscal policy i 
• • 
: • survey other supply-side polici,es su,ch as de reg utation and labour : 
• • ! tr,aining policies i 
: ....................................................................................... ........................ 1111111 



9_1 Monetary policy 

Q Th m • n1n lie t r m 

~ -----------·············----i 
• • 
: Bank of England the central : 
• • 
: bank in the UK 1economy which : 
' i ! is in charg,e o'f moneta1ry ! 
• • : policy. : 
• • ii ....... ......................................... Iii 

Monetary policy is the part of economic policy that uses monetary instru1-nen.ts 

to try to achieve policy objectives. The main monetary policy instn1ment is 
1nanipulation of interest rates. Other instruments include n1anipulatio11 of th,e 
money supply and the exchange rate. Before. 1997, UK monetary policy was 
implen1ented jointly by the Treasury (which is pan of central government) 
and the B nk of "ngland; these '-''ere known as the 'monetary au thorities,. 
The Treasury a.hlndoned its hands-on 1~ole in implementing monetary policy 
in 1997 when the governm,ent niade th e Bank ,of Engbnd operationally 
independent. TI1ese clays, as we sJ1aU e.xphrin, the govenunen.t sets 1he policy 
target, and then leaves the Bank ,o.f England free to decide how to a.eh· ve the 
target. Hence, unless i t i.s 'leaned on' by the Treasury~ there is no\v only one 
n1onetary authority: the Bank of England. 

Q Th ank ndmo a oli y 

~ --·-·-········---·······-·-·-: 
: KEVTERM : • • • • 
; money ,an asset that can be : 
• • • ; used as .a medium of exchange; : 
• • 
: it is used to buy th~ngs. : 
• • lt•••••••••• ttt•••••••• ........................ ...... 

w 

1v1ost banks, such as Barclays and HSBC are connnercial banks, whose main 
aim is to make a profit for their owners. The most significant exception i.s the 
Bank of England, which is the UK's c ~ntra.l bank 

To understand monetary polic~ it is useful to distinguish between its 
objectives and instruments. 

A ·monetary policy objective is the target or goal that the Bank of England 
aims 'to hit. 

• A monetary policy instrume-n.t is ihe tool o:r technique o f control used to 

achieve the objective. 

Controlling inflation is the main monetary policy objective of the Bank of 
England, and the rate of interest has been the principal monetary p olicy 
instrument. 

For most people, money is so desir.able and so central to everyday Ufe that what actua Hy ,constitutes it hardly 
m,erits a s,econd thought. For people Living in England and Wales. money comprises, coins and Bank of Enigla nd 
n1otes, and any funds on deposit in banks such as HSBC and Barclays. Residents of Scotland and Northern 
Ireland would also include notes issued by local Scottish ,and Northern lris.h banks. Building society de posits 
ais well as bank. deposits ar,e now also r,egarded as money, although this has not a lways b,een the cas1e. 

Where do we draw the line .as to what is money? Is a credit ea rd money? Is a foreign currency such as the US 
dollar or the Indian rup,ee, given the fact that we may not be able to spend a1 foreig1n ba1nknote or coin in the 
UK? 001 we include financial assets such as National Savings Securit ies. which possess some. but not ,all, of 
the characteristics of money·? 



Consider also the social relationship that 
takes, place whenever modern banknotes 
are spent on igoods or services. Why, f1or 
example, are s,hopkeepers prepared to hand 
over new and val.uabLe goods to1 strangers. in 
exchange f1or grubby ,and unhygienic pieces 
of paper with no apparent intrinsic value 
of their own? The answer Lies in a sjngle 
word: ·confid,enc,e·. In a mod,ern economy, 
people are pr,epared to accept such tokens 
in s,ettlement of a contract or debt, because 
they ar,e confident that th,ese notes and cioins 
will also be accepted when they decide to 
spend them. 

1 s a credr t ea rd 1mo,ney? 

•••••••••••••••••••••••••••••• .. • 
I • 
~ . 
• • • • 
: inflation rate ta rget the CPI : 
i inflation rat,e target set by th,e ! 
• • 
: government for the Bank ,of : 
• • i England to1 try to achieve. The i 
! target is currently 2o/o. : 
• • • • 
: Monet ary Po licy Commit tee : : i 
: [ M PC] nine economists. : 
• • 
; chaired by the governor of the : 
• • 
: Bank of Eng I.and. who meet : 
• • : onie,e a month to set 8,ank Rate. : . ! 
: the Bank of England's key : 
• • 
: interest rate, and also decide : 
! whether other aspects of ! 
: monetary policy need changing. : 
• • Ii 
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The main monetary policy objective: controlling 
inflation 
F,or the last 30 or so yearrs) controh of inflation has been the main obj ective of 
UK monetary p olicy. However, at a deeper level, con'lrol of in flation shou ld 
b e vievi..red not as an end in itseH, but as the m ean s of cre~uing the ~sound 
tnon ey' deen1ed n ecessary fo r co1npetitive 1n.arkets to deliver itnproved 
e con omi,c \'-'"'e lfar,e.. 

Since the 1990s central go,vem ment has set an infiat ion ra t target for the 
Bank of England to achieve. Since 2003) the target set by the Treasury has 
b een a 2°/o rate of inflation as measured by the rate of change of the consumer 
prices index (CPI). The Bank of Englands I\foncta ry Policy Co1nmittec 
(!vl PC) in1plements 1n onetary p olicy t,o try to achieve th e inllation rate target 
set by the government. 

Until 1997, monetary policy was concerned only w ith getting the inflation rate at ot below t he target set by the 
govern m,ent. Critics ,argued that the pre-1 9'97 p,01licy had a bui l t-in deflationary bias li .e. reducing i nnation w.as 
favo1ur,ed at the 1expense of achieving other possibl ,e macroeconomic 1objectivesl. 

Si nee 1997. successive govern m,ents have asked the Ba nk of EngLand to reduce interest rates to s,ti m ulate 
output and ,employment if th1e M PC beUeves that. ,on unchanged policies. an i nHation r ate below 2o/o will be 
acc,ompanied by ,an undesira1ble f caU in output and employment. In the govern menf swords: 'The pr ima1ry 
objiective of monetary policy is prioe stability. But subject to that. the Bank of En,gland must also suppor t the 
go,vernment's econ,o,mic policy objectives, including those for growth and employment.' 

UK monetary policy has thus become symmetrical, in the sense that th,e MPC is j ust as pr epared to use 
monetary pollicy to increase aggre1g1ate dem.and as it is to deftate the economy. Indeed , if the inflation rate 
f,aUs below 1 o/o, the Bank of England h,as to1 explain t o the government why t he inflation rate target has not 
been met, in th,e same way that the Bank 's gov,ernor must w rite a letter O'f ,explanation wh 1en t he inflation rate 
rises above 3%. 
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Bank Rate the rate of interest 
the Baink of England pays to 
commercial banks on their 
deposits held at th,e Bank of 
England. 

• 

~ ······························································································= 
: STUDYTIP i 
• • I After 2008,. monetary policy has focused primarily on keeping Bank Rate at i 
: the low rate of O .50/o, in order to stimulate aggregate demand. Things may : 
• • 
: have changed by the t ime you read this chapter. Make sure you keep up to : 
f f 
t dat1e with the w1ay monetary policy op1erates. i 
• • • • ................................................................................................................ lllllllli 

Regime change at the Bank of England 
The government appoints Bank of En1gla nd gov,ernors for terms of 5 
years. subject to a maximum of two appointments. F1or mo1st of the last 
10 years., the governor was Mervyn King, a British economist and Bank 
of England ·insider'. In 2013, when his 1 O-y1ear govern,orsh ip ended. King 
was replaced by a surprise choice as new governor. the Canadian Mark 
ea rney, who had previously headed the Bank of Canada. At the tim,e of 
his appointment, it was mooted that Carney would try to persuade th 1e 
ch.ancellor to change sign if~cantly the central thrust iof UK monetary 
policy: namely. pursuit of the 2o/c CPI inflation rate ta r get, with control of 
infllation by far the main monetary policy objective. At the time of w r iting 
(February 2015j. this had not happened. 

Follow-up questions 
1 To what ex tent, if any, has. UK monetary policy changed under Mark 

Carney? 
In implementing monetary policy, the governor is assist,ed by eight 
members of the Monetary Policy Committee (MPCI. Find out how the 
MPC members have changed in recent years . 

Monetary policy instruments 
To repeat) policy instruments are the tools used to achieve policy obJectives. In 
this chapter, we have already noted that the Bank of Eng]ands interest rate) 

! knovln as Bank Rat > is the UK's main monetary policy instr un1ent. 
• • • • • 
% • II • • • • • " + 

Each n1onth, the MPC either raises or lo\lii'"ers Bank Rate (usually by a quarter 
of l %), o,r1 m·ore often, leaves the interest rate unchanged, to try to· keep 
the inflation r ate 'within a target range between I% above and 1 % below 

: •••••••••••••••••••• •• Millll .................... 11111111 the 2% CPI target (i.·e. between 3% an.d l 0..fi). Indeed 1 for reasons explained. 
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Figure 9.1 UK Bank Rate, 2000-14 

later, from March 2009> in the midst of recession 1 until at least early 
2015, Bank Rate retnained unchanged at a low of 0.5%. This was the 
lo,vest rate ever set since the Bank of England was creaied in 1694. 
On the fifth anniversary of the 2009 decision, h1ark Camey said that 
the recovery had 'som e way to n1n' before a hike in interest rates 
would even be considered. Figure 9.1 sho·,\-"S the UK Bank Rate fr,om 
2000 to ·eal'ly 2015. 

lt is important to realise. that interest rate p olicy acts on th e 
demand for credit and loans . When h1terest rates are raised. pe·ople 
generally d ecide to h o 1TO·W less) b ecau se the cost of Loans b ecomes 
t oo h igh . Conv,ersely, falling interest rates encourage people to 
b orro,w more and save- less. As ai r e.-suh ) interest rate policy affects 
aggregate demand. 
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EXTE SIO AT RIAL 

How changes in he Bank of England's ra e of in erest affect 
tendinq and credit in the economy 
In order to understand how a chanige in Bank Rate affects credit or lo,ans provid,ed by commercial ban ks and 
other fl nancia l institutions, it is, neces.sary to u nd,erstand how a commercial bank makes a profi t A bank such 
as. Barclays or Lloyds is prof Hable becaus,e it · borrows short and lends, l,ong·. 

A bank · borrows short', for ,exam pl,e, by accepting 1de posit s of money from peopl,e w h,o have op,ene d 
current accounts in the bank. Th,e bank then lends this money to other people who wish to borrow 
from the bank . Many of the bank loans ,given to customer s are long -term loans: for example, 25-year 
mortgage l.oan s, or 5- ,or 10-yea r term Loans.. Th is ty·pe of banking business is profitab le be,c:ause t he rate 
of intir~rest that a bank pays when borrowing ·s,ho r t' is lower th ,an the ra te ,of interest it charges wh1en 
lending1 'long·. 

Howev,er. there is an element of r isk in this. If cust,omers who have lent 'short' to a bank suddenly d,ecide to 
wi·thdraw mos,t or all of their funds, it might be difficult for the bank to repay them . If iother cus tamers then 
fear that the bank cannot honour its UabiUties, they may also decide to, w ithdraw their funds . In a worst-case 
scenario, there is a 'run· on th,e bank ; th,e bank then crash,es and 1goes out ,of business. In 2007 customers 
rushed to remove their money from the Northern Rock bank. which had to be rescued by the government 
before being sold to Virgin Mo,ney in 2011. 

To maintain confidence in the commerc ial bank ing system, the Bank of Eng land promises to, lend to major 
banks in the ev,ent ,01f la1rge unexpect1ed cash withdrawals, in order to pr eserve the Li quidity in the banking 
system and to prevent runs on banks. The guarant,ee is part of the Bank of England 's ' lender 1of last 
resorr function . Even in ·norma1l" times, when there is no f,ear of a run on a bank, the Bank deUber,ately· 
ke,eps the commer 1cial banks sli1ghtly short of ,cash . It do,es, this in order to, ,eng ine,er a s it uation in which, 
as a matt,er of ro1utine, c1om mercia L banks have to borr1ow from the Bank of England . Howev 1er_ Ba nk Rate, 
which is the rate of inter,est th,at the Bank of England pays to the commerc ial banks on thei r deposits , 
is normally a bout 0.15 % lower than the rate of inte r est at w hi eh corn me rc ia l banks such as LLoy·ds and 
NatWest lend to each other. This rate. which is called L IBOR [the London int,erbank offered ra te.I, is the 
benchmark for short-term int,erest rates in the City of London. 

At the n,ext stage in the process. an incr,ease in Bank Rate g1enerally causes the commercial banks to incr,ease 
the interest rates they charge their customers, because it now costs more for the banks to borrow from the 
Bank. of England the funds they wish to l.end ,on to, their customers. With bank loans bec,oming more expensive. 
the banks' cus,tomers reduce their demand fo r credit and repay existing loans wherever possible. This r educes 
the money supply. or stock of money in t h,e 1eco,nomy. 

Conversely. when the Bank of Eng land cuts Bank Rate, commercial banks 1gen1era Hy follow by r 1educing their 
own inter,es.t rates .. If a commer,cial bank did not reduce its, ow n interest rate, it would l ose business and make 
less profit. 

X ,--.. 
c,.. ~ •••• ., ....... ., •••••••••••• •••••• : Ba1nlk R.a.te and t:he L1IBOR 

: KEY TERMS f 
• • 
: Liquid ity measures the : 
• • 
: ease with which assets can : • • • • 
: be turned into cash Quickly i . - . 
: without a loiss in value. Cash is : 
• • 
: the most liquid of all assets. : 
! i 
= money supply the stock of : 
• • 
i money in the economy, made : 
' ~ 
: up of cash and bank deposits . : 
• • • 
············· ········•• 41111111111111111111111111111111111t 

As ,veil as paying inte1west to their customers ,vho dep osit m oney in savings 
accountsj .commercial banks charge interest on m on y th y lend to each olh er. 
Th .e rate a bank pays w·he11 borrowing mon ey from another bank is called th e 
UBOR rate (the London in terbank offered rate). 

In 'normal' tin1es, the LIUO R rate hovers ju st above Bank Ra te. In 2007, 
h owever, du ring the c redi t crunch , "'~hich ushered in a finan cial ,crisis 
lasting for several years, the gap b etween the two rates ,viden ed. On e of 
the faclors affectin g interes t rates is the risk at tache.d to a. l,oan . ln th·e 
finan cial crisis, the increased possibility of a bank collapsin g n1ad·e inter· 
bank loan s much riskier. As Figure 9 .2 sh ows) th is caused the LIBOR 
rat e to drift ~nvay from Bank Rate. With Bank Rate being cu t to O .5 % in 
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2009 J the fac.t that the interest rates that banks charge 
their customers are linked to LIB,OR and not to Bank Rate 
undermined the eff -citiveness of the 0.5% Bank Rate in 
sti1nulatilng aggregate demand. 

Sep 07 Sep, 06 Sep 091 Sep 10, Sep 11 Sep 12 Sep 13 

Figure 9.2 LIBOR and Bank Rate, 2007-13 

1n 2012 and 2013 a financial scandal en1.pted vlhen UK 
banks such as Barclays admitted they be,en had rigging the 
LlBOR As a follo,v-up activity, try and find out .about this 
and later scandals involving other banks and discuss how 
llBOR rigging afiected the cost ,o,f loans to households 
and finTIS. 

~ ·····························: 
i KEYTERM ~ 
• • : con tract iona ry moneta ry : 
• • i po licy uses high,er inter1est i 
i rates to decreas.1e aggregate : 
+ • 

: demand and to shift the AD : 
i • i curvetotheleft. i 
• • .................................................... 
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Figure 9.3 How an rn,crease in the 
i,nterest ra.te in a contract10 nary 
m.onetary poUcy causes t he AD curve 
to sh ift to the left 

Contractionary and expansionary monetary policy 
ln normal ci , cumstances 1 monetary po lie~ rather than fiscal policy) is no,w 
used to man.age the level of aggregate demand in the economy. To understand 
how monetary policy is used in this ·wa}~ it is w,o,rth restating the aggregate 
demand. equation: 

AD = C+I + G+(X-M) 

\\'"Yhereas fiscal policy can affect aggregate demand by changing the level of 
government spending ( G) ~ monetary policy affects the other components of 
aggregat d mand, C~ I and (X- M). 

~ ······•++••••••••+•••••••t+•••·•••••+••···············•+•••••••••+t••••••••+t••••••t+•••······: 
: STUDYTIP ! 
• i 

! Unlike modern fiscal policy, which is gen1erally used in a supply-side way, i 
• • 
: monetary policy is not a supply-side policy. Som,e students wrongly assume : 
• • 
i that, because monetary policy can be used to control the growth of the : 
• • 
: money supply, it must therefore be a supply-side policy. : 
• • • ...................................................................................................................... 

Contra:cti1onary monetairy policy 
ln con t rac tionar y n1o n c ta ry policy interest rates are increased so as to 
take demand out of the econo111y. In Figure 9 .3 higher interest rates shift 
t'he AD curve to the left. However, the extent to which the price level then 
falls (or, n1ore realistically, the rate of inflati,on falls) , and/or real output 
falls , depends on the shape of the economys SRA5 curve. ln Figu.re 9 . 3 1 

the leftward shift of aggregate demand [ron1 AD1 to, AD2 causes both real 
output and the price level to fall , respectively from P1 to P2; and from y 1 
to y2. This illustrates the possibility that a contraC'tionary monetary poHcy, 
which ai.ms to control the rate: of inflation i.n the e.cono1n~ might also 
cause the econon1y to, sink into a recession. This is especiaUy likely if the 
contracti.onary m.cnetary policy niggers a multipHer effect that shifts the AD 
curve even further to the left. (See pages l 79-80 for an explanation of the 
multiplier.) 

~ ······························································································: 
i STUDY TIP i 
I I 

: Monetary policy shifts the AD curve in the economy rather than th,e AS : 
• • i curve. This reflects its role in the manag,ement 0 1f aggreg,ate demand. i 
=···································~·······················,~···~······················ ......................... .... 



• 
: 'Sterling' is the word often 
• : used 'fror the pound in the 
• 

• • • • • • • • • • • • i co1nt1ext of the currency's role 
• • ! in the int.ernational economy, : 
• • 
: for example, thie sterling price : 
i of imports. Economists often i 
• • 
: write about the demand for • • i sterling. 

• • • • • : • • • ....................... ............................... 

~ ............................. . 
: KEYTERM i • • • • 
: exchange, rate the pri,ce of a : 
• • : currency, e.g. the pound. : 
i measured in terms of another i 
• • 
: currency such as the US doUar : 
• • f or the euro. I 
• • ................................................... ~ 
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: . 
: uses lower interest rates to i 
: increase aggregate demand : 
• • i and to shift th 1e AD 1cu rv 1e to the i 
: right. : 
• • • • ••••••••••••••••••••••• 
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Figure 9 .. 4 How a reducUon in interest 
ra.te 1n a ni ex pa nsiona ry ,monetary 
policy ea.uses the AD curve· to shift to 
the right 

How an increase ln interest ra,'tes decreaises aggregate de1mand 
There a.re three n1ain ways it1. ,vhich an i.nc1?ease·i.n interest rates decreases 
aggregate de.mand. These. are explained. below. 

• Higher int rest rates reduce h useho ld c n sutnptio n (C). First~ higher 
interest rates encourage people to save, and higher saving means that 
less incon1e is therefore available [or consumption. Second, the cosl of 
household borrowing increases, which increase-s the cost of servicing a 
u1ortga.ge and er-edit card debt. Bo1Toi..veIS have less n1oney to spend on 
consump tion because more of their incon1.,e is being used for interest 
payn1ents . Third~ higher interest rates may c~us-e: asset pric,es to fall, £or 
example the prices of h ouses and shaTes. (An. asset is something that has 
a value and can be sold for money.) These falling prices reduce personal 
\\

1eallth> w hich reduces consu1nption. Fourth; falling house andl share prices 
reduce consumer confidence, ,vhich further deflates consu1nption. 

• Higher interest rates reduce business investment (I). Investment is rhe 
purchase of capital goods such as n-iachines by finns. Businesses postpone 
or cancel investment projects as they believe that higher borro~ing costs 
n1.ake buying capital goods unprofitable. This is likely to be exacerbated by 
a faH in business confidence and increased busine.ss pessimism. 

• Changes in interest rates affect exports at1d ilnports via the exchange 
rate . The third vtay in \\-"hich an increase in interest rates leads to a decrease 
in aggregate den1.and works through the effect of higher interest rates on 
net export demand (X -A-0. 1n th context -of the UK balance of payments, 
a l1igher interest rat·e increases the demand for pounds by attracting 
capital flows into the curre.ncy. The increased demand for s t,erlilng causes 
the pounds excha nge ra te to rise~ ,vhich n1akes UK exports less price 
competitiv in world markets and imports more competirive in UK markets. 
Tl1e UK's balance of payments on current account vvorsens, which shifts the 
AD curve left ~:-ard. 

By contrast~ a fall in interest rates triggers a capital outflovv in the balance 
of patyments. The r,esuhing increase in the snpply ,of pounds on the foreign 
exchange market leads to a fall in the exchange rate. Expons become 1nore 
price c,ompetitive~ and the current account of the balance of payments 
improves. Aggregate detnand increases and the AD curve shifts rightward. 

Expansionary monetary policy 
An cxpan ionary n1 o nc tary policy~ the. eff et of which is illustrated in 
Figure 9. 4 > operates in the opposite way to that described above. A B,ank 
Rate cut discourages saving~ while stimulating borrowing, co,nsumption and 
investment spending. Expo1.1.s also increase. As already explained) lower 
interest rates cause the exchange rate to fall, making :po,ns more ptic.e 
competitive and u-nports less competitive. The AD curve shifts to ihe right ) 
vvith the size of the shift depending on the size of the multiplier. Finally. 
the extent to which real output increases or th e price level :rises depends on 
the shape and slope of th,e eccnomyls 5RA5 curve, which in turn depends 
on the stale of the economy. \\'hen the ,economy produces weU below the 
no,nnal capacity level -of output, the SAAS cunre is relatively ·nae. ln these 
circu1:nstances, an expansionary monetary policy is likely to increase real 
output (and! jobs) , whereas the increasing 'steepness·' of the SRAS curve as 
normal capacity utilisation approaches 1neans that the stimulation of real 
output gives way to price inflation. 
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tar Li 
In May 1997, Gordon Bro,vn, the then incon1ing Labour chanceUor of the 
exchequer, transferred. 'to the newly independent Bank of England the iask of 
using 111onetary policy to hit the governn1.enfs inflation rate target 1 ·wl1ich then 
and more rece11dy has be,en a CPI targ t of 2%. 

Figure 9.5 sho-\VS that, for much of the tin"Ie bet\.veen 2000 and the end of the 
first quarter of 2008, the UK inflation rate. was Vilithin its target range of I% 
above and below th,e centr-al target 1·ate of 2%. lnde-ed~ until early 2005, the 
infllati on rate was al ways below 2 % . 
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Figure 9 .. 5 lJK co nsuimer pricQS indgx and thQ 2°~ CPI target. 2000- 14 

.. .L\.t the time> the Bank of England claimed that lhe p~ro-of of the pudding is in 
the eating'. Monetary policy had aimed to control inflation - inllation v;.ras 

lo~~, therefore monetary policy was successful. The Bank)s critics argued that, 
although monetary poHcy had bee11 pantly responsible for bringing do,vn 
the rate of inflation, other !actors also contributed in significant \\rays. First) 
there was the success of the supply-side reforms introduced by Mrs J\.1argaret 
Thatchers ,Conservativ-e gov,emments in th 1980s. \\111.en introduced! und r 
the dictum 'first the pain and then the gain,~ supply-side policies contributed. 
to high unemployment and a 'Widening of income diffe~ ntials. This was the 
'pain., . From the n1.id-l 990s on\vards, the ·gain, arrived in the £01,u of more 

co1npetitive and efficient markets 1 which resulted in lo-"\\"er inflatio-n rates. 

Second, the policy-n1akers weTe 'luck7' in the last decade of the t'iventieth 
century and in the first .few years of the tv.renty-first century. These were 
benign titnes, in which corrunodity, raw n1.aterial and ene1--gy prices were 
generally falling, and when the lCT revolution increased pr,oducrivity in 
manufacturing, comn1unications and retailing. 

But from 2008 on,vards, times vi,.~,ere n1uch less benign. Despite th.e global 
recession, rising oil and conunodity pric-es, agri-inflation (the 1ising prices 
of crops such as wl-1eat and corn) and the beginnings of inflation in Chinese 
nianufacturing industries t1iggered a severe bout of in1port-cost inflation 
in 2008, which UK monetary pohcy could not control. Indeed) at that 
time, inonetary poHcy was also, contributing to the. ·build-up of inflationaiy 
pressures, 1nostly through Bank Rate cuts leading to a falling exchange rate; 
which ,vas a further cause of rising import piices. A sec,ond bout of in1port
cost inflation occurred in 201 1 after the recession v:las over. However, neither 
of the inflationary 'spikes1 lasted very long. Pardy because of this> the Bank of 
England resisted the temptation to raise interest rates to deal Vilith inflation. As 
we have seen, Bank Rate was kept at the historical low of 0.5% to try to help 
'spend. 1he econo1ny' into, a sustained period of economic recovery. 



·one,,..club golf" and macr·oeconamic policy 
In recent y,ea rs. UK governm,ents h,av,e been accused 
of r,elying on th 1e ·one-club ,golfer" approach to 
macroeconomic policy. The accuSiation is based on the 
following analogy. 

Rory M cllroy is one of th 1e greatest golfers in the world 
today. Imagine. howev,er. R1ory playing in the British 
Open golf 1championship with ornly one club in his 
golf ba 19. Hiowever rgreat his talents as a golf1er. Rory 
can't ho1pe to win a major tournament playing under 
these conditions. Different golf 1clubs are needed for 
different shots.: a driver for teeing off, a sand w,edge 
f1or playing out of a bunker, and a putter for finishing 
off a hole on the putting green. So that Rory can show 
off his skills as a top-r.ate g 1olf player, ,at the start of ain 
18-hoLe round. his caddy places ten or more different 
clubs in the golf bag to be carried round the greens. 
Part r0f Rory ·s skill th 1en Lies in sel1ecting .and using a 
pa rticu tar club for ,a particular shot 

In the same way that Rory Mel lroy setect·s different 
goitt clubs for diflerent shots. so the government 
ne 1eds different typ1es of economic policy and poUcy 
instruments for ,achieving different policy objectives. 
Good government policy shou ldn;t rely just on 
changing Bank Rate. Howev1er s,ensible it is tio rais,e 
interest rates in order to tackle demand-pull inflation. 
interest rates do not provide a panacea for all the 
macroeconomic problems that a government faces, 
particularly when poUcy conflicts and trade~1offs are 
involved. 

Follow-up questions 

Rory Mcilroy coutd not w in a tournament with only one club 

1 Name one other monetary policy instrument besid 1es changing Bank Rate. 
2 Expliain how higher interest rates r 1educe demand-pull inflation. 

Quantitative easing (QE) 
1n 2009 ) a ne,v policy of quantitative easing (QE) was introduced to allow 
th Bank of England to escape from the ~one-club golfer> trap of solJy t\sing 
Bank Rate to in1plement monetary policy. QE, which is also lmo,vI1 as the 
Asset Purchase Scheme (APS); is supposed to have the same e:ffect as printing 
ne,v money for people to spend. Of course~ it is 1nucl1 n1ore complicated d1an 
this. TI1e Bank does indeed create new money, but it is ·electronic money with 
which the Bank pun:hases assets such as government bonds. By purchasing 
bonds from banks such as Barclays. and from other financial institutions, the 
Bank of England provides high-street banks with more n1oney: ln tl1eo11~ the 
general pubUc the.11 borrow and spend the nevtly createcll n1oney, which incr,eases 
aggregate demand. By creating extra demand for bonds QE also raises asser 

pricesJ which leads to a fall in long-tertn interest rates. Both of these (actors -
asset owners feeling wealthier and falling long-tenn interest rates - cause the 
AD curve to shift to the right. 



~ ·~···························: 
; STUDY TIP ; 
I QE w ,as meant to s,upport, but ! 
• • : not tio replace. Bank Rate : 
• • : policy. : 
• • • . . .................................................. 111 

~ ······················~······, 
: STUDY TIP ~ 

1 The right-hand arrows in 
• ii, 

! • • • : Figure 9.6 alert you to the fact 
• • 
! that, as expla ined in sections : 
• • i 9.2 and 9'.3, supply-side fis,cal : 
• • 
: policy is an important part- : 
• • 
: perhaps the dominant part - ! 
• • 
: of supply-side poliicies. : i + 

·····················••tilllll ........................ .. 

By 2013, QE had been used three times: QE 1 in 2009, QE2 in 2011 and QE3 
in 2012. ;,o 

Two important points to note are.: 

• The introducti,on and fu.tthe.r use of QE n1arked the S\vitching of monetary 
policy a\~lay from the control of inflation to,vards the deliberate boosting of 
.aggregate. demand. QE> con1bined Y.."ith aln1ost zero Ban\- Rae was .all about 
'spending the economy out of recession') and, later) out of very· slow grow .. th. 

• Critics of QE claitn that it is leading to an erosion in the value o,£ peoples 
pensions and tl1at it will eventually lead to inflation spinning out of control. 
Try and find out 'lw"hy this may be so. Nevertheless , the Bank of England 
argues tha.t QE helped to prevent inflation faUing much belo,v the 2% CPI 
target. QE tnight be r,eintrodu,c,ed if the Bank fears that deflati,ou n-iay occur. 

Li 
Figu1-e 9.6 highlights the differences bet\veen nllonetary policy and fiscal 
policy, as th y are currently imp,lemented in the UK in early 2015. 
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Figure 9.6 The "transmission routes' of LJK monetary and fiscal poUcy 

As the upper row of the flowchart indicates, i1nproved economic welfare or 
hun1.an happiness is consid reii ·by m,ost people to be the ultimate objective of 
economic policy. Rm~ked below improving economic welfa1'e are a number of 
policy objectives v.r.e ·COt'l:Sider to be p.en.ultimate rather than ultimate, in that they 
nnJJSt be met in order to achieve sustainable improvements in human happiness. 

The lower rows of the chart dra""~ attention to some important aspects of recent 
and current UK macroeconomic policy. First, the chart sho,vs that monetary 
policy) and n,o,t fiscal policy; is currently used to manage aggregate demandl 
which is an essential part of achieving the penultimate policy objectives of 
controlling inflation, achieving economic growth and re.ducing unemployment. 
Second - apart from during a short-lived period of fiscal s timulus, ~"'{plai.ned 
in section 9.2, from 2008 to 2010, when fiscal policy was also used to manage 
aggregate demand-modem fiscal policy tries to do twn different things. 
Th.ese are to achiev tnacroeconon'lic stability as a result of controlling public 
finar1ce and t}te goven1menfs budgetary position; and to achieve the supply
side objective of incentivising people to vlork harder and entrepr,en urs to take 
n1ore risks. (Take care when interpreli11g Figure 9.6. The flowchart is possibly 
over-simple. Other important aspe·cts of monetary poll~ and particularly fiscal 
policy and supply~side policy) are ,explained later in the chapter.) 
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: QUANTITATIVE SKILLS 9.1 
• • I Worked e,xample: calculating real Bank Rate . -

i 1ln June 2,014. Bank Rate was Or.5°/o and CPI i:nftation was 1.9°/o. What was Bank Rate expressed in r earl terms? 
• • • 
! The real rate of int,erest .. the nominal rate of interest- the inflation rate. 
• • • 
i Thus in June 201 4, Bank Rate expr'iessed in real terms was 0.5% minus 1.9°/o, which is - 1.4°/o. 
II 

• .. .. 
• • • • • • ; 
• • • • • .. 
! • • • • • • ii • 
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~ ............................. . 
i KEYTERM ~ 
• • i fiscal poUcy involves, the use : 
• • : of taxation, public spending : 
• • 
: and the g,overnment's : 
i budgetary position to achiev 1e i 
• • 
: the gave rn m 1ent's policy : 
• • • 
! obJ,ectives. i 
• • • .............. .................................. lllllllli 

~ ·····························: 
: KEY TERM : • • • • 
: budget deficit occurs when : 
• • : gov,ern ment spending exceeds : 
~ government revenue f G > T). ! 
• • 
; Th is r1epn~sents a net injrection : 
! of demand into the cir,cu L,ar ! • • • • : now 1of income and henc,e a : • • 
i budget deficit is expansionary. i 
• • • • •••••••••••••••••••••• • 

TEST YOURSELF 9.1 
The following statements all r,etate to interest r ates and to monetary 
poUcy. Exp la in why statement B is correct ,and why A. C and D are w r ong. 

A An increase in int1erest rates always reduc1es inflation. 

B While reducing excess demand, an interest rate r ise may increase cost
push inflation. 

C I nt,erest rate changes h,ave no ,effect on the mon 1ey supply. 

D An incre,ase in interest ra tes wHl always increase th,e level of 
investment. 

Newspapers such as the Sunday Tim,es, 'the Observe,, and the Ma,il on 
Sunday jnclude details in t heir Business or Money sections of th,e rates of 
inter,est charged by banks when they t,encJ to, their customers~ together 
with the rates they offer s,avers . Price comparison sites ion the internet 
such as www.m,oneysavingexpertcom do the s,am1e. Research the 
Sunday newspapers or the comparison webs ites and find out what you 
can about the str uct ure of int,erest rates. 

9 .2 Fi sea l po li cy 
o--~~~~~~~-

~ ............................. : Th m nin o fi l Li 
: KEY TERM f Fiscal policy is th e part of a governn1ent~ overall econonnc policy that aims 
! ba lanced budget achievred ~ to achi,eve the government's econ omic ohjective-S through the use of the fiscal 
• • 
: when government sp,ending : instrun1ents of taxation > public spending and the govennnent~s budgetary . : i 1equals government revenue : position. As an economic term, fiscal p olicy is often associated with Keynesian 
i (G ·= TL ~ economic theory"' and p olicy. Between the 1950s an dl late 1970s> K,eynesian 
• • .......................... ._ ______ goven1m ents used fiscal policy to 1nana.ge the level of aggregate demand. 

~ ······················~ : 
: KEYTERM i 
• • : budget surplus occurs when : 
• • 
; government spending is less : 
• • : than grovern men t revenue ( G < TI. : 
• • 
: Th is re presents a net withd rarwa l i 
i fr-om the circular flow of incom1e : 
• • 
: and hence a budget surplus is : 
• • : contr are tiona ry. : 
• • • ............................................... lllllllli 

he rnm t's bud t r 
Using the sy~mbols G for gove1~nm,ent spending and I for taxation and other 
sources of government revenue> th e three possib le budgetary p ositions a 
gov·ernment can have are: 

G = T: balanc d budget 

G > T: budget deficit 

G < T: budget surplus 



~ ............................. : A budget deficit occurs when public sector spending exceeds revenue. l t is 
i STUDY TI p j in1portant not to confuse financing a budget deficit vlith eliminating a budgel 
: Make sure you don't confuse a i f -j budget deficit with a balance of ! de icit. A ·budget deficit can be eli.mina,ted by cutting public spending ,or by 
~ paym,ents deficit. ~ raish1g taxation) both of wl1ich can balance the budget 01~ m ove i t into surplus. 
!,, .................. ++••,,.••••~ _______ • Assuming a budget deficit persists 1 th ext,ent to whicl1 spending ,exceeds 

SE STUDY 9.3 

Budget day 
The UK governrnenf s. fiscal year 
runs for the 12 months starting on 
1 April. for companies, and 6April 
for in d iv id uals. A few weeks befiore, 
in March, the chancellor of the 
exchequer presents his budget to 

revenue must be financed by public sector borroviling. 

From one year to another, il is the change in the budget deficit (or surplus) and 
not the absolute level that Inatters, though we shall explain later h ow a big 
budget deficit leads to a high level of govemm,ent borrowing, which can lead 
to significant pro bletns. 

the House of Commons. Part of the 
budget speech, which is published in 
the 'Red Book' (formally caHed the 
Financial Statement and Budget Report 
lFSBRJ. but commonly nam,ed after the 
traditional ciolour 1of its coverl. contains 
the ,chancellor's analysis of the state 
of the UK ,economy. This is the part 
of the budg,et which most interests 
economists. 

By contrast, the g,en,eral public is 
more intierested in the announciement ChanceUor of the Exchequer George Osborne with his Treasury team on 

of tax changes, some of which come bud get day 2014 
into effect within hours 0 1f the budget 
speech. Modern chancellors often use th 1e trick of announcing tax increases a few months earlier, in the 
pr,evious year's Autumn Statement l(or Pre-Budget Report, ,as, it used to be known I. The chancellor hopes that 
t.a1x payers wi H not notice the announcement ot th 1ese so-caUed s.t1ealth tax,es because the higher tax rates will 
not be paid until a few months later. The extract below has been taken from the Treasury· webs ite. 

Histioryol the budg'et 

The word 'budg:et· derives fr,om the term 'boug,ette· - a waUet in which eith,er documents or money couild be kepL 

The tongest 8udlg,et speech is believed to have been by WiHia1m Gladstone on 18 April 1853, ta.sting four hours and 
forty-five 1minutes. The Budge,t box or "Gladstone box· wa-s used to carry the Cha:n ceUor ·s speech from Number 111 to 
th ,e Ho,use fo1r ovf?r 100 cons,ecutiv~ y.ears, The wood9n box was hand -crafted for iGla1dstone,, UnQd in black satin and 
covered in scarL,et leather. 

Before go~ng to Parliament t,o deliver the statement. the Chancellior holds up the red box outs1ide Number 11 to waiting 
photographers. Chancellors are allow,ed to refresh themselves w ith alcohoUc drinks during their Budg1,et speech -
no oth~·r M,ember of Parliament can d,o th is.~ lradHi,onailly, the Leader of th,e Opposition - rather tha1n the Shadow 
ChanceUor - replies to the Budget speech. This ls usuaUy fotlo,wed by four days of debate, on the Budg1et Resolutions 
(the basic pa1r t s of the Budget that renew tax,es; I. co,vering different poUcy areas such a1s health, edu caNon a1ndl defsnce. 

Follow-up questions 
1 What is the purpose of budg,et day? 
~ What is a · stealth tax·? Why are st,ealth taxes unpopular? 



Tha budgat dQficit and public SQctor borrowing 
Variou s officia] terms are u sed by the Treasury for public sector b o r ro,~ving . 
including the public sectors net cash rec1uirement> ancl Lnet public 
sector borrowing'. Ho"\\1ever, b ecause the Treasury sometimes ch anges 
its terminology\ the most important thing to learn is that public .sector 
borro~ring is 'the other side of the coin' 10 the bu dget deficit. Whenever 
there is a budget deficit] the1·e is a positive borrov,.,'ing requirement. 
Conversely, a budget surplus nleans the govemn1ent can use th e tax revenues 
it isnJt spending ta, repay p.r,evious horrowing. In this case~ the borrowing 
requirem,ent is negative. 

~ ······························································································; 
: KEY TERM ! 
• • 
: public sector borrowing borro\lving by the governm,ent and other parts of : 
j the public sector to finance a budget deficit. ! 
• • • , ............................................................................................................... .... 

O~~--~----~~ 
n i n i c l polic nd h bu ~ 5 .......................... 1 fie· 

• • i demand-side fiscal policy : 
• • : used to increase or decrease : • • • • i the lev1el of aggregate demand i 
: (and to shift ·the AD curve right : 
• • 
: or leftl through changes in ; 
% • 
: go,vernm,ent spendin,g, taxation t 
• • 
: and the budget ba liance. : 
• • i • 

: defic it financing deUber,ately : 
• • 
: running a budget deficit and : 
! borrowing to, financ,e the deficit ! 
• • • • ............................................... lllllllla 

EXTE SION TE AL 

During the Keynesian era, a period ~lhich extended from around l 945 
until the late 1970s, fiscal policy 1,vas u sed primarily t.o man.age the level of 
aggregat,e demand in the econom)~ Keynesian fiscal policy, or de1uand ... id 
fiscal policy , centred on the. use of dcfici t financing lo inject den1an d into 
the ,economy. Deficit financing describes a situatio,n in 1w"'hich the govemn1ent 
runs a budget deficit 1 usuaU y for several years, deliberately setting public 
sector spending at a higher level than tax rev,enues and other sources of 
government revenue. For eac11 of the years in wl1ich the government runs 
a budget deficit , the sh ortfa ll of tax revenue has to be financed thrQugh a 
positive borro\ving requirei-nenl. 

Deficit financinq and Keynesian mac oeconomic policy 
Before the Keynesian era. UK go1vern ments believed they had a moral duty to balance thei r budgets. This 
has been called sound finance or fiscal orthodoxy. The orthodox view was t hat a budget surplus placed t he 
government in the moral position of a thief, stealing from taxpayers,. H the government ran ai !budget deficit , it 
would be ~n the moral positiion of a bankrupt. per ce ived as n,ot being able to manage its finances. S~nce both 
these budgeta1ry positions wer,e regarded ais wrong or undesirable, the government's fiscal duty wa1s to1 aim for 
a balanced budget. 

However, in the 1930s, John Maynard Keynes established a n1ew orthodoxy that legitimised deflcit financing 
and overturned the view that a1 gove,rnment shou Ld always aim to1 bala nee its budget. The new Keynes,ian 
orthodoxy lasted until the late 1970s, when Keynesianism was, replaced by a retur n to pro-free market 
economics and ,a belief in balanced budgets. 

Keynes, argued that mass unemployment in the Gr,eat Depression was ea used by 1def ici,ent aggregate cl,emand. 
He believed thatl in the ,economy as a whoL,e, too littl,e spending was, taking place because households and 
firms in the private sector were saving too much and spending too little. 

In the 1950s and 1'9'60s, Keynes·s followers, the Keynesians. argued that, in th is situation. if the 
governm,ent deliberately runs a budget deficit, t he deficit can be financed by the government, f irs t 
borrowing and then, in its public spending programme, spending t he private sec to r"s ,excess savings. Th is 
injeiets spendin1g into the economy and Un K,eynesian theory. at least) gets ri d of d,emand-defici,ent 
u nem pl,oy m ent. 



LRAS 

AD, 

Using AD/AS diagrams to illustrata damand-side 
fiscal policy 
Demand -side fiscal policy; also known a5 Keynesian fiscal policy) is the use of 
government spending, taxation and the budgetary position to n1anage the level 
of aggregate demand in the econo1ny. 

To understand demand-side fiscal policy, it is worth reminding ,ourselves of the 
aggregate demand equation: 

AD = C + I + G + (X - M) 

Government spending (G) is one of the components of aggregate demand. An 
increase in govem1nent spending, and/or a. cut in taxation, increases the size of 
the budget deficit (or reduces the size of the budget surplus). Either vlay, an 
injection into 1he circular flow of income occurs and the effect on aggregate 
demand is e"-l'ansionary. 

SRAS 

Figure 9 .7 illustrates the effect of such a reflationary or 
exp" n ionary fi ea] p licy. lnitiaUy, with the aggregate 
demand curve in position AD1, equilibriun1 national incon1,e 
occurs at point X. Real income or output is y1) and the price 
level is P1. 

To elirninate den1and-deficient (cyclical or Keynesian) 
une1nployment , the government increases the budget deficit 

0 Y1 Y3 Real national 
output 

by raising the level of government spending and/or by cutting 
taxes. The expansionary fisca] policy shi[ts the AD curve tight) 
fromAD1 to AD2; and the economy moves to a new equilibrium 
national mcom,e or output al point Z. 

Figure 9.7 !Keynesian or demand-si'ide fiscal policy How,ever1 the extent to which expansionary fiscal policy 
refiates real output (in this case 1 from Yll to y2). or cr,eates 
~"Xcess demand that leads to demand-pull inflation (in thi.s 

~ -·······-··············~·····: 
: KEYTERMS i 
• • 
: expansionary fiscal policy : 
• • 
: uses fiscal policy to incriease : 
• • : aggr,egate demand and to shift i 
! the AO curve tio the right. ~ 
• • • • i contractionary fiscal policy j 
! uses fls.cal policy to decrease i 
• • 
: aggr,egate demand and to shift : 
• i 

: the AD curve to the left. : • • • • 
: •••••••••••••••••••••• tllllllll .................... ~ 

case, an increase in the pri·c level from P1 to P2), depends on the shape of 
the SRAS curve, which in tun1 depends on how close, initially1 the economy 
Vv~.s to its normal capacity leve] o[ output (y3 in Figure 9 . 7). The n arer 
the economy gets to its norm.al capacity level of output, depicted by the 
positton of the LRAS curv in figui-e 9.7 the g-reater th,e inflationary effect 
of expansioniuy fiscal policy and the smaller the reflationary effect. Once 
the nonnal capacity level of output is reached at J:0 a further increase in 
govert1ment spending or a tax cut solely inflates the price lev,el. In this 
situation, real o,utput cannot grov.t (except possibly temporarily), because 
there is no spare capacity. The econon1y is producing on its product ion 
possibility frontier. 

Figu1'"e 9. 7 can be adapted to illusnrale the effect of a deflationary or 
coutrnclionary fi sc,tl policy. In this case, a cut in gov.ernment spending .and/ 
or an increase in taxation shifts the AD curve to the left. The extent to wl1ich 
the demand deflation re_subs in the price level or real incoine or output falling 
again depends on the shape and slope of the SRAS curve. 



During the K1ey nesia n en:1 from the 1'9'50s to the late 1970s, gov,ern rnents in many ind ustria Used mixed 
economies. including the UK, bas,ed macroeconomic po licy on the use of fiscal po1licy to manage the leve l 
of aggreg.ate demand. This became known as discretionary fi seal policy. To achieve f uU employment. 
go1vernments, deliberately r .an budget dieficits lseuing G > T). This exp.aind1ed aggregate demand. but sometimes 
too m1uch demand ·overheated· the economy. Excess demand pulled up the pr ice level in a demand-pu U 
inflation, or pu Ued imports into the country and c.aused a balance of payments crisis. In these circumstanc,es. 
go1vernm,ents were forced to r ,ev,erse the thrust of fiscal policy, cutting public spending or raising taxes to 
reduc,e the level of demand in the economy. The Keynesians us1ed demand-side fiscal policy in a discrete way 
(supplemented ,at times by mon,etary policy]. to 'fine- tun,e· t he level of aggregate demand in the economy. 
Government sp,end ing and/or taxes w,ere changed in order to stabilise fluctuations in the economic cycl,e, and 
tio try to achieve the m.acroeconomic objectives of full employm1ent and econo1mic growth. without excessive 
inftation or ,an unsustainable deterioration in the ba1lance of payments. 

The larg1er the government spending multiplier. the smaller the i ncreas,e in publ k spending needed to 
bring about a desired increase in national income. Similarly, the larg,er the tax muUiplier, the smaller the 
required tax cut. It follows that if the g,overn ment spending and tax. multi pUiers are sufficiently la rge. a1nd 
if the multipliers affect r ,eaL output mor,e than the price level, fiscal. policy used as a d,emand manag,ement 
instrument can be .an effective way of controlling the ,economy. 
Unfortunately, real-world multipliers are unlikely to be much larger than 1 or unity. Small multipliers me,an 
that d,ema nd-s,1de fis.cal policy has, relat ively little ef'fect on the t,evel of aggregate demand and th,ence on the 
economy. 

Publlc secmr 
output and 

spending 

Pu1 

0 
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Crowding 
out 

Pr1 

The ~onomy s 
production 
possibility 
frontier 

Pm8te sector 
output and 

spending 

A process known as, crowding out may provide ,one reaso,n for a 
s,ma U government spending multiplier. U is, of cours,e. 
impossibl1e to, employ real resources simultaneously in both the 
private and the public sectors of th,e economy. This means that if 
more of the available factors ot production are employed in the 
public sector. private sector output must fall, assum ing the 
economy is producing 10n its produ 1ction possibility frronUer. 
EmpLoying more ea pi tat and labo,ur in the public sector involves 
sacrificing the opportunity to us 1e the same res 1ources in private 
employment. The production possibi lity frontier in Fi1gu re 9.8 
shows maximum levels of output that can be produced with 
various c1ombinations of public sector and private sector 
spending and output. Assuming there is fuU employment and the 
economy is initiaUy at point A, an increa1s1e in public sector Figure 9•8 The crowd,ingao ut process 

spending from Pu1 to Pu2 crowds out or displ.aces private sector 
spending, which falls from .Pr11 to Pr 2, shown at point B'. Given these assumptions, the size of the multiplier with 
respect to real output is th,erefore zero. However, if the economy· was initia lly produd ng at point C, ins ide the 
production possibiUty ·frontier. the multiplier is likely to be larger with n:?sp,ect to, real o,utput. In this situation. 
the increase in public se,ctor spending from Pu, to Pu2 absorbs. idle 01r spare capacity in the ec1onomy, withiout 
reducing the re sou r,ces ava1ilable for the private sector to use. I Back in the 1 '930s. Keynes recomme nd,ed fiscal 
expa1nsion when th ie economy was in riecession, or depress,ion, but he did not advocate its use if the economy 
was already fully employed ,or operating at full capacity.) 

~ -······································································· ~ : KEY TERMS i : STUDY 111, ................................................... ~ . .. .. . 
J discretionary f i sea L policy involv~s. making discr,ete : : Most macroeconomic PPF diagrams 5 how the : 
i changes to 1G, Ta nd th,e budg,et def 1crt to manage the level ! ! trade-off between produ1cin1g capj ta L goods ~ 
~ of aiggregate demand. ~ ~ and consumer goods. Figure 9.8 is d iffer1ent, ~ 
i crowding out a situation in which an ~ncreas.e in gov,ernment i i showing the trade-off between us.ing scarce I . .. .. . 
: or public secto,r spending displac1es private s,ector spending. : : resources in the public sector or in the : . .. . . 
: with little or no incr,ease in aggregate demaincl . : i private s.ector. : . . .. .. . 
• • ................................................................. . ..................................................................... .... 



the ·sovereign debt prob lem· d 

In 2008 wh1en recession began, Keynesi,an fiscal po,licy suddenly, but temporarHy, came back into fas,hion. 
Barack Obama in the USA and the th 1en Labour government in th 1e UK justified the use of an expansio,nary 
demand-side fiscal policy, which became known as the fiscal s Umulus. For a ti m,e, both monetary poilicy and 
fiscal policy w,ere used in conjunctio1n in the demand-side 1management of aggregate demand. The Labour 
government implem,ented tax. cuts Uhie rate of VAT was cut temporarily to 1 So/o], public spending increases and 
a burgeoning budget deficit to ·spend the economy rout of rec,es'Sion·. 

Fair a few months. the rebirth of Keynesian fiscal policy se,em 1ed to work, preventing the economy from 
slumping into a d,eep recession and triggering a weak recovery. 

However, ais in other EU countri 1es s,Uch as Greece and Ireland, the massive increase in government borrowing that 
resulted from the fiscal stimulus led to, a new problem: the sovereign debt problem. Put simply, the rest of the world 
was not prepared t10 lend to the UK governmient to help f inance its budget deficit. ,except a-t ,ever-higher interest rates 
which the country· could not afford. As in other deficit countri 1es, Britain's 'Triple A' credit rating w.as threatened. 

In May 2010, how,ever, the newly elected coalition governm,ent, dominat,ed by the Conservatives , was ideologicaUy 
opposed to Keynesian economic policies. Und,er Chancellor George Osborne. the Conservatives immediately 
,abandoned the fiscal stimulus ,and intrroduced a new fiscal poUcy bas1ed on public spending cuts and. for ,a time, 
higher taxes !VAT was increas.1ed to 20o/o on 4 January 2011 J. The Labour government's Keynes.ian-inspi r,ed fiscal 
stimulus was r,eptaced by .a policy of fis,caL austerity l[known also as. fiscal consolidation or fis,cal r1estraintJ. 

n~~~~~~~~~ 
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: KEYTERM : • • • • 
: sovereign debt problem : 
• • 
: S,OVereign debt is the part of : 
• • 
; the national debt owned by ; 
I I 

: people or institutions outSiide : 
• • 
: the country that h.as sold the : 
! debt tor them. The sover,eign ! 
• • 
: debt problem stems from the : 
f difficulties governments face i 
• • 
: when trying t io financ 1e budget : 
• • I 1de'ficits by borrowing ,on ; 
: international finan,cial markets. : 
• • 
=················~····· . 

It is misleading to associate fiscal policy exclusively wid-1 Keynesian demand 
management. Aft. r 1979, v.-ith the exception of the 2 years from 2008 to 
2010, demand-side fiscal policy gave way to supply-side fiscal policy. 

ln. demand-side fiscal p oHcy; income tax cuts .stil'mulate aggregate demand 
through shifting the AD curve to the right. In supply-side fiscal polic}~ 
by contrast1 income tax cuts increase aggregate supply via their effects on 
economic incentives. Supply-side fiscal policy ain1S to increase the economy's 
ability to produce and supply goods, through creating incentives to vtork, 
save invest and to be entreprene.uriaL (There al"e' other important elements 
to supply-si.de fiscal policy, which include such interventionist policies as 
government spending on 1~et:raining schemes.) 

~ .............................. ~ 
~ =~ ···············,·························································,····················: i KEY TERM i : STUDY TIP : 

~ su~ply- side fiscal P~lic~ used ~ i Make sure you don't confuse demand-side fiscal policy and supply-side i 
i to increase the economy s ; ! fiscal policy. i 
: ability to produce and supply·· : : . . . : • • •••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• 
: goods, through cr 1eaU ng : 
! incentiv1es to work, save, ; 
• • 
: invest. and be ,entrepreneurial. : . " i Interventionist supply-side i . - . 
: fiscal policies. such as the : 
• f 

~ financing 1of retrainingi f 
: schemes tor uniemployed : 
• • ! workersi are also designed to, i 
• • i improve supply-side : 
• • 
: performance . : 
I 'ii 

=······················ ............................. . 

Along 1Nith othe.r supply-side policies described in the next section, supply-side 
fiscal policy is used to try and shift the econotnys long-run aggregate supply 
CL.RAS) curve to the 1ight1 thereby incre.asing the econo,m.y's po,te.ntia] and normal 
capacity level of output. The effect of successful supply-side fiscal policy on 
the LRA5 curve is sho\\i11 in. Figure 9.9. The LRAS curve shifts iightward from 
IRA.51 to LRA.52, \.Vi.th the nonnal capacity level of output increasing .from y1 to 
y2. (Note that an out'\\~rd movement of the economys production possibility 
frontier can also illustrate the intended effect of supply-side policies.) Supply
side policy is e>..-p]ained in rather 1nore detail in section 9 .3. 



>u 
::::i 
0 
a. 
u 
;:!: 
0 
z 
0 
u w 
0 
a=: 
~~ 
~ ~ ·····························i 

! KEY TERM i . ~ 

: nationa l debt the stock of au : 
• • ! past central government t 
• • 
: borrowing that has not be,en : 
• • 
i paid back. i . ~ • • .................................................. 

~ ............ ,., ......•....•.• : 
: KEYTERM : 
! cyclical budget deficit the i 
• • 
: pa rt of the budget deficit which : 
• • : ris,es in the do,wnsw ing of the : : . 
: ecoinomic cycle and fa Us. in the : 
• • 
; upswing o·f th,e cycle. : 
I • • • . ...................... ............................... 

SRAS1 

0 Real national 
output 

Figure 9 .. 9 The j,nten ded e·ffe et of supply-si1de fisca'l policy 

ffice for on ibili 
The Office for Budget Responsibility (OBR) was created in 2010 to p1wovide 
independent analysis o[ the UK~ public sector finances. The OBR produces 
~orecasts for the economy and public finances. The Treasury still produ.ces the 
bulk of the fotecasdng but instead of the chm1cello,1· 1naking j udgeni.ents based 
on these data, the OBR rules on \vhether the govemment>s policy has a better 
than 50% chance of meeting fiscal targets. 

The OBRs spring forecast is published at tl-1,e same titne as the budget and 
incorporates the impact of .any tax and spending p,oHcy measures announced 
in the budget. 

The OBR also judges progress made lowards achieving the tvta fiscal iargets that 
the government ain1S lo 'hif in the 1nedium term: that is, up to about 5 years 
ahead. The first target is lo balance the cyclically adjusted current budget over a 
5-year period. Budget deficits tend to rise during recessi·ons and fall during the 
recovery a.ndl boom phases of the econoll'nic cycle. The cyclically adjusted budget 
balance is an estimate of \vhat the budget balance V\7ould be if actual ,GDP were 
equal 10 pot.enria] (full-employment) GDP. Given that there has been a budget 
deficit in all recent years, the aim stated in 2010 of elin1uuuing the deficit over 
the peri,od e1,.,1:ending to 2015/16 never seemed likely to be .achi.eved. 

The second target, announced when the 10BR vlas set up in 2010, \va.s a 
reduction by 2015/16 in the size of the natio11al debt as a percentage of GDif~ 
At the time of ,vrlting in February 2015, it is aln1ost certain this "Wi.U not be 
achieved. The budget deficit may indeed continue 10 fall, but as long as the 
deficit exists, the government has to undertake ne·w borrowing to finance the 
deficit. The new borro"'d.ng adds to th.e stock of accumulated goven1ment 
·bo1Towing which is of course the nation al debt. (But although the national 
debt always increases \vhen there is a budget deficit, the national debt could of 
co,urse f aU as a percentage of GDP, if econonric growth, and possibly inflation, 
cause notninal GDP to increase at a faster rate than the nominal national debt.) 

Cyclical and structural budget deficits 
To understand fully tl1,e links bet'.\\7een the governments budgetary position 
and the wider economi it is useful to distinguish bet"rveen the cyclical and 
the suuctural components of the budget deficit and borrovling requiren1ent . 
The cyclical budget deficit is the part of the overall budget deficit that rises 
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: KEY TERMS ~ 
• • : cyclical budget surplus if : 
! i : the s·truietura l deficit were : 
~ . 
: zer10, a cyclical surplus would : 
i probably emerge in the ! 
• • 
: upswi ng of the economic eye le. : 
~ . . 
• • 
: structural budget defic it the : 
• • i part of the budget deficit which : 
• + 
! is not afh~cted by the economic : 
• • 
: cycle but results, from : 
• • J structural change in the i 
: economy- affecting the : 
• • 
: government's finances, and i 
! also f rom long-term : 
• • 
: government policy d e-cisions. : 
• I 

: • •••• •••••• ~~·····~··• .... ........................ Iii. 

~ ·····························: 
! STUDY TIP : 
• • 
: The aims of or re,asons for : • • • • 
! taxation should not be : 
• • 
= confused with the principles of : 
• • ! tax ation, though an aim might i 
• • 
: be to organise t he tax sys tern : 
• • 
: in accordance wi th t he : 
• • 
: principles, of taxation as much : 
• • 
: as possi ble. The principles of : 
.. + 
: t ax.ation are outlined under the : 
• • 
: n1ext heading. : 
• • • 
•t••••······· ··········,.... .................... ~ 

~ ............................. . 
: SYNOPTIC LINK ~ 
• 
: Public goods, merit and : : dem,erit goods. and .. 
: externalities ,are explained in 
• 
: Chapter 51. 
• 

• • • 
' • • • • .. .. 
• • • • • • • : ............................................... ~ 

and falls \Vith. the downs~ngs and ups\Vings of the economic cycle. In the 
downswing o f th e eoonom ic cycle> lax revenues fall but public spending on 
unemployment and poverty-related Vlelfare benefits increas s. As a resuh, 
the govern1nent's finances deteriorate. Conve1--sely, in the recovery andl hootn 
peliods) ta.x revenues ris,e and spending ·on benefits falls. 

A cyclie1aJ deficit occurs in a do)Vl1swmg in th e economic cycle (especiaUy in 
a recessio·n), to be foUoVv·e.d by a cyclical budgel surplus in the subsequent 
recovery and boom periods -providing lhey ar·e. sufficiently sustained. 

By comrast, as the name suggests) gro,vr.h m the structural component of the 
budget deficit and bonu\Ving requirement relates in part to the changing structure 
of the UK economy. (It also relates to govern1nent policy decisions~ for example 
those related to defence expenditure.) In recent years . a number of factors and 
trends have contributed to the grovn.h of the structural budget deficit . These 

range from deindustrialisation and globalisation ,eroding the tax base, via the 
movement of industries to central Europe and Asia~ through lo an ageing 
populatio·n aud the growth of single-parent fan1ilies dependent on welfare benefits. 

The gru\ving s tructural deficit carries the rath ei- dispiriting n1.essage that a 
government that se1iously vvi.shes to improve public sect,or finances will need 
to introduce significant tax increases or public spending cuts . or possibly both. 
Check ,vhether public sp nding cuts continue aftet· the 2015 general election. 

The reasons for taxation and government spending 
A first reason fo,r taxation is to raise the revenue required to finance 
government spending. Second, taxes and subsidies (which are. a pan of 
government spending) can be used to .aheI' the relative prices of goods and 
services in order to change consutnp ti.on patterns. 

liowever, ultimately1 the reasons for and aims of both taxation and public 
spending depend on the underlying philosophy and ideology of the 
government in pow,er. They differ significantly, f.or example1 bet~teen 
Keynesian and free-market or supply-side inspir,ed goven1.ments. 

Governments use taxation and government spending in the macroeconomic 
1nana.getnent of the eco1101ny: It is the fiscal policy elen1ent of tnacroec,onomic 
management lhat we cover in this section of the chapter. Within fiscal policy; 
t\vo of the n1ain reasons for public spei--iding and 'taxation fall into two 
categories: allocatton and dist ribution : 

• All catio n. As we have just noted, taxes are used to, alter relative prices 
and patterns of consumption. Demerit goods) such as alcohol and tobacco, 
.are ta."ed in order to discourage consun1ption, while metit goods. such as 
museums, are un ta."red and subsidised and sometimes directly provided by 
the state. In a sinlilar-v~ray, taxes are used to finance the provision of public 
goods, such as defence) police and roads. Also) under die 'polluter must 
pay' principle, taxes are used lo discou rage and reduc,e the production and 
consun1ptlon of negative externalities such as p ollution and congestion. 
Like-,,,vi.se, subsidies are used lo ,encourage the production or provision of 
extem£ll benefits or positive externalities . ln son1e countries> for example; 
govet1nnents give grants to householders to, pay fo-1- maint.aining the external 
appearance of properties an d gardens. Taxation can be. used to deter 
ni.onopoly by taxing monopoly profit th.rough removing the vrindfall gain 
accruing to a monopolist as a result of baniers to entry and inelastic supply . 
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: KEY TERMS ~ 
• • • progressive taxation a tax • • • 
% • .. is progressiv,e if, as, income : 
• • • • • • • rises, a larger proportion of • • • • • ,jl ; • income is paid in tax . • • • • • • .. • • principte of tax ation a • • • ii • ii • • criterion used for judging • II • • • • • • whether .a tax is good or bad. • • • • • .. .. .. Also known as a canon of • Ii '"' I • • • • ta·xation. • • • • • ' • 
% • economy the principle of • : • : 
• taxation which requires ,a • • • • • • • • tax to be cheap to coHect • • : • • • • in relation to the revenue it • • • • • .. • • yields . • • • • • I .. 
• .. 
• co nvenience the principle of • • • • • • • • taxation which requires ,a tax • i • • ' " • to be convenient tor taxpayers • • • • • • • • to pay. • • • • • " • 
i • .. certai nty one of the principles : .. 
• • • of taxation. Tax pay,ers should • ii • ii • • • 
' be reasonably certain of the • " • • • • • • amount of tax they wiU be • .. • .. • ii • • exprected to pay . • I .. 
• • • ~ • • • e·quity [as a p ri nc i ple of • • • • • t 

taxati on) • • requires .a tax to i .. 
• • • • • be fair . • • • • • • • 
" efficiency (as a princi ple 

• • • + • • • • • .. of taxation] a tax should • • • • • • 
achieve its des.ired obj1ectivels] 

• • • " ,!j, 
ii .. 
• • • with minimum unintended • • • • • • • .. • • consequences . ij, 
Ii • • • • • • flexib ility the principle of • • • • • 
" • • taxation that requires a tax to • • • If • .. • • be 1easy to change to meet new • • • • • • • • circumstanc,es . • • • • i • • 
········~··············· 

• Dlstributioi-1. The price m echanism is value-neutral with r-egatd t·o the 
equity or social fairness of the distribuiions of income -and weallh in the 
econo1ny: For example, wage and salary lev,els, d termined by the market, 
do not reflect th.e social value of activities such as 'investment banking 
and nursing. If the gove1nn1·ent decides that the disttibutions ·of income 
and ,vealth produced by free market forces are undesirable~ taxation and 
transfers in its public spending programn1e can be used Lo 1nodify these 
distributions and reduce the alleged niarket failure resulting from inequity. 

In the past, UK g,ovemments of all political co1nplexi,ons usecl progressive 
taxation and a policy of transfers of incom e to the ]ess well off in a deliberate 
attempt - albeit with limited success - to reduce inequaHti,es in the 
distribution of incon1e. Governments also extended the p1~ovision of 1.nerit 
goods such as free state education and healthcar,e) in order to impro,ve the 
social wage of lower-income groups. The social wage is the p an of a worker)s 
standard ,a,f living received as goods and services pr,o,vided at zero p rice or as 
income i.11 kirnd by the state, being financed collectively out of taxation . 

The principles of taxation 
Ta:,,,,l'ayers c,ommonly view all taxes as 1bad\ in the. sense that they do not 
enjoy paying then1~ altl1ough n1ost realise that taxation is necessary in order 
to provide for the useful goods and servic,es provided by th government. 
A s'taning point for analysing and evaluating whed1er a tax is ~good' or 'bad' 
is Adam S1nith>s four principl " - or ta Lion, wh'ch are also knov.n as the 
canons of taxation. Adam Smith suggested that taxation should be. equitable) 
econon1ical~ convenient and certain, and to these ,ve may add the ptinciples 
of efficiency and llexibility. A 'good1 tax meets as m any of these principles as 
p-o·ssiblel although because of conflicts and trade-offs, it is usually inipossible 
fior a tax to meet them all at the same tune. A 'badJ tax meets few if any of the 
guiding ptinci p les of taxation . 

Econ on1y 1neans a tax should b e cheap to coUect in relation to the revenue 
h yi.elcls. Convenience and certainty mean that a tax should be convenient 
for tnrpayers to pay and tthat taxpayers should be reasonably sure of the 
amount of tax they will be required to pay to the government. Equity m·eans 
a tax system sl1ould be fair, although there may be dlifferent and possibly 
conflicting interpretations of "'·hat is fair or equitable. SpecificaU~ a particular 
lax should be based on the taxpayers ability to pay. This principle is one of 
th justifications of progressive tanuion, since th 1ich have a greater ability to 
pay than the poor. Efficiency requires a tax to achieve its desired objective(s) 
'"i'lh minin1um undesire,d side effects or unintended consequences. The 
disincentive effect on effort can be thought of as an unintended consequence 
of high rates of income tax. Fina.Uy, to comply m th the principle of flcxibili ty, 
a tax must be easy to change to meet new circumstances. 

()~H~~g~-rn~~t~-en_d_i~~f-c_t_t_h~~ 

t rn o omi ti it 
As Figure 9.10 sh o1N"S, at the time of the March 2014 budget, total UK 
governm,ent expenditure was expected to be £732 billion during the financial 
year 2014/15. (Taking account of tax rev nue and other gov,ernment receipts 
which are sho"rn in Figure 9. 12, this means that the budget deficit for 
2014/15 was e,._rpected to be £84 billion.) 



Soclal protectton £221 billion 
{spending on 
Universal Credit 
and oth~r wellfare beneflit:s) 

Personal s,oclai services 
£3 1 billion 

Total projected government spending 
£732 bU llforn -

Health .£140 billion 

Other £53 b ii lion 

Debt Interest iS3 billion 

PubUc order and 
sa1fety 13 2 bi II ion 

Housing and environment 
i2S billion 

~ ~ ~;;---:::= ~ Industry, ag1r1ciukure and 
_;; ,e,m~oyment f 17 billion 

Defonce &: 38 bi I Ii on 

Ediuca~1o n £98 bi II ion 

Figure 9.10 Treasury estim.ates of governm,ent spend ing, 2014- 15 

Pe1~haps n:1.or,e significant than the absolute totals of public expenditure 
is the ratio of public e,cpenditure to t1ational incom.e or GD~ which 
indicates lhe share of the nation's resources taken by the gov,ernment. 
Apart froin the p ri-ods 1914-18 and 1939-45, which sa~l rapid, but 
temporary, increases in governn1enl spe1:1:ding to pay· for l he First and 
Second World Wars, the t\\renlieth century ,vitnessed a steadly but 
relatively slow increase in govern1nent expenditure from around 10% to 

over 40% of GDP, reaching 46 . 75% in 1982/83. The ratio ,continued to 
rise in the early 1980s and fell in the late 1980s , before rising and falling 
again in the 1990s. By 2014/15; as Figure 9.10 shows, the ratio had 
increased again lo nearly 48% in the depths of tl1e recession. At the same 
time, tax revenues hadl fallen to about 3,6.5% of GDP. The spending figure 
fell to about 4 3.5°/b of GDP at the end of the 2011/12 financial year and 
tax t evenues ro,se to a.bout 37.6% of GD.P. The fo·recast data. up to the year 
2018/19 may seem very optimistic. However, if the economic recovery not 
only co ntinues but gathers stean1, a faU in the cyclical deficit may lead to 
government finances m oving into surplus. \Vl1en you read this chapte.r, 
check ,.vhether this op'tin1ism \'\7as jus'tified. 

··············································································~······································································ i QUANTITATIVE SKILLS 9.2 
.. 
I Worked example: calculating government spending percentages (1) 
• II 

: Calculate the percentag.e shares of spending on .social protection a,nd education 1i 1n the estimates forr total 
• : g,ove,rn,ment spending in 2014/15·. 
• • 
~ According to the pie graph in Figure 9 .10, the estimat,e for spending1 on soci.al protectio1n was £222 bi llion out of 
i estimat1ed total governm1ent spending of E732 billion. As a percent.age, this is: 
f 
• 
: £222 bi Hion . i £732 bi lUon x 100 ;:: approx . 30.3% 
• 
: The estimate for spending on 1education was £98 billion out of estimated tota L government spending of £732 
• i billion. As a percentage, this is: 
• 
: £98 billion 

100 
_ . . 

13 401 
~ £732 bi Uion x - approx· · 10 
,_ 

• • -Ii • • • • • I 
• Ii 
• • • • • • • • -• • • • • • • • : 
• • • • • • • • • • • • • • • II 

• • • • • • • • • i • • •••••••••••••••••••••••••••••••••••••••••••••••••••••••• , ••••••• , ••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••••• 41111111 .................... .... 
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: QUANTITATIVE SKILLS 9.3 ! 
• • 
; Worked e,xample: calculating gover·nment spending percentages (2) " - - -• • .. .. .. Acco·rding to Ta1ble 2.3 in the UK 2,014 Budget Report. i'n 2D14/ 15 UK pu.bUc sector current expenditure was 
i expected to be £.679.'9 b:ilUon and U1K public sector capitail spe,ndin·g was expected to be £52.1 billion. Nomiinal 
• 
: GDP was expected to, be £: 1722 .. 3 billion .. Calculate tota L ptann ed government expenditure as a percenta1g·e of 
• 
: n omh,al GDP" 
• • • • .. .. 
• • • • • • • • • • " : • • 

Total government ptanned expenditure ·== total planned current spendi ng+ total government capital spending . 
For 2014/15 this was £6 7'9. 9 billion + £52.1 billion, which was £732 bi llion. The correct answer is: 

t,01ta l pla nn~d expenditure x 100 nom,n al GOP · 
: which is 
• • • • • • • • • ' ... 

£732 billion x 100; 42.So/o 
£1722.3 biUion 

• • ,. 

! • • • • • • 
" ~ • • • • • • ... 
t • • • • • • • .. • • • • • • : 
• ; 
• • • • • • • ... 
• • • • • 
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Figure 9.11 Govern.m1ent spendJng and revenue as proporti.ons of GDP~ 
1978/ 79 to 20118/19 

One reason for the changes in_ the ratios of goven1.m ent spending and 
taxation as ratios of G·DP Hes in changes 'taking place in employm.ent and 
unemploy1nent) which in turn relate to the economic cycle. As Figure 9.10 
shovts, spending on social security (under the beading 'Socia] protection~) 
which includes unemploym ent-related b enefits, is by far the largest single 
category of public spending. When the econ omy booms, unemployment falls, 
so spending on social security also falls . As a result, the cyclical component of 
the budget deficit becon-ies sn"Wller. The reverse is true in a rec,ession. 

Transfer payments made by the government 
A large part of government ,expenditure takes the form of transfer payments: 
for example, tl1e state pension and unen1ploytnent-related benefits. As the 
name inchcales, in this context (th ough not in the way the tenn ~transfers, is 
use,d in the cun-:ent account of the b alance of payments), 'transfer payments 
ar,e a r,edistribution of spending power from ta'.A--payers in general t,o those 
receiving welfare benefits and also t,o holders of the nalional debt. By contrast, 
goven1me-nt spencli.ng on 11ew hospitals or schools directly increases n.ation.al 
outpul. As a generalisation> incon1e taxes and transfers reduce tl1e disposable 
incomes of ihose iln work and ilncTease the disposable incomes and spending 
power of those living on ,velfare b en efits, son1e of whom are out of work> and 
to holders of the natio,nal debt. 



~ ............................. . 
: STUDY TIP I 
• • 
: Make sure you don't confuse : 
• • i the nati 1onal debt with the i 
: budget deficit~ but understand : 
• • 
: the links between th·e two. ; ! . 
•••••••••t•••••••••••••tlllll .................... ~ . 

In Figure 9 .101 transfers are the major pan of the item 'Social pto·tecti,on\ ,,,.hich 
at£222 billion in 2014/15 dwarfed all other types of public spending, including 
·health and ducation. W11en transfers, including d bt interest~ ztre exclud d, 
government spending falls from a~ound 45.0% of GDP in 201 ~/5 to close to 
25.0%. This Rgur is a more accurate measure of the share ·Of national output 
directly com1nanded by"f the state (and thus unavailable £or use in the private 
se,cto'I) to produce the hospitals 1 roads and other goods and services ~-ltich 
government collectively provides and finances, for the most part, out of laxatio:n .. 

Debt interest is made up ,of payments by the government to people who have 
lent to the state (i.e. to holders of the national debt). In 2014/15. interest 
payin,ents on the national d,ebt w·.ere e.x'Pected to be £53 billion, or Ov"er 7% of 
public spending. This item of public spending, vll1ich rises ,vhen interest i--ates 
rtse and faUs when interest rates are cut, is a transfer from taxpayers in general 
to people ,vho lend their savings to the government. Total interest payi:nents 
ate affected by the general level of interest rates 1 Vi.rliich are hea,rily influenc,ed 
by the level of Bank Rate set by monetary policy. In tenns of fiscal policy~ if 
th nati,onal debt (relative to nominal GDP) can b reduced, debt int rest 
as a fraction of nominal GDP also ralls - providing interest rates don\ rise . 
Conversely, if the nationa] debt rises faster than nominal GDP, debt interest 
rises as a fraction of real GDP - providing interest rates don~t faU. 

The relationship between the budget balance and the 
national debt 
ln recent decades, UK governments have usually ntn budget deficits. In this 
situation, the flow of public sector borro"Wing \'1~hich fin~nc s the budget deficit 
builds up a stock of accumulated debt. The central governments accumulated 
debt is the national debt. 

Government tninisters as high as the prin1.e nnnister - the fonnal Head of 
the Treasurry - somelimes confuse the two 'D' words: Deficit and Debt. In the 
depths of 1·ecession before 2010, both the budget deficit and the national debt 
(and the \Vider public sector debt) were grov\/ing. More recend~ tthe deficit 
fell by a lhird (a fact much lrun1peted by tl11e Treasury), but the national dlebt 
continued to gro·w. To understand the reason for this, you must first understand 
the difference betw,een stocks and flows. A budget defi.cil is an exan1ple of an 
economic flow: This means that even when the deficit is faUi.ng\ providing it is 
still positive (i.e. not a budget surplus), the flow of new borrowing that finances 
the budget deficit adds to the stock of the national debt . 

It is useful also to distinguish between the nominal or money values of the 
budget deficit and the national debt as a percentage. of no1ni.na] GDP - the 
'debt to GDP' ratio. The debt to GDP ratio is an indicator of the burden of the 
national debt on the ,economy. VVith an understanding of these differences, you 
can appreciate that while the nominal national debt n1ay be rising, the national 
debt as a percentage of no1nina1 GDP may be falling. This happens vvhen 
nominal GDP rises faster than the nominal debt, either because of economic 
groMh (which is good) or inflation (whic1'1 may be bad)) or both. 

Because it increases the natio,nal debt~ a budget deficit generally increases the 
total interest payments the govemn1ent has to pay to savers who have lent to 
the go,ve111ment. Conv rsely, a budget surplus a.Uo~~s the government to reduce 
the national debt by paying back a fraction of past borrowing. As mentioned 
alrea.d)~ changes in interest rates 1.Nill also affect the outcome. 



C)~H~-t~~io-n~ff~-s-t-h~~tt~rn~o-f~~

ti i 0 
• 
I 

Figure 9.12 sho,vs the total amount of revenue the UK goven1ment expected 
10 collect from different ta.xes in 201,+/ 15. By studying the pi,e graph, you can 
calculate the rela.ti.Ye or proportionate in1portance of each tax. The three tnain 
cat_ gories of tax are tax,es on inco-m , taxes ,on spending or expen.diture) and 
taxes on ,capital 

Total proJacted government tax reve nues and other receipts 
£648 bill fOn 

Exdse duties 
f-4 7 bll Ii on 

Natironai 
insurance 
!110 bilUon 

Income '~ 
.£167 billion 

Other E.118 billion 

Council t::1x . .£21 brllron 

VAT £111 billion 

Corporation tax 
£41 billion 

Figure 9~12 Treasury estimates of ,government tax revenues 
a nd othe r receipts, 2014-15 

Taxes on income include not only personal incon1e tax (incon1e tax in Figu1-e. 9 .12) 
but also national insurance contributions and corporation tax. National insurance 
contnbutions ( which in legal tem1S are not strictly a tax) are a second type of 
pe1-son:1.l income tax; ,;,.vhich may eventual1)1 be merged into person.ah income tax. 

Corporation tax is a tax paid by cou1panies on their profits. 

The two main indirect taxes are value added tax (VAT) and excise duties on 
goods such as mo-t,or fuels, alcohol drinks and tobacco. ln 2014/15 thes '\,\,"ere 
expected to raise £11 1 billion and £4 7 biUion in tax reven ues. 

Taxes on wealth and capital are not very iropona.nt in the UK. Council tax; 
which is a tax on property, and business rates ai--e the only wealth taxes 
sho'Vlrn in Figure 9.12. Inheritance tax, which is a tax on wealth given from 
the de-ad to the living> is included in th e category 'Other' in the pie graph. 
Much of incom·e ta:x revenue is of course paid when people w,ork for a living, 
producmg useful goods and services. Wealth taxes~ w hich by contrast stem 
from the ownership o,f assets such .as houses and stocks and shares, reflect the 
accumulation or build-up of pe1""Sonal and household wealth in the econouiy. 

TEST YOURSELF 9.2 
Calculate the percentage shares of estimated total government revenue in 
2014/15 10f income tax and corporation tax. 

Progressive, regressive and proportional taxation 
If the govemn1ent decides that the distributions ·Of incon1e and wealth 
produced. by free-market forces are undesirab]e; taxation and transfers in. its 
public spending programn1e can be used to modify these distributions and lo 
ny to reduce this market failure resulting from 1inequity~. 



~ s··· ....................... ~ Until quite recently, British. governments of all political complexions used 
• • progressive taxation and a policy of transfers of income to the less well-off) in a. i progressive taxation a1 tax is i 
: progress~ve if, ,as income rises, ! deHber.at,e atte.1npt- albeit with limited success -to reduce tn c1uaUti sin che 
: a gre,ater proportion of income ~ distribution of income. A tax is progressive when the proportion of income paid 
i is paid tio the government in taix. i in lax rises as incon1e increases. Progressive 'taxation1 conibined '""ith transfers to 
: : lo,ver-income groups1 reduces the spe11ding power of the rich, while increasing 
• regressive taxation when the • ! proportion of income paid in i that of the poor. However, seine taxes, particularly those designed to reduc,e 
! tax falls as income incr1eas1es. ! consumption of the demerit goods alcohol and tobacco> are regressive and fall 
• • i proportional taxation when i m ore heavily on the poor. These taxes ai-e ·regressive. Rcgr ssivc ta .. a t i n Dleans 
~ thie proiportion of income paid ~ that the proportion of income paid i:n tax falls as income increases. In recen t 
i in t,ax stays the same as i years, many economists and politicians usually of a pro-free market persuasion1 

~ inco1m1e increases. ; have advocated the introduction of proportiona l taxation ~ which in the case of 
• • 
;,,..,.,, .. ., ••••.• .,.,.,. ............. ______ • a proportional incoine lax is sometimes called a 'flat tax '. 

~ .... ., .............................. : 
! STUDY TIP i 
• • 
: Make sure you can explain how : 
• t II • 

; progr1ess1ve taxation and i • • 
: transfers have affected th ,e : 
• • 
: economy and can 1evaluate : 
• • 
: whether the effects have been : 
• • i good or bad. i 
' ........................... _____ ... 

~ --···················~·······: 
: KEY T'ERMS i 
• • ! tax. threshold the basic i 
• • 
: tax threshold is th,e lev,el of : 
• • i income ,above which pe 1ople i 
: pay income tax . Income below : 
• • 
: the basic tax threshold is : • • • • i untaxed. i 
• • • • 
: direct tax a tax which cannot : 
I • • 

: be s,h 1fted by the person legally : 
• • 
: Li able to pay the tax onto : 
! someone else. Direct taxes are i 
• • 
: levied on income and wealth. : • • • • 
I indirect tax a tax which can be i 
• • 
= shifted by the person legally : 
• • ! liable to pay th ,e tax onto : 
• • 
: someone else, for exampl1e : 
• • ! through raising the pric·e 1of a i 
I + 

: g1ood being sold by the : 
• • ! taxp,ayer. lndi r 1ect tax 1es a re I 
: Levi,ed on spending. ! 
• • 

=·················~~··· .... -----lllllllllt· 

The ,vord 'progressive> is value-neutral ~ implying nothing about how the 
revenue raised by tht: government is spent. 

Capital gains tax:, c,ouncil tax and inheritance tax, are the UK taxes imposed 
on capital and ·vv""ealth. However, ~reahh is lightly taxed in the UK. For many 
decades in th·e twentieth century, inequalities in the distribution of wealth 
were substantially reduced, but since- 1979 they have risen. again. In 2014) the 
ONS estitnated that the ,vealthiest 20% of UK households 0\.'1ned 63% of total 
aggregate household wealth in 2010/12; a share which has in.creased slightly 
frorn 62 °tb in 2006/08 and 2008/10. At the other extreme, the p oorest 20% 
ovmed less than l % ,of total household wealth. 

Ne.ve1theless, many people believe wt·o,ngly that incotne taxes are strongly 
progressive in the UK. Personal inco1ne tax is only slightly progressive for 
most inc,ome groupsJ beconling rather more progressive fo,r the richest fifth 
of households. The progressivity of j_nco1ne tax ,vas reduced by the abolition 
in 2013 of th e highest 50% marginal rate of iucome tax. "vhich was levied on 
those ,villi taxable incomes over £150~000. However~ the 50°..6 rate of income 
tax ,only reinained in place for 2 years. lt is also the case that few,er lov,,r-paid 
people n ow pay incom-e rax. This is because the basic tax thresh old has 
been increased by more than the rate of inflation . The marginal tax rate is the 
amounl of tax paid on an additiona] pound of income, ,vh ile ihe tax threshold 
is the inco1ne level at which a person begins p aying incon1,e tax. 

Because the council tax and indirect ta.xes (mostly expenditure taxes) are 
regr ssive 1 'taking a declining proportion of the income of 1ich households) 
overall the UK tax system is at best only sligl1tly progressive> a11d i t may even 
be regressive. 

Direct and in direct taxation 
Income tax is an e..xample of a direct tax because die pe.Tson who receives 
and benefits from th income is liable in law to have to pay the tax to the 
government; they cannot pass the tax on to someone else. Corporation tax a.u.d 
national insurance contributions are other exa.n1ples of dtr, et taxes. 

By ,contrast> mnst taxes on spending, such as value added tax (VAT) and 
excise duties, ar.e indirect taxes. This is bee.a.u se the seller of the good, ancl 
nol the buyer who benefits from its consumption, is liable to pay the tax. 
Nevertheless, as \v·e .e,~1'.Jained in Chapter 2 (section 2.3) ; firms try t,o raise 
the prices lhey charge customers in order to recoup lhe tax revenue they pay 
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~ .............................. to the gov,e,rn1nent. When this happens! the buyers of the good fndirecdy pay 
; STUDY TIP i some or aU of the tax, via the higher prices 1he sellers no"r cha1~gc. 
• • t • ! Make sure y·ou understand the !..-. 
: Links between taxes on income ........................................................................................................ : 

i and expenditure and direct and i ! SYNOPTIC INK i 
i indirect taxation. f ! Go back to pages 31-33 of Chapter 2, to see how shifts of microeconomic ! 
:...................... _; : supply curves brought about by indirect taxes and subsidies affect the : 

~ . 
! prices oif goods. This wiH help you to revise your understanding of pric1e : 
• • 
: elasticity of demand. : 
• • • • ........................................................................................................................ 

O~~~~--~~---i c r nomic in ax sand 
v n ndin a f c th t rn f 
n cti it 

As we have al1"eady mentioned, taxes and subsidies are used ito alter the 
.... ......... .. " .......... ,,. ••. " ............ , l . . f l d . . d h . • re auve pr-1ce.s o' gooc s an services 1n or er to c , ange c,onsumpuon 

! SYNOPTIC LINK ~ patterns. Demerit goods such as alcohol and tobacco are taxed in order to 
i Public goods, merit and • 
: ; discourage consumption, W"hile merit goods such as healthcare and education 
: demerit goods. and i externalities are explained in f are subsidis,ed and o&en publicly p rovided . Taxes a.re also used to finance 
~ Chapter 5. i the provision of public go,ods such. as defence) police and roads. Under the 
;,. •• , .......... ,.,.,.., ...... . -t-t ,.... .................... - = ~polluter n1ust pay, principle, taxes are also used to discourage and reduce the 

production and consumption of negativ~e externalities such as pollution and 
congestion. 

Q Th th ry 
nan h 

... .. rn nom1c I 
Between 1979 and 1997, and under the influence of supply-sid theory, 
Conservative gove.rn1ne.nts changed the structure of both taxation and public 
spending to widen rather than reduce inequaliti sin the djstrlbutions of 
income and \vealth. The Conservatives believed that greater incentives for 
work and enterp1·ise ,vere necessary in ord r to increase the UK-)s grovvth 
rate. For the Conservatives, progressive taxation and transfers to 1he poor 
meant that people had ]ess incentive to work harder and to ,engage in 
entrepreneurial risk. The ease with which the poor could clahn w.elfare 
benefits and tl1e level at v,rhich they were availa.'ble created a situation 
in which the poor rationally chose unemployn1ent and. state benefits in 
preference to, wages and work. ln this dependency culture, the unwaged were 
effectiveJy marrie.d to the state. 

From 1997 until losing office in 2010 1 labour governments ttied to use fiscal 
policy both to improve the e,conomys supply-side performance and to make 
the distributf.on of income once again more equal The p·oUcy had only limited 
success. Although the real incomes of most of the poor increased in these 
yearsl income inequalities continued to grow, largely because high incomes 
grew at a much faster rate than low incomes. Since the 2008/09 recession, 
h,o.~rever~ and at least until 2014 ~ average real incomes fen by near-record 
amounts, and, according to the h1lStitute of Fiscal Studies, inequality fell back 
to lev ls last seen in the mid-1990s. 



~ -····························: 
: KEY TERMS ! 
• • 
: supply-side policies aim to : 
• • : improve national ,economic : 
• • 
; performance by creating : 
~ . 
i corn pet itive and mor1e i 
• • 
: efficient markets and through : 
i i nterventiornist polic1 1es such as ! 
• • 
: government fin a nee of labour : 
i retraining s 1chemes. ISee also i 
• • 
: supply-side fiscal policy.I : 
• • • • 
: supply-side economics a : 
• • 
: branch of free-market : • • • • 
; economics arguing that i 
! government policy should be : 
• • 
: used to improve the : 
• • ! competitiveness and efficiency ! 
• • 
: of markets and, through this, the : 
• • ! performanc,e of the e1conomy. : . ~ • .................................................... 

TEST YOURSELF 9.3 
In whi c:h one of the ·follow ing situations is a gov1ernment most likely to 
purs,ue a contractionary fisca l policy in ord1e r to decrease aggregate 
demand? 

A When ·there is a neg,at ive output gap 

B When the long -run trend rate of econom i1c growth is too high 

C When t here ~s a low level of structural unemployment 

D When inftationary pressur,es are op,erating in th 1e economy 

Explain why D1 provides the co1rrect answe r and why A, Band C do not . 

Acc1ess the website of Her Majesty 's Revenue and Customs on www~ 
hmrc .. gov .. uk/vat/start/introductio n_ht m and 10n www.hmrc.gov.uk/ 
i nco m etax/ba sic s. htm and r ead the advice H RM C gives to taxpay1ers 10n 
income tax and VAT. Write a short repoir t: to summarise y1ou r find ings. 

9.3 Supp ly-side po licies 

Q Th II 

mean1n 
1!11 

I 
II! 

conom1 s u 
Su pply-sidc policies can best be u nderstood if you first undersland the 
n1eaning of supply-side ccononlics. Back in 1983, Anhur Laffer, an eminent 
supply-side econ omist , wrote: 

Supply-side economics provides a fran1ework of analysis which relies on personal 
and private incentives. \Vhen incentives change, peoples behai,.iour changes in 
response, People aJe attracted 'to,vards positive incen tives and repelled by the 
negatl.ve. The role of government in such a fran1ework is carn.ed out by rhe ability 
of govenunent t,o alter incentives and thereby affect society!; behaviour. 

o--~~~~~~~~ 
u m1 r 

~ ·····························: 
: STUDY TIP i 
. = ! It is important to understand : 
• • 
: that, originally, supply-side : 
• • 
: economics was p,art of the : 
• • 
: free-market revival. : 
• • " .. ···~················~·i .... !!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!!11 

m ival 
Supply-side econo1nics grew in significance in the 1980s as a part of the fr,ee
market r,evival Free-market economists beUeve in the virtues of capitalis1n and 
competitive markets - a belief which is matched by a distrust and dislike of 
~big governmen t' and state intervention in the economy. 

The original meaning of supply-side economic policy 
When supply-side econom ics first came to pro1nin ence around 19'80 1 i t 
focused narrowly on the effects of fiscal policy on the economy. (Soon after, 
other supply-side policies were started ; including p rivatisation and trade 
union reform.) As we have seen . du ring the Keynesian era most eco11omists 
regarded Ii.seal policy - and especially taxation - as a dell1!2lnd 1nanagemen.t 
tool. In Keynesian econ omics> the governments budget deficit lay at the centre 
of fiscal p olicy The Keynesians largely ignored the impact of public spending 
and tax ch an ges on the supply side of th e econon1Y> focusing instead on how 
changes in government spending and taxation affect aggregate demancl. 



~ -····························: 
: STUDYTIP i 
• • : You should appreciate that : 
• • 
: many supply-sid,e policies are : 
• • 
= microeconomic rather than : . : : . . : macroeconom 1c. : 
• • • § ....•.•.•.. ~ ...... ~ ................................ .. 

~ -····························: 
: KEY TERM i 
• • 
: interventionist policies occur : 
• • • 
: wh,en th 1e government : 
• • 
: intervenes in. and sometimes : 
• • i r ,eplac,es, fre ,e markets. i 
• • : lnterventionis t supply·-side : 
• • i policies include government i 
i tun ding of research and : 
• • : d1evelopment. : 
• • • • .. .,. .............................. ______ .. 
~ • •• , • • •• f •••••• , ••• • , ••••••• • , 

: SYNOPTIC LINK i 
• • 

By contrast, supply-side economics initially gre\v~ out of the concern expressed 
by free-tnarkel economists about the microeconomic effects of de1nand-side. 
·Keyn sian fiscal policy. lndeed1 il1 many respects, supply-side economics is a 
re.viva] of the old pro-free market theory thait largely disappeared from vie,v 
during t11e Keynesian e1·a. The central idea of supply-side economics is that a 
tax cut should be used, not to sli.n1ulate aggregate demand Keynesian-style, 
but to create incentives by alt ring relative prices. panicu]arly those of labour 
and leisure, in favour of work, saving and investm,ent~ and entrepreneurship 1 

and against the voluntary choice of unemployinent. 

The wider meaning of supply-side economic policy 
Supply-side economic policy now encompasses more than just fiscal policy; 
it is the set of government policies whic·h aim to change the underlying 
structure of the econom y and improve the economic performance of maTkets 
and industries, and of individual fimi_s and wo·rkers wit.hin 1narkets. For the 
most pa.rt; supply-side po]icies are also microeconomic rather than simply 
macroec-0non1rc, since by acting on the n1otivation; and efficiency of individual 
consumers, ,vnrikers and entrepreneurs '\\rithin the. econom~ the policies ahn 
to enhance genera] e.conon1ic perfom--iance and the econoinys ·underlying 
production potential by improving microeconomic incendves. 

Supply-side ,econo1nists1 and free-tnark t cco,nomists in genera]~ b lieve that 
if markets are alloirved to function con1petitivel~ the econon1y is usually close 
'lo full employment. However, due to distottions and inefficiencies resuking 
from ·Keynesian neglect of the supply side, toward the end of the Keynesian 
ena economic groVvt'h a11d fuU employm nt ,vere not achieved. To increase 
levels of output and employment (and to reduce unemploy1nent), supply-side 
economists recon1mend th use of appropriate microeconomic policies to ren1ove 
distortions, improve incentives and gene111Uy make markets more co111petitive. 

: Interventionist suppiy-side : 
• :. During the Keynesian era, government microe-conon1ic policy in the UK \-Vas 
: policies a re used to correct ! many of the market failur,es i generally interventionist, ·extending the roles of ihe state and of the planning 
~ described in Chapter 5. ~ mechanism. lntcrvcn tion is L s uppJy-sid e policic . such as regional poHcy~ 

u 
: ............................. _______ • competition policy and industrial relations policy (wl1ich w,ere k-no,\'n 

~ ~ -····························: 
~ ! KEY TERMS i u + .. 
w : non - interventioni st supply- : 

• • 
~ ; side policies free up markets, : 
!:.,!L,. I >I 

~ : promote competitio1n and : ...... . . 
X : greater efficiency, and reduce : 

II Ii 

: the 1economic role of the state. : • • • • • • 
i. privatisation involves shifting i 
• ownership of state-owned ! 
• • 
: assets to the private sector: : 
Iii • 

! mar ketisation involves shifting 1 

• 
: provision of goods 1or services 
II 

: from the na1n-market Srector to 
• 
: the market sector. Also known 

collectively as industria. policy) , generally increased the role of the state and 
limited the role of maTkets. 

By contrast, pro-free market supply-side mi.c.roeconomic po]icy is antt
interventionist, attempting to roll back government interlerence in the activities 
of markets and of private econo1mc agents and to change the economic 
function of goven1ment frotn provkkr to enabler. N on-interven tion is t supply~ 
s idc po lie ics include tax cuts to ,create incentives to W·O rk 

1 
save and invest , 

cuts in \\7el[are benefits to reduce the incentiv,e to choose unen1ployment 
rather than a low-.paid ,vork alternative, p r iva tisa tio n , m arkc.tisatio n 
(co1n1nercialisation) and d eregulation . (The main interventionist supply-
side poncies supported by fr.ee-market economists are go,vemment pmYi.sion 

of exten1al economies dlla.t benefit private sector finns . These policies 
include gov.emmenl provi.sion of education and training and investment in 
infrastructure projects such as motorways and high-speed trains.) 

I as commercialisat ion. 
: ln es!5ence, the supply~si.ders, together ,vith the otl1er free-1narket economists, 
: deregul ation invarlves I remorving prreviously imposed : ms·h to creat,e an enteqJrise cultu1~. In this broad interpretation supply-side 
: regulations. It is the opposite ~ policies aim to promote .entrepreneurship and popular capitalism and to replace 
i of rregulation. i the dependency culture and statisn1 tha:t supply-side economists argue had been 
: •••••••••••••••••••••• 411111------· pan of the Keynesian mixed economy. Successful supp ly-si.de policies can also 



r-educe both unemployment and inflation in the long tenn, and improve UK 
external performance> as reflected in the. balance of payments on current account. 
This is becaus the supply-sid, reform produced h}" lib rating markets is exp c~ed 
to produce conditions in \vhich domestically produced goods are boih price 
competitive and quality co,mpeti'tive in overseas markets. 

Ho,,vever, to bring about the long-run. in1proven1ents in economic performance 
required to achieve these ends> substantia1 and sustainable increases in lahour 
productivity ar,e required. This in llln1 requires successful reform of the supply 
side of the economy. 

o~--~~~~~~ 
ply- i ·mp o m n nd up ly-
P Li i 

• 
I 

Economics students often c,onfuse sup ply-sid hnproven1ent (or supply-
side reform) wid1 supply-side policies. While the tv,lo arc linked, they do not 

................. 0 ..... ., .... ..,.i n1ean exactly 'the same thing. For the n1ost pan~ supply-side improven1.ents 
: i are undertaken by the private sector itself as a result of entrepreneurs realising 
: suppLv-side improvement : th ~ ak t1 ·r fi" ffi · t C'i d t·a· fi t t · .. ·1 • · ey mu;;;.,, m e ne1 1rn1.5 u1.ore e c1en ~n con~pe 11 ve, us o survJ1.v,e 

} reforms undertaken by the ! in the modem global economy) and second to make profits. By c,o,ntr~st; the 
! private sector to r,educe costs i goven1n1ents supply-side policies are pmt of the means of achieving this desirable 
: to, ,enabl,e firms to become " .. : outcome. ln the free-market view; by financially propping up uncompetlHve 
: more productively effici,ent and : 
j compietitive. Supply-side ! firms! interventionist supply-side policies are often counterproductive in bringing 
~ improvement often r ,esults ~ about supply-side improvements. n1is is not necessarily true.) however, m the 
i from more investment and i case of interventionist policies "vhich provide training, infrastructure and other 
! inno,vation, often und,ertak,en ! external economies that reduce firms, c,osts. Nevertheless, as already mentioned1 

~ by firms without prompting ~ p1~0-free market econon1ists generally prefer non-interventionist supply-side 
~ ~ 

: from the government. : policies. By liberalising markets and setting them free) the government pursues 
• • : ............................ 4111_______ the role of ,enabler rather than provider. They are also against interventionist 
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Figure 9.13 A Laffer curve 

policies, be-cause, to finance them, higher taxes are required, which damage 
incentives. They also question the quality of govem1ent p1uvision. 

()~T-h~~ff-r~u-r~~~~~~~~~ 
Supply--side economists believe that high rates of income tax and the overall 
ta · burden create disincentives, which, by reducing national income as 
taxation. increases, also reduce the govem1nenfs total tax revenue. This effect is 
iUustrated by a Laffer curv,e, such as the one in Figure 9 .13. 

The Laffer curv,e, natned after the leading supply-side econon-rist Arthur Laffer) 
quoted at the beginning of this section, sho"1'S ho"r the government~ total tax 

1,00 

""average tax ram 
(aMring • • taxm) 

·revenue changes as the average tax rate incr~eases frotn 0°t6 to 

100°k. Tax revenue must be zero \\"hen the average tax rat.e is 0%; 
but Figure 9.13 also sho¥1S that total tax revenue is assumed to 
be zero whei1 the. tax rate is 100%. Witth the. average tax nne set 
at 100%, all income tnust be paid as tax to the government. ln 
this si..tuati,o,n) there is no incentive to produce output oiher than 
for subsistence, so with no output produced, the government 
·ends up collecting no tax revenue. 

B tween the Hmiting tax rates of 0°i6 and 100%, the Laffer curve 
shows tax revenue first rising and then faUing as the average rate of 
taxa.tion il,creases. Tax revenue is maxinlised at the highest point 
on the Laffer curve, which in Figure 9. 13 occurs at an average 
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tax rate of 50%. Beyond this point, any futther increase in the av,erage 'lax rate 
becomes counterproduct.ive~ causilng total tax revenue to faU. (The tax rate which 
ma:l!..imises tota] tax li venue isn 't necessarily 50%. It can vary through tin1e.) 

Supply-side economists argue rhat the increase in the tax burden in the 
Keynesian era, needed t,o finance the gro"lk·th of the government and the public 
sector, raised the average tax rate to,vards or beyond the critical point on th,e 
Laffer curve. at which tax. revenue is maximised. In this situation, any funher 
tax increase has the perverse effect of reducing the governments total tax 
n~venue. lncle,ed, according to supply-side the,o,ry, if the governmen t wishes to 
incr:ease total tax revenue, it must cut tax rates rather than increase them . 

A reduction in tax rates creates the incentives needed to stimulate economic 
gro,~th. Faster gro\\'th means tha:t total tax revenue increases despite the fact that 
tax rates are lower. Arguabl); the effect is reinforced by a decline in tax evasion and 

avoidance, as the incentive to engage in these aotivities r:educes at lower tax nU·eS. 

Have UK politicians been influenc·ed by supply-side theory? 
On 18 Dec,ember 2012, Chancellor George Osborne spoke to a 1gathering of American supply-s.ide economists 
at the Manhattan Institute for Policy Research in N,ew York City. In answer to a question about the division 
betwe,en American Republicans and British Cons.ervativ 1es on th,e power of tax rat,e cuts to gene rate tax 
revenue. George Osborne repli ed: 

Well I'm a fiscal Cons,er v.ative, and I don't want to, take rmsks with my publk finances on an assumption that we an~ 
at .some point on the, Laffer curve. What II would say is, let's see the proof in th,e pudding: 1in other words, ll"m1 a l ow-· 
tax Conservat~ve, I want t,o reduce taxe·s. but I ba sic;1lly th1ink y,ou have to do the, hard work of r~ducing ,go,vernm1,ent 
spending t,o pay for U1,ose Lower taxes . U you want to, cut taxes~ cut welfare, end cut spending, and that"s what rm doing. 

Osborne seiemed to be rejecting th ie '1extrem1e· supply-side argum,ent, based on t h,e Laffer curve, that tax cuts 
can be self-financing and that they a re all that is needed for growth generation. Osborne, along with other 
Conservative members o'f th ,e UK gov1ernment (in early 2015), is, best rega1rded as a 'mod,erate· rather than an 
·extreme· supply-sider. 

Many La1bour ,a1nd Ljb Dern politicians now also ,accept moderate supply-side argument-s, th iough they 
continue to reject extreme supply-side calls for s.wingeing tax cuts and greater income inequality in order 
to incentivise thie population. Especially sinc1e the emergence of the sov,ere ign debt problem. f,ew politicians, 
now call f 1or continuoius large budget deficits as th,e way to achieve growth and full employment, and there is 
general agreement that the tax structure should be used in a supply-side way to creat 1e incentives for work. 
entrepreneurship. saving and investment. 

Follow-up questions 
1 Describe th 1e difference between ·extr1eme· and ·moderat1e· supply-side views on th1e role of tax cuts. 

How has the emergenc1e of the sovereign debt problem aff,ected fiscal policy? 

The ·trickle-down' ef feet 
Along with oth er fr ~-market econo1nists, supply-side econ,omists believe that, 
in the long run> expansionary fiscal policy leads to inflation> ""ith no increase 
in real oulput. S01ne believe that although the rich benefit 111ost from supply
side tax cuts, a 'trickle-dowut effect 1neans that the working p oor also benefit. 
This is because the rich respond to tax cuts by employing more servants J 

nannies and gardeners~ albeit generally on lo,v wages. 

But other econom ists question the strength and even the existence of trickle
do\lVD. effects. J.K. Galbraith, £or example~ caustically quipped the less than 
elegant metaphor that if ,one feeds the horse eno11gh oats~ some will pass 



through to the road for the sparrows. Galbraith went on t,o state, ·we can safely 
abandon the doctrine that. the rich are not working because they have too Little 
money and the poor because they have too n1uch .. ' And ven if a nickl -do'Wlt 
effect does operate> the wid,ening inco1ne inequalities that are. responsible 
for more of the poor being .employed by the rich a.r-e viewed by K ynesiatt 
economists as far too inequitable or unfair. 

Microeconomic theory and the effects of supply-side 
fiscal policy 
The supply-side theory of the effects of ta""iffition on labour n1.arket incentives, 
\\'"hich lies at the heart of fr -market supply-side economics, depends on the 
shape of the supply curve of labour. 

Supply-side economists usually assume a conventional upward-sloping supply 
curve of labour. Such a curve, 1,vhicl1 is illustrated in Figure 9.l 4(a), shows 
that \Vorkers respond to higher \vage rates by supplying more ]abour. 
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Since a cut in the 1-ate at which income tax rates are levied is equivalern to 
an increase. in the wage rate, the up,,,.~rd-sloping supply curve implies that 
,vorke1--s respond to cuts in the marginal rate of income tax by \vorking harder. 
(The marginal rote of income tax is the percentage of the last pound of income 
paid in tax.) If 1his is the case> a reduction in income tax rates cTeates the 
inc,entiv.e for workers to supply n1or labour (and for enttepren urs to beco1ne 
more enterprising)> while an increase in incom,e lax rates has a disincentive 
effect O·n effo,rt and the supply of labour. 

However, the supply curve of labour need not necessarily slope upward 
throughout its length. The backv..~ard-be:nding labour supply curve in Figure 
9 . l 4 (b) is another possibility: It shows that, above the hourly wage rate W1, 

a11y further wage rat{~ increase· (or income· tax decrease) causes w,o,rkers to 
supply less rather than more labour. In this situation, workers prefer to enjoy 
extra leisure time. rather than to ,, .. ~rork . Following an increase in the hourly 
wage 1-ate from W1 to W2, th.e hours of labour time supplied fall from L1 to L2. 

lt is important ro note that~ if supply curves of labour bend backward, the 
supply-side argun1ent - that tax reductions increase national output and 
efficiency through their effect on labour market incentiv,es - becomes much. 
weaker. Far fron1 encouraging people to 1;vork harder, a wage rise or inc,01ne 
tax cu t might have the opposite effect, causing people to work fewer hours 
aud to· enjoy more leisure thne instead. 



C)~E~a-m~l-e~~-u-p~l--~id~~o-n~m~ic~o-l-ic_i_e_ 
'0.'e conclude the chapte.1~ ·by outlining examples o,f supply-side polici,es oth,er 
than those lhat relate lo the effect of fiscal policy on personal incentives. 
Som,e of these have already been mentioned. l t is also worth noting tha't 
supply-side p olicies include measures such as gov,emment spending on 
e duca·tion and training, cuts in inc,ome and corporation tax, 1..velfare reforn1> 
and industrial policy. 

AU th policies listed b ,ow have be.en impl mented in the UK over 
approxnnat.ely the. last 30 years. However> some policies > such as creating 
inte.rnal n1arkets in the provision of state healthcare and education, h ave be~n 
partially implemented and tllen largely ,,rithdra~rn. 

Industrial policy measures 
• Privatisation The sale ot transfer of assets such as nationalised industries 

fro1n the public sector to the private sector 
• Marketisation (or commerciali ati n) Shifting conomic activity from 

n on-market p rovision (fn-ia11ced by taxation) to commercial or market 
ptovision for vthich the custon'ler pays 

• Deregulation The re1noval of previously imposed regulations in order 
to promote competition. Deregulation ren1oves barriers to market entry 
to n1ake markets contestable, and gets rid of unnecessary 'red tape, or 
b·ureaucracy, w hich had increased finns 1 costs of pr-oduction 

• Internal markets ln the National Health Senrice and education, "rhere the 
state continues to be a majo r producer and pro,ider of services_. internal 
markets can be introduced to provide a fnrm of c:ommercial discipline 
and to hnprove efficiency. 111 an internal market, ,vhich is a substitute for 
privatisation\ the taxpayer continues to finance hospitals and schools, but 
·hospitals and schools 'earn ' the n1oney acc,ording to how 1nany patients andl 
pupils they attract 

Labour market measures 
• Lo,ve r rates of incom e tax Reducing marginal rat,es of incon1e tax to 

create laJbour market incentives, and raising tax thresholds or personal lax 
a11ovvances to reu1ove the Lo,v-paid from the tax net 

• Reducing state welfare benefits relative to average earnings Lower 
b enefit levels create incentives to choose lo,v-paid e.mployn1en1i: hi. 
preference to claiming unemp]oyment-relai.ed benefits. In addition) welfare 
benefits can be made moTe difficuh to clain1, and available only to cla.in1ants 
genuinely lo,oldng fnr wnrk. 

• 
1Changing employ1nent law to reduce the power of trade unions 
Removing trade unions' legal protection, restricting their rights, and 
extending the freedom for ,vorkers not to b elong to unions, and for 
employers not to re.cognise and negotiate with uni.ons. Replacing collective 
bargaining ,,rith individual " rage negotiation and employer detem1ination of 
pay. Restricting the right to strike and to undenake inclustrial action 

• Repealing legislation which limits employers' freedom to e1nploy This 
makes it ·easier for employers to ~hire and fire' workers 

• More flexible pension arrangements Encouraging workers to ~opt ouf 
of state pensions and to arrange private pension plans s,o, .as t,o reduce the 
burden on taxpayers. Allowing ,vorkeTs to transfer p1ivate sector pensions 
b t~·een employers when changing jobs 



• ltn proving the training f labour Establishing training agencies and 
academies to develop vocational teclu1ti.cal education. However, UK 
governments have rejected the proposal to impose a 'training unt on an 
employers to pre.vent free-riding by firms wid1. no training sche1nes> wl1.ich 
poach trained 'Arorkers fron1 fim1s thzrt do train their workers 

Though not a government policy, the introduction of short-ternll employment 
contracls in labour markets replaced jobs fa.r life' 'With shon-te1·m 
labour contracts. This, together Vlith th e pron1otio11 of profit-felated and 
performance-related pai has had a supply-side effect. Also) cz,ero hours> 
en1ployn1ent contracts have recently been introduced by a large nunilier of 
employers. Critics ,of these policies ~bell ve they lead to eve.n grea'te:r poverty 
and in equality for ord n.1.aiy workers in an increasingly casualised mi.cl exploited 
pan-tim,e. labour force. 

Financial and capital market measures 
• Deregulating financial market s Creating greater competition a1nong 

banks and building societies, and opening up the UK financial markets 
to overseas banks and financial institutions. These refonns in crease the 
supply of fun.ds and reduce. the cost of borrovting for UK finns. Financial 
deregulation an d 'the ren1oval of foreign. exchange controls also encourage 
·in~"'ard' investm nt by overseas Hnns such as Samsung and Nissan. 
However, very lightly regulated banks created by financial deregulation 
conuibuted significantly to the financial crisis "rhich began in 2.007 and 
then ushered in the 2008/09 Tecession 

• Encouraging aving Governments have cte11ted special tax p1ivileges for 
saving. They also encouraged saving by giving individual shareholders 
first preference in the market for shares issued V-lhen forn1er nationalised 
industries sucl1 as British Gas v.re1--e privatised. However> most individual 
shareholders quickly sold their shares to institutional shareholders 
which negated one of the main reasons for p rivatisation. It is also Vlorth 

noting that in recent ye-ars, very [o\v interest rates~ brought about by the 
govermnents mon etary polic1~ have discouraged saving 

• Pro1no tiu entrepre neurship 1Govemments have encouraged tl1e gro\vth of 
popular capitalisn1. and an en terprise culture. Company taxation has been 
reduced and n1arkets have been deregulated to encou1-age risk taking 

• Reducing public sp ending and public sector borrowing This was 
intended to, fTee resources fo,r private sector use and avoid cro,wding out 

TEST YOURSELF 9., 
The chancellor of the 1exchequer recently announced pla ns to increase 
government spending ion construct ion projects, such roads and high-speed 
t r ain Unes. Which of the follow ing thr,ee policies is this an exampl,e of? 

(a) Expansionary monetary policy 

[b] lnt,erventionist supply-side policy 

(cl Contrac tiona ry fiscal policy 

Explain your answer. 



Along with fiscal policy and supply-side policy. monetary policy provides a way of managing th,e national 
econo1my. 
In the UK. monetary policy is implemented by the country's cientral bank. the Bank of En1gland. 
Control of inflation is the main monetary poU 1cy objective, but there are other objectives. 
Central government sets the i nUation rate tariget, which was 2o/o between 2003 and 2015, measured by· the 
CPI. In future years th,e target may be changed by the government. 
The Bank of Eng1la nd ·s Monetary Policy Committ,ee [M PCl impl,em ents monetary policy to try to hit the 2% 
i nnation rate target. but it is less effectiv,e at controlling cost-push inflation. 
Bank Rate is the main monetary pol icy instrument. but other instruments such as quantitative easing [QE) 
are now sometimes used. 
Monetary policy is, used to manage the level of aggregate demand. 
Changes in interest rates affect consumption. investment and net export demand, .and shift the position of 
the AD curve. 
Monetary policy can be effective in controUing demand-pull inflation. but it is less 1effective at controlling 
cos,t-push i nftation. 
Monetary policy was succ,essf u l in controlling inflation in the UK in the 1990s and early 2000s. After two 
bouts of relatively hig1h i nftat~on irn 2008 and 2011, th,e inflation rate has been around the 2·o/o rate or lower 
since th 1en - at Least up to 2015. 
Fiscal policy uses government spending. taxation and the budgetary pios,ition to try to achieve the 
government's economic policy objectives. 
K,eynesian fiscal policy (or demand-side fiscal poUcyl manages the level of aggregate demand. 
Chang1es in the government's budget deficit or surplus are important in Keynesian fiscal policy. 
Budget deficits and surpluses are flow concepts, and are the differience between the flows of government 
spending and tax revenue. 
The national debt is a stock concept, and is the historical ,accumul.ation of c,entral government borrowing 
which has not as, yet be,en paid back or redeemed. 
The size of the government spending multiplier ,af tects the power of Keynesian fisca l po1licy. 
Government spending is a component of aggregate demand. 
Changes in government spending and/or tax.ation shift the AD curve. 
The effect on real output and employm1ent depends on th,e shape and slope of the SRAS curv1e, i.e. the amount 
of spare c.apacity in the ec1onomy. 
Supply-side fiscal policy af feiets the position of the LRAS curve. 
In supply-side fiscal policy. tax changes are used to try to change incentives in 'the economy. 
A significant proportion of gov1ernment spending takes the forms of transfers and debt interest payments. 
Progressive taxation and transf,ers are used to r ,edistribute income from higher-income groups to lower
income groups, but income inequalities have widened since the 2008/09 recession. 
Free-market supply-sicl 1e economists argue that g1overnment policy should be used to improve incentives 
and the competitiveness and efficiency of markets. 
In its early years. supply-side ,economics focused on now, via increased incentives, tax cuts, promote 
economic growth and are self-fina1ncing. 
The growth of supply-side economics has been part of the free-m,arket revival. 
Supply-side econ1om ists are gen.era Hy anti-interventionist and wish to reduce the 1economic role of the stat,e. 
How,ever. some supply-sid,e policies, such as government fi nand ng of retra1ining schemes in labour markets, 
are interventionist. 
Supply-side policies contribute to supply-side reform and supply-side improvements.. 
Most economists now acc,ept the argument that the supply side of the economy is just as, impor tant as th,e 
d1emand s,ide. 
Many supply-side p0Uci 1es are microeconomic rath 1er than macroec1onomic. 



Questions 
I Explain how changes in Bank Rate affect aggregate demand. 

2 Discuss the view that monetary policy is inappropriate (or controlling cost-push inflation. 

3 Evaluate_ the Bank of Englancls success since 2008 in controlling the rate of inflation. 

4 f)..lJlain the ielationship behveen a budget deficit and the national debt. 

5 Evaluate the view that cuts in the higher rates of income tax are requh·ed in order to create the 
incentives n cessary ~or stimulating econo1nic growth. 

6 Explain the role of fiscal policy in supply-side economic policy. 

7 To what ,extent do you agree that supply-side in1provements are needed if UK macroeconomic 
performance is to improve? Justify your tlns,·ver. 

8 Assess the vie1.v that a cut in income tax rates inevitably leads to an increase in total tax r,evenue. 

9 With the help of AD/AS diagrams, explain the difference between supply-side and Keynesian views on 
the ffect of an increase in aggregated mand ,on the economy. 
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Macroeconomic key terms 

accelerator a change in the level 
of investment in new capital goods 
is induced by a change in the rate 
iof groiwth of national incom,e or 
aggreg,ate dem,and. 
actual output level of real 1out put 
produced in the ,economy in a 
particular year, n1ot to be confused 
with the trend lev,el of output. The 
trend level of output is what the 
economy is capable of producing 
when working at full capacity. Actual 
1output differs from the trend level of 
output when there are output gaps. 

aggregate demand the total 
planned spending on real output 
produc,ed with in the economy. 

aggregate supply the level of real 
national output that produc,ers 
a re prepared to supply at diff,erent 
average price Leve ls. 
availability of credit funds 
ava ilabl1e for households and firms 
to borrow. 

balance of payments a record of 
au the currency flows into and out 
1of a country in a particular time 
period. 

balance of payments equilibrium 
lor current account equilibrium] 
1occurs when th,e curr1ent account 
more or l.ess balances over a 
period of years . 

balance of trade the difference 
between the money valu,e of a 
country's imports, and its ,exports. 
B a1la nee of trade is th 1e largest 
component oif a country's balance 
of payments on current account. 

balance of trade deficit th 1e 
money value of a country's 
imports exce,eds the money value 
of its exports. 
balance of trade in goods the part 
of the current account measuring 
payments for exports and imports 
iof goods. The differenc,e between 
the total value of exports and the 
totall value of imports of g1oods is 

sometimes called th,e 'balance of 
visible trade'. 

balance of trade in services is 
part of the cu rr,ent account and 
is the difference between the 
paym,ents for the exports of 
services, and the payments for the 
imports i0f s,ervices. 
balance of trade surplus the 
money value of a country's 
exports exceeds the money value 
of its impoirts. 

balanced budget achieved when 
government spending equals 
government revenu,e lG - TJ. 
Bank of England the central bank 
in the UK economy which is in 
char,ge of monetary policy. 
Bank Rate the rate of interest 
the Bank of England pays to 
comm,erciaL banks on their deposHs 
held at the Bank of England. 
budget deficit occurs when 
government spending exceeds 
governm,ent r,evenue IG > T). 
This represents, ,a net inj,ecU,on of 
demand into the circular flow of 
income and hence a budget deficit 
is expansionary. 
budget surplus occurs when 
govern m1ent spending is l 1ess 
than government revenue I G < T). 
Th is r1epres1ents a net with 1drawa l 
from the cir,cular flow of income 
and hence a budget surplus is 
contraction.a ry. 

central bank controls the 
bankin1g system .and implements 
monetary· policy 0 1n behalf of the 
government. 

certainty one of the principles 
o·f taxation. Tax payers should be 
reasonably oertain of the amount 
of tax they will be expected to pay. 
claimant count the method 
of m,eas urin1g unemployment 
according to those people who are 
cl,aimi ng unempl1oy m,ent-related 
benefits lJobseeker's AUowa nceJ. 

closed economy an economy with 
no1 international trade. 

consumer prices index (CPI) the 
off idal mea1sure used to calculate 
the rate of consumer price inflation 
in the UK. Th 1e CPI calculates the 
average price increase of a basket 
of 700 different consumer goods 
and services. 

co nsu m pt ion total planned 
spending1 by households on 
consumer goods and services 
pr,oduced within the economy. 

contra ctio nairy fi seal policy 
uses fiscal policy to decrease 
aggregate demand and to shift the 
AD' 1curve t ic, the left. 

contractionary monetary policy 
uses higher in terest rates and 
other monetary tools to decrease 
,aggregate demand and to shift the 
AD curve to the left. 

convenience the prjnciple of 
taxation which requires a tax to be 
conveni,ent for t,axpayers to pay. 

cost-push inflation a rising pric,e 
level caused by an increase in the 
costs of production, shown by a 
shift of the SRAS curve to th,e left . 
Also known as cost inflation. 

credit crunch occurs. when there 
is a lack of funds ava Hable in the 
cr1edit market, making it d if ficu lt 
foir borrowers to obtain financing. 
and leads to a rise in the cost of 
borrowing. 

crowding out a situation in wh~ch 
an incre,as,e in government or public 
sector spending displaces private 
s,ector spending, with little 1or no1 
increase in aggregate demand. 

current account deficit occurs 
when currency outflows in the 
current account exceed curren 1cy 
inflows. It is. often shortened to 
·exports l 1ess tnan imports·. 

current account of the balance 
of payments measures all the 
currency Hows into and out of 



a country in a particular time 
period in paym1ent for exports and 
imports, together with income and 
transfer flows lprimary income 
and secondary income flowsl. 
currentaccountsurplus occurs 
wh,en currency inflows in the 
current account exce,ed currency 
outflows. It is often shortened to 
·exports greater than imports·. 

cyclical budget deficit the part of 
the budget deficit which ris,es in the 
downswing of the econo1mic cycle 
and falls in the upswing of the cycle. 
cyclical budget surplus if the 
structural deficit were zero, a 
cyclkal surplus would probably 
emerge in the upswing ot the 
economic cycl.e. 

cyclical une,mployment 
also known as Keynesian 
unemployment and demand
deficient unemployment. As 
the latter name suggests. it is 
une.mploym,ent caused by a lack of 
aggregate demand in the economy 
and occurs when the ,economy goes 
into a recession or depression. 

deficit financing deliberatiely 
running a budget deficit and 
borrowing to fina1nce U1,e deficit. 
def Lation ,a persist,ent or continuing 
fall in the average price lev,el. 

deindustrialisation the decl~ne 
of manufacturing industriesi 
together with ,croal mining. 

demand-side relates, ta1 the impact 
of changes in aggregate demand 
on th,e economy. Associated with 
Keynesian economics. 

dernand .. puLL inflation a rising 
pric,e level caused by ,an increase 
in aggregate ,d,emand, shown by a 
shift rof the AD curve to the right . 
Also known as demand inflation. 

demand-side fiscal policy used 
to increase or decrease th,e level 
of a,ggregate demand land to 
shift the AD curve right or left) 
through cha ng,es in government 
sp,ending,. taxation and the 
budrget ba la nee . 

deregulation involves r,emoving 
previo1usly imporsed regulations . It 
is the opposite of regulation. 

direct tax a tax which ea nnot be 
shifted by the person legally liable 
to1 pay the tax onto someone els,e. 
Direct taxes ,are levied on income 
,and wealth. 

discretionary fisca L policy involves 
1maiking discr1ete changes to G, r 
,and the budget deficit to m,anage 
the lev,el of aggregate demand. 

disinflation when the rate ,of 
inflation is falling. but still positive 
and the price level is rising m,ore 
slowly than previously. 
distribution of income thre spread 
of different i nco1mes among 
1indiv id ua1ls and different income 
groups in the ,economy. 
economic cycle upswing and 
downside in aggregate economic 
,activity ta kinig ptace over 1' tio 12 
y,ears. Also known as a business 
eye Le or a trade eye le. 

economic performance success 
or fail ure in achieving economic 
policy 1objectives. 

economic recovery when short
run economic growth takes plaice 
,after a rec,ession. 

economic shock an unexpected 
ev1ent hitting the economy. 
!Economic shocks can be demand
side or s,upply-side shocks, land 
sometimes both) and unfavourable 
or favourable. 

economy the principle of taxation 
which requires, a tax to be cheap to 
collect in re lation to the revenue 
it yields. 

efficiency [as a principle of 
taxation) a tax should achieve its 
desired orbj ective(sJ with minimum 
unintended consequences. 
e merg ing-market country a 
country that is progressing 
trowards becoming1 mor 1e 
economically advanced. by 
me,ans 101f rapid growth and 
industrialisation. 

equation of exchange the stock of 
1money in the eoonomy multiplied 
by the ve l1ocity nf circula1tion of 
money equals the price level 
multi plied by the qu,antity of real 
output in the economy. (MV ~ PQ) 

equ ilibrium unemployment 
exists when the economy's 
aggregat,e labour market is in 
equilibrium. It is the same as the 
natural level of unemployment. 
equilibrium national income 
the level of real output at which 
aggregate demand equals 
agg1regate supply (AD!::: AS). 
Alternatively, it is the L,evel of 
income at which w ithdrawals from 
the circular flow of income 1equal 
injections into the flow. Also known 
as macroeco,nomic equilibrium. 

equity [as a principle of taxation) 
requires, a tax to be fair. 

exchange rate the price of a 
currency, e.g. the pound, measured 
in terms of another currency such 
as the US dollar or the euro. 

expansionary fiscal policy uses 
fiscal policy to increase ag1gregate 
demand and to shift the AD curve 
to the right. 

expansionary monetary policy 
uses lower int,er1est rates and 
either monetary instruments. su,ch 
as quantitative easing, to increase 
aggregate demand and to shift the 
AD curve to the r i,ght. 

export- Led growth in the short run. 
economic growth resulting from the 
increase in exports as a ciomponent 
of aggregate demand. In the long 
run, economic growth resulting 
from the growth and increased 
international competitiveness of 
exporting industri,es. 

exports domesUcaUy produced 
goods or services sold to 
residents o'f other countries. 

fiscal policy the use by the 
government of government 
spending and taxation to try to 
achiev,e ·the governmenfs, policy 
objectives. 

flexibility the prinrciple of 
taxation that requires a tax to 
be easy to change to meet new 
ckcu mstances. 
frictional unemployment 
unemployment that is usually 
sh 1ort term ,a1nd oc,cu rs when a 
worker switches between jobs. 
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Also1 known as transitional 
unemployment. 

full employment accordin1g 
to Beveridge's definition, full 
employment means 3o/o or less 
of the labour f oirce unemployed. 
According to the fre 1e-market 
definition. it is the level of 
employment occurring at the 
market-cliearing r1eal-wage rate, 
where the nutnber ofw1orkerswhom 
,employers wish to hire equals the 
number of workers wanting to work. 
geographical immobility of Labour 
wh,en workers are unwilling or 
unable to, move from 1one ar1ea to 
another in search of work. 
gross domestic product (GDP] 
the sum of all goods and services, 
or level of output, produced in the 
economy over a period of time, 
e.g. one year. 

import-cost Inflation a rising 
price l revel caus1ed by an 
increase in the cost of imported 
energy, food, raw materi,als ,and 
ma nufactu r 1ed goods, shown by ,a 
shift of the SRAS curv1e to the left. 

jmports goods or servic,es 
producred in other co1untries and 
sold to residents of this country. 

index number a number used in 
an index. such as the consumer 
prices i nd 1ex .. to ,enable accurate 
comparisons over time to be 
made. The base year index number 
is typically 100. In subsequent 
years, percentag 1e increas 1es cause 
the index number to rise above 
the index number record 1ed for 
the previrous. year, and percentage 
decreases cause the index number 
to faH below the index number 
recorded fo,r the previ 1ous year. 

indexation the automatic 
adjustment of items such as 
pens,ions and wrelfarie benefrts to 

1cha nges in the price levet through 
the use of a pricre index. 

indirect tax ia tax which can be 
sh ift 1ed by thie persion L,egally Liable 
to pay the tax onto someone else, 
for ex,ample through rais,i ng the 
price of a good being sold by the 

taxpay1er. lndi r1ect taxes a re levied 
on spending. 

inflation a persistent or continuing 
rise in the average price level. 

inflation rate target the CPI 
i nn ation rate target set by the 
govern m1ent for the Bank of 
Eng land tai try to achieve. The 
target is currently 2°1~. 

inJection spending entering 
th,e c ircular flow of income as a 
r ,esuU of investment. govrernment 
spending and exports. 

interventionist policies oiccur 
when the government interven,es 
in, and siometimes replaces. 
free markets. Intervent ionist 
supply-side policies include 
governm,ent funding of research 
anid d1ev 1elopment 
investment total planned 
spending by firms on capital goads 
produced w ithin the 1economy. 

involuntary unemployment when 
workers are willing to work at 
current ma rket wage rates but 
there are no jobs available. 

Keynesian econom·ists followers 
of the econ 1om ist John May·nard 
Key nes1 who g,eneraUy be Ueve 
that governments should manage 
the e,conomy·, particularly through 
th,e use of fiscal policy. 
Labour Force Survey a quarterly 
s,ample survey of households 
in the UK. Its purpose is to 
provide informa1tion on the UK. 
labour market. The survey seeks 
information on respondents' 
persona l circumstances and their 
labour market status cluri ng a 
p1erir0d of 1-4 weeks . 

life .. cycle theory of consumption 
a theory that explains consumption 
and saving in terms of how peopl1e 
e.xperet the ir incomes to change 
ov,er the whole of their Ute cycles. 

tiquidity measures the ease with 
which assets can be turned into 
cash quickly without a loss in value. 
Cash is the most liquid of au assets. 

long- run aggregate supply 
[LRAS) aggregate supply when 
the ecoinomy is producing at its 
production potentiaL If more tactors 

of production becom,e availabl,e or 
productivity rises. the LRAS curve 
shifts. to the rig1ht. 
Long-run economic growth an 
increase in the economy ·s potential 
l1evel of real output. and an outward 
movement of the economy's 
production pos,sibiUty fr 1ontier. 

long-run Phillips curve ,a vertical 
curve located at the natural rate 
of unemployment (NRU'. U differs 
from the short-run Phillips curve 
in that its vertical shape takes 
,account of the role of exp1ectatio1ns 
in the inflationary process .. 
macroeconomics invo1lves the 
study of the whole economy at the 
aggregate Level. 
marginal propensity to consume 
(MPC) the fraction of an increase 
in disp1osa ble income [after tax) 
that pe1ople plan to spend ,on 
domestically produced consumer 
goods. 

marketisation involves shifting 
provision of goods or services 
from the noin- mark:e-t sector to 
the mark.,et sector. Also known as 
co m mercialisatia n. 
monetarists economists who 
argue that a prior increase in 
the money supply is the cause of 
inflation. 

monetary policy th,e use by the 
government and its agent, th 1e 
Bank of England, of interest rates 
,and other monetary instruments 
tr0 try to achieve t he government's 
policy ollj 1ectives . 

Monetary Policy Committee 
(MPCl nine economists, chaired 
by the governor of the Bank of 
England, who m 1eet once a month 
to1 set Bank Rat1e, the Bank of 
England's ~ey interest rate. and 
also d,ecide whether other ,aspects 
of monetary policy need changing. 

money an asset that ea n be used 
,as a m·edium of' exchange; it is 
used to buy things. 

money supply the stock of money 
in the economy, made up of cash 
and bank deposits. 

multiplier the relationship 
between a change in aggregate 



clema nd and the r,esulting usually 
larger change in national income. 

national capital stock th,e stock 
o,f capital goods, such as buildings 
and machinery, in the eco,nomy 
that has ,accumu tated over time 
and is measured at a point in tim,e. 

natio na L debt the stock oif ,all past 
central government borrowing 
that has not been paid back. 

national income the flow of new 
output produc,ed by the economy 
in a particular period le.g. a year]. 
national output the same as 
national income, namely the flow 
of new output produced by the 
economy in a particular perio 1d 
(e.g. a yearl. 
national product .anoth,er name 
for national income and national 
output. 

na1ional wealth the stock of all 
goods that exist at ai po,int in time 
that have value in the economy. 

natural rate of unemployment 
[N RU] the rate of unemployment 
when th,e aggregate labour 
mark,et is in equilibrium. 

negative output gap the level of 
actua,( real output in the economy is 
lower than the trend output level. 

net investment income the 
differ,ence between inward and 
outw,ard flows, of investment 
income. When net i nvestm,ent 
inc,ome is positive, the UK is 
earn ing1 more inciome generat,ed 
by the direct and portfolio 
i nvestm,ents held abroad than 
it is. pa1ying to overseas owners 
of capital assets in th ,e UK. 
Investment. incom,e is the main 
component of primary income 
Hows in the current account o'f th,e 
balance of payments. 

nominal GDP GDP measured at 
the current m.arket prices, without 
removing the effects of i nflati,on. 

non-i n te rv en ti o n is t sup p ly-
s id e policies free up m.arkets. 
promote competition and greater 
efficiency. ,and reduc,e the 
econom ic role of the state. 

occupational immobility of Labour 
when worker5, are u nwilling1 1or 
unable to move from one typ,e 
1of job to another, for example 
because different ski Us are 
needed. 

open economy an economy open 
to, internaUon,aL trade. 

output gap the level ,of B'Ctual rea l 
output in the economy is greater or 
lower than the trend output level. 

performance indicator provides 
inform,ation for j udging th 1e 
success or failure of a particular 
type of g,overnment policy such as 
fiscal policy or monetary policy. 

Phillips curve based ,on evidence 
f rom the economy. showing the 
,apparent relationship between 
the rate of inflation and the rate of 
unemployment. Now known as the 
short-run Phillips curve. 
policy conflict occurs when two 
policy objectiv1es cannot both be 
achieved at the same tim,e: the 
bett,er the performance in achieving 
one objective, the wors,e the 
performance in achi,eving the oth,er. 
policy instrument ,a too1l or set 
1o·f tools used to try to ach i1ev1e a 
po1licy 1obj,ective. 

polity objective a target or goal 
that policy-makers aim to 'hit'. 

positive, autpu t gap the lev1el of 
actua,,t real output in the economy 
is igreater than th,e trend output 
level. 

price index .an index number 
showing the ,ex tent to which a 
price, or a 'basket' of pric,es, has 
changed over .a month, quarter 
or year, in comparison with the 
pricels) in a base year. 

principle of taxation a criterion 
used for judging whether a lax 
is good or bad. Also known as a 
c:a non of taxation . 

privatisation involves shifting 
owners hjp of state-owned assets 
to, the private sector. 
pro-free market ec:onamists 
oppon,ents of Keynesian 
,economists, who disUk:e 
government intervention in the 

economy and who much pr,efer the 
1operat ion of free markets. 

progressive taxation ,a t,ax is 
progressive if. as income rises, 
a lar,ger proportion of income is, 
paid in tax. 

proportional taxation when 
the proportion of income paid 
in tax stays the same as incom1e 
in1creases. 

public sector borrowing 
borrowing by the government and 
other par ts of the public sector to 
finance a budget deficit. 

quantity theory of money old 1est 
theory of inflatio1n1 incorporat,ed 
into monetarism, which states 
that inflation is caused by a 
persistent increase in the supply 
of money. 
rate of interest the reward for 
lending savings to, some body 
els,e (e.g. a bankJ and the ciost of 
borrowing. 
real GDP a measure of au the 
goods and servi ,ces produc,ed 

in an economy, adjusted for 
price changes or inflation. The 
adjustment transforms changes in 
nominal GDP, which is measured 
in money t,erms. into a m,easure 
that reflects changes in the total 
o,utput of the economy. 
real wage the purchas,ing1 power 
of the nominal lor moneyl wage; 
for example, real wages tau when 
inflation is higher than the rise in 
the nominal wage rate and real 
wages r ise when th,e nominal 
wage rate increases more rapidly 
than inflation. 

real-wage unemployment 
un,employm,ent caused by real 
wages, being stuck above the 
equ ili bri um reat wage. 

recession a fall in real GDP for 6 
mionths or more. 

refl.ationary policies polid,es that 
increase aggre,gate demand with 
the intention of increasing real 
output and employ m ,ent. 

regressive taxation wh,en the 
proportion of income paid in tax 
falls. a5, income incre,ases. 
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reindustrialise 1growth of 
manufacturing industries 
to replaeie industries 
which have disappearied or 
declined significantly in size. 
Reindustrialisation is the opposite 
of dei nd ustria Usation. 

retail prices index [RP I] the 
RPI is an older measure used to 
calculate thQ rate of consumer 
price inflation in the UK. 
Currently, the UK g,overn ment 
uses the CPI foir the i ndex,ation 
rof s,tate pensions and welfare 
benefits ,and for setting a 
monetary policy target, and th,e 
RPI for uprating each ye,ar th ,e cost 
of TV and motor vehicle Ucences, 
tog,ether sometimes with taxies on 
1goods such as alcoholic drinks. 

saving income which is not spent. 

seasonal fluctuation variation of 
economic activity resulting from 
seasonal changes in the economy. 
seasonal unemployment 
unemployment arising in dif f,erent 
seasons of the y·ear, ,ea used by 
factors such as the weather and 
the end of the Christmas shopping 
period. 

sho r t - run aggregate supply 
[S RAS) agg r,egat1e supply when 
the level of ea pit.al is fixed, though 
the utilisation of existing factors of 
production ea n be ,altered so as to 
change the level of rea L output 

short ... run economic growth 
rgrowth of real output resulting 
from using idl,e r 1es,ources, 
including labour. thereby taking up 
the slack in the economy. 

sovereign debt problem 
sovereign debt is th,e part of the 
national debt owned by people or 
institutions outsirde th,e country 
that has sold the debt to thiem. The 
sovereign debt problem stems 
from the difficulties grovernments 
face when trying to fi nan,ce 
budget deficits, by borrowing on 
internaUonal fi nandal markets. 

structural budget deficit the 
part of the budg,et deficit which 
is not affected by the economic 
cycle but results from structural 

change in th,e 1eco1nomy affecting 
the 1government's finances, and 
also1 trro,m long-term government 
policy decisionSi. 

structural unemployment. long
term unemployment occurring 
when some industries are 
declining, even though other 
industries may be growing. Also 
occurs within a growing indu:s·try 
if automation reduces the demand 
for labour, and wh1en production 
requires new ski Us not possessed 
b1y the workers who lose their 
jobs. Structural unem ploy·ment is 
associated with the o,ccupational 
and geographical immobility of 
labour. 
supply-side relates to changes 
in th,e potential output of the 
economy which is a1ffe,cted by ·the 
available factors of production, 
e.g. changes in the size of the 
labour force, and the productivity 
oif the econ,omy. 

supply-side economics a branch 
of fr1e,e-ma rk.et economics 
arguing that government policy 
should be used to improve the 
corn petitiveness and 1eff iciency 
of markets and, through this, the 
performance of the economy. 

supply ... side fiscal policy used 
tio increas,e the econiomy·s, ability 
to produce and supply goods, 
through creating inc,entives 
to wo1rk, save. invest, and be 
entrepreneurial. I nterv1entionist 
supply-side fiscal policies, sue h 
as the financing of retraining 
schemes for unemployed workers, 
are also designed to improv,e 
supply-side performance. 

supply ... side improvement 
r ,eforms undertakien by the 
private sector to reduce costs. 
to enable firms to be,come 
more productively efficient 
and coimpetitive. Supply- side 
improvement often results from 
more inv,estment and innoivation, 
often undertakien by firms w ithout 
prompting from the government. 

supply-side policies aim to 
improve nat~onal ,economic 
performance by creating 

competit iv1e and more 
efficient markets and through 
interventionist poliicies such as 
government finance of labour 
retraining schemes. (See also 
supply-side fiscal policy.) 

tax threshold the basi,c tax 
thr,eshold is, the level of income 
above which people pay jn,come 
ta1x. Income below the basic tax 
threshold is untaxed. 

technical progress new and 
better ways of doing things. 

trade-off between policy 
objectives the extent to which 
one policy obj,ective has to be 
saierifiiced in order to achieve 
another objective. 

transfers paym,ents flowing 
between countri,es in forms such as 
foreign aidj grants, private trans.fers 
and gifts and payments to or from 
the EU budget. They· are payments 
that are made without anything ot 
,economic value being rieceived in 
r 1eturn . Not to be confused in thi5 
,context w ith the p,art of government 
spending in which tax revenues are 
pa1 id to peopl.e su eh as pens ion e rs, 
w ithaiut any output being produced 
in return. 

trend growth rate the rate at 
which output can grow, on a1 
sustained basis, without puttingi 
upward or downward pressure 
on inflation. It reflects the annual 
averag,e percentag,e increias1e in 
the productive capacity of the 
economy. 
voluntary unemployment roccurs 
when workers choose to r 1emain 
u nempli0y,ed and ref use j ob offers 
at current market wage rates. 

wage-cost inflation a r ising price 
level caused by ,an increase in 
wages ,and s"alaries, shown by a 
shift of the SRAS curve to the left. 

wealth the stock of assets which 
have value at a point in time, as 
distinct fr1om in1come which is a frlow 
generated over a period of time. 

withdrawal a leakage o,f s.pending 
power out of the circula r flow of 
income int10 sa1vings, taxation or 
imp1orts. 



Macroeconomic 
practice questions 

In this section you '\ViU find a set of objective test questions, followed by a 
c,ont ext question for AS . 

Objective test questions 
What ai-e the thr·ee leakages f ram the circulat flow of income? 

A lnveslment, taxes and spending on imports 

B Saving, taxes and spending on imports 

Saving, go,vernment spending, spending ,on imports 

D Saving taxes, spending on exports 

2 Real national iI1con1e may be defined as: 

A the sum of aU the i11.co1nes earned over a given time period 

B national income expressed in constant prices 

national u.-ico1ne expressed in current prices 

D national income net of all tax payments 

3 The diagram below illustrates two aggregate demand curv,es (AD1 and AD2), the long-run. aggregate 
supply curve (LRAS) a_nd the short-run agg:r-eg~te supply cunre (SAAS) f,or an eco11otn)~ 
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The shift of d1e AD curve from AD1 to AD2 'Will: 

A increase both real output and average. prices in the shcn run 

B leave average prices and real output unchanged in the short run 

C increase real output but not average prices in the long run 

D leave average prices and real output unchanged in the long run 

-t Supply-side policies are said to be more effective than demand-side policies at reducing: 

A den1and-pull inflation 

B interest rates 

C frictional unemployment 

D labour productivity 

5 An increase in interest rates is most likely to lead to: 

A an increase in inflation 

B a reduction in nev.7 housing loans 

C a decrease in the level ,of unemploym,ent 

D a rise in investment spending 

6 An e},._1].ansionary fiscal policy niay include whicl1 one of the following? 

A lower rates ,of taxation and increased government spending 

B Lower interest rates and a fall in the exchange rate 

C An increase in n1oney supply and higher interest rates 

D Lower government spending and higher rates of taxation 

1 The table. below shows the changes in money wages and the price level in aJ cenain economy. 

I Index Of I Index of 
money wages prices 

Vear 1 100 100 
Year 2 120 110 

Frain this informalion, we can conclude that there has been an increase in real ,vages of: 

just over 120% 

B exactly 20% 

C exactly 19% 

D about 10% 



B The diagram below shows the weekly gains andl losses of income experienced by households in a 
country as a result of the governments budget. 

Galniind 6 
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Which of the foUo\ving can be concluded from the data? 

A Every household in the top decile gained £5.64 a w,eek as a result of the budget. 

B The distribution ,of income was most equal for the households in the third decile. 

C For the population as a whole) the distribution of income was l1ighly unequ~l. 

D Nfost decile groups benefited from an increase in income as a result of the bud.get. 

9 The table below shows the consumer plices index £or a particular country over a tim,e period. 

Vear. 
I Con~umer 
prices index 

2011 96 
2012 1 on 
2013 103 
2014 111 . 

It can be concluded from the data that: 

A deflation occu11ed in 2011 

B 2012 is the base year for the data series 

C the price level facing ,consum,ers increased in every year in the data series 

D over th,e whole p riod) th pri.ce level incr,eased b,y 15% 

10 The figures below are a. selection of national incon1e statistics for a given econo1ny. 

GDP £6847 bn 

Co nsu mptio n £5528 bn 
Government sp.ending £942 b:n 

lnvestm,ent £529 bn 

Given the amo,unts above, net exp,orts are: 

A -£319 billion 

B -£152 billion 

C £6; 9 99 b illio11 

D £. 413 billion 
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AS context question 

Context 1 
Total for dris context: 50 marks 

The UK trade gap 
Study Extracts A'i B and C and then answer all p-arts of Conta't 1 which [ollow. 

Extract A: The balance of payme,nts deficit on curre,nt account, E billion, 2003-13 
£ bllllon 

o-1 I -10 

- 20 
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-40 

- 50 
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-70 

Source contains public: se,ctor informatiori lic~nsed u rider the Open GCNernment Licence v. 1.0 

Extract B: UK trade deficit hits record high 
1 Whatever happened to the UK's promised 

export boom? For sev1er,al years aft 1er 2008 the 
pound's ex.change rate fell, making Britain's 
ex ports mor,e price competitive in world 
m,arkets. At the same time. the falling exchange 
rate increased the price of imports, making 
them tess price comp 1etitive in the UK market. 

Well, exports certainly increas1ed. Howev1er, 
10 des,pit 1e a 25°/o faH in the value o,f the pound in 

2008 and 2009', the rise was only slight. There 
were plenty 01f competin1g exptanatioins as to 
why. Our reUa nee on the EU, which apart fr1om 
Germany has struggled to, grow since 2008, 
was one 0 1f them. The prop1ensity for rex porters 
to jack up their prirces rather than increase 
production in r,esponse to higher demand was 
,another factor. 

Extract C: Export-led growth 
1 Over several decades, one of the most deep

rooted probl,ems facing the UK economy 
has been the weak performance of British 
industri 1es in th 1e competitive world mark1et f101r 
manufactured goods. 

Then in 2013, the pound's exchange rate began 
20 to rise - exactly the opposite of what textbooks 

tell us is likely to happ,en when a country's 
exports cannot match the prices charg1ed by 
overseas competitors. One of the factors which 
Led to, a rising pound was th 1e strength of the 
recovery in the British ,economy. Ov,erseas 
own 1ers of funds believed that the 'onlyw.ay 
w,as up' for UK interest raties and that higher 
interest riates would reward them for holding 
their funds in the pound. 

ao Allied t io this was the view taken by for,eign 
investors that the UK is a ·safe haven· in which 
to deposit funds in a troubled world. Factors 
such as these overrode th 1e textbook view that 
with .a current account deficit close to a record 
hjgh of 5% of GDP. the exchange rat1e should be 
faHing and not rising. 

Source : News report5, August 201i 

When recession hits the UK economy, both 
exports and improrts fall. What happens next 
in a rec 1ession depends on wh ich falls faster. 
In 2008, th 1e faU in the overseas demand for 

10 UK ,exports, particularly US demand, was one 



of th 1e most important causes 1of the coHapse 
of aggregat1e demand and the contractionary 
muUipUer effect, which br1oug ht about the 
recession which started in that ye,ar. 

During the more recent period of recovery 
and prosHive econ 1om ic growth, UK households 
have dir1ected much of their extra income to 
spending on imports. Unfortunately, people 
Uving in other countri ies have been much less 

20 willing to buy British goiods. As a result, the 
gap between exports and imports in the UK 
current ac1count iof the ba la nee of payments 
has genierally widened. 

Economists have often said that export-led 
growth is the way forward for stabilising the 
UK economy. But achieving this is much easier 

01 Define the tenn ~exports> (Extract B ) line 4). 

said than done. Fundamental supply-side 
r1eforms and investment in th,e modernisation 
of British industry are necessary for exp1ort-led 

30 growth to take place; Aiggregate demand must 
also expand in the countries to which the UK 
wishes to sell manufactured goods. 

Although lip service wiU continue to be given 
to the need for export-led g rowtn, tne reality 
iSi that the current econiomic recovery is once 
again being left to consumption-led growth. 
But this means that a U the · boom and bust" 
problems of the past will again r,esurfa1ce. 
Export-led growth is needed, together w ith 

,o investment-led growth, but many economists 
1doubt whether either gro1wth path can b 1e 
achieved and sustained. 

Source: News reports, August 2014 

(3 marks) 

02 The ONS has estimated that UK .money GDP in 2013 was approximately £ 1.6 billion. 

Using the data in Extract A, estimate the size of the UKs currenl account de fic~t in 2013 
as a percentage of UK GDR 

0 Using Exttact A , identify t,vo significant features of the changes in the UKs balance 
of pay1nents on current account over the period shown. 

04 Extract B (lines 2-3) state that for several years afrer 2008 the pound~ exchange 
rate felt niaking Britains exports more price competitive in world 1narkets. 

Draw an AD/AS diagratn to illustrate how a fall in the exchange rate is likely 
to affect national output. 

(4 marks) 

(4 marks) 

(4 mark.s) 

05 Ll11es 11 an:d 12 of Extract C mention ·lhe collapse of aggregate den1and and the contractionai-y 
multiplier effect'. Explain ho,\v a collapse ,of aggregate de1nand and a contractionary multiplier 
effect are likely to affect unemployment in an economy. (10 marks) 

06 Extract C (lines 35-36) state 'that the current economic recaivery is once again being left to 
consumption-led grmvth'. 

Assess the view that relying on consumption-led gro-wth wHl tnean that the. economic 
re,covery in the UK is unsustainable. (25 mar~s) 
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