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Supply side policies are designed to increase 
LONG-RUN AGGREGATE SUPPLY (LRAS), also 
known as the full employment level of output.

Advantages of supply-side policies
●	 Lower inflation – shifting aggregate supply (AS) to the right 

will cause a lower price level. By making the economy more 
efficient supply-side policies will help reduce cost-push 
inflation.

●	 Lower unemployment – supply-side policies can help 
reduce structural, frictional and real-wage unemployment and 
therefore help reduce the natural rate of unemployment.

●	 Improved economic growth – supply-side policies will 
increase economic growth by increasing AS.

●	 Improved trade and balance of payments – firms will 
become more competitive so they will be able to export more.

We put such policies into two categories: interventionist 
and market-oriented.

INTERVENTIONIST How? Disadvantages/Limitations
Education and training to:

s� RAISE�LEVELS�OF�HUMAN�CAPITAL

s� �MAKE�LABOUR�MORE�mEXIBLE�TO�COPE�
WITH�CHANGING�STRUCTURE�OF�ECONOMY�

4HE�GOVERNMENT�PROVIDES�EDUCATION��
GIVES�INCENTIVES�TO�lRMS�TO�DO�ON
THE

JOB�TRAINING�AND�lNANCES�APPRENTICESHIP�
PROGRAMMES�

)NTERVENTIONIST�SUPPLY
SIDE�POLICIES�ARE�
COSTLY��SO�THERE�IS�AN�OPPORTUNITY�COST�
FOR�THE�GOVERNMENT��AS�IT�MEANS�THAT�
THE�MONEY�CANNOT�BE�SPENT�ON�THE�NEXT�
BEST�ALTERNATIVE	�

3UCH�POLICIES�CAN�ONLY�BE�EFFECTIVE�OVER�
THE�LONGER�TERM�

�Do NOT confuse interventionist 
with Keynesian when it comes to 
supply-side policies. ALL economists 
support the use of interventionist 
supply-side policies, no matter what 
their perspective.	

2ESEARCH�AND�DEVELOPMENT��2�$	�TO�

s� �DEVELOP�NEW�TECHNOLOGIES�OR�
PRODUCTION�TECHNIQUES

s� �IMPROVE�EFlCIENCIES�

2�$�TAKES�PLACE�IN�GOVERNMENT�RESEARCH�
INSTITUTIONS�

&INANCE�IS�PROVIDED�FOR�2�$�IN�
UNIVERSITIES�

4HERE�ARE�TAX�BREAKS�FOR�lRMS�TO�GIVE�
THEM�MORE�INCENTIVE�TO�SPEND�ON�2�$�

)MPROVED�INFRASTRUCTURE�TO�

s� �ALLOW�FOR�BETTER�TRANSPORTATION�LINKAGES�
IN�THE�ECONOMY

s� �ALLOW�FOR�BETTER�TELECOMMUNICATIONS�
LINKAGES�IN�THE�ECONOMY�

)NFRASTRUCTURE�IS�WHAT�ENABLES�ECONOMIC�
ACTIVITY�TO�TAKE�PLACE

'OVERNMENT�SPENDING�ON�INFRASTRUCTURE�
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MARKET-ORIENTED
2EDUCTION�IN�DIRECT�TAXES��INCOME�TAX	 0EOPLE�WILL�HAVE�GREATER�INCENTIVE�TO�

WORK�HARD��BECOME�MORE�PRODUCTIVE�OR�
JOIN�THE�LABOUR�FORCE�IF�THEY�KNOW�THAT�
THEY�CAN�KEEP�A�LARGER�SHARE�OF�THEIR�
INCOME�

(Note that cuts in income taxes 
are both a supply-side policy and a 
demand-side policy.)

4HERE�MAY�POSSIBLY�BE�LESS�INCOME�FOR�
GOVERNMENTS��UNLESS�THE�,AFFER�CURVE�
HYPOTHESIS�IS�TO�BE�BELIEVED	�

2EDUCTION�IN�DIRECT�TAXES�ON�lRMS�
�CORPORATE�TAX	

)F�lRMS�PAY�LESS�TAX��THEY�WILL�HAVE�MORE�
PROlTS�LEFT�FOR�INVESTMENT�

(Note that cuts in corporate taxes 
are both a supply-side policy and a 
demand-side policy.)

4HERE�MAY�POSSIBLY�BE�LESS�INCOME�FOR�
GOVERNMENTS��UNLESS�THE�,AFFER�CURVE�
HYPOTHESIS�IS�TO�BE�BELIEVED	�

,ABOUR�MARKET�REFORM�MAY�INCLUDE�

s� REDUCTION�IN�TRADE�UNION�POWER

s� �REDUCTION�IN�MINIMUM�WAGES 
(Note that the government would not 
actually have to reduce the nominal 
wage, it could just leave it at the 
same level. Inflation would erode the 
real value of the minimum wage)

s� REDUCTION�IN�UNEMPLOYMENT�BENElTS�

4HE�JOB�OF�UNIONS�IS�TO�PROTECT�THEIR�OWN�
WORKERS��4HIS�MEANS�THAT�THE�NUMBER�
OF�WORKING�HOURS�IS�LIMITED��AND�THE�
ABILITY�TO�HIRE�AND�lRE�WORKERS�IS�LIMITED��
7ITHOUT�UNIONS��lRMS�MAY�BE�ABLE�TO�
INCREASE�OUTPUT�

4HERE�WILL�BE�LOWER�COSTS�OF�PRODUCTION�
FOR�lRMS�

7ITHOUT�UNEMPLOYMENT�BENElTS��
UNEMPLOYED�WORKERS�WILL�HAVE�GREATER�
INCENTIVE�TO�TAKE�ON�AVAILABLE�JOBS�

!�LOWER�LEVEL�OF�TRADE�UNION�POWER�IS�
LIKELY�TO�RESULT�IN�LESS�JOB�SECURITY�AND�
WORSENING�CONDITIONS�FOR�WORKERS�

4HERE�WILL�BE�A�REDUCTION�IN�LIVING�
STANDARDS�FOR�WORKERS�ON�THE�MINIMUM�
WAGE�AND�FOR�THE�UNEMPLOYED�

$EREGULATION 2EGULATIONS�RAISE�THE�COSTS�FOR�lRMS� 4HERE�MAY�BE�NEGATIVE�EFFECTS�ON�LABOUR�
OR�THE�ENVIRONMENT�

$EREGULATION�OF�lNANCIAL�MARKETS -ORE�lRMS�ARE�ALLOWED�TO�SUPPLY�
lNANCIAL�SERVICES��SO�THERE�IS�MORE�
COMPETITION�AND�BORROWING�COSTS�ARE�
REDUCED�

4OO�MUCH�LENDING�WILL�HAVE�AN�
INmATIONARY�EFFECT�

4OO�MUCH�RISKY�LENDING�WILL�MEAN�THAT�
PEOPLE�ARE�UNABLE�TO�REPAY�

0RIVATIZATION &REE�MARKET�ECONOMISTS�ARGUE�THAT�
RESOURCES�ARE�MOST�EFlCIENTLY�ALLOCATED�
BY�MARKET�FORCES��AND�SO�ADVOCATE�
PRIVATIZATION�TO�INCREASE�EFlCIENCY�

3OME�lRMS�ARE�NATIONALIZED�SO�THAT�THEY�
CAN�PROVIDE�AN�ESSENTIAL�SERVICE��E�G��
WATER��ELECTRICITY�OR�RAILWAYS��AT�LOWER�
PRICES�AND�IN�AREAS�WHERE�THERE�MIGHT�
NOT�BE�SUFlCIENT�DEMAND�FOR�PRIVATE�
lRMS�TO�OPERATE�

Long-run aggregate supply (LRAS) – what shifts it?
A shift of the LRAS curve to the right is equivalent to an outward 
shift of the PPC curve, as shown below:
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A shift in the LRAS can be shown from either a 
neo-Keynesian perspective, as in (a) above, or a 
neo-classical perspective, as in (b).

The LRAS curve will shift to the right if 
there is an improvement in the quantity 
and/or quality of the factors of production 
in the economy.

Demand-side polices – what do 
they do?
●	 They are used to shift the AD curve.
●	 They can expand the economy (expansionary 

policies).
●	 Or they can shrink the economy 

(contractionary policies).
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●	 An expansionary policy increases output and 
employment (Y to Y1) and increases inflation 
(P to P1).

●	 A contractionary policy decreases output and 
employment (Y to Y2) and decreases inflation 
(P to P2).

What types of demand-side policy 
are there?

Fiscal policy
●	 Governments alter their own expenditure and 

taxation to affect the economy.

To expand the economy, the government 
could reduce direct taxes and increase its 
spending.

●	 AD would shift to the right.
●	 This would help to solve disequilibrium 

unemployment (demand-deficient 
unemployment), but would cause demand-
pull inflation.

To contract the economy, the government 
could increase direct taxes and decrease its 
spending.

●	 AD would shift to the left.
●	 This would help to solve demand-pull 

inflation but would cause disequilibrium 
unemployment (demand-deficient 
unemployment).

Monetary policy
●	 Governments alter the interest rate and/or the 

supply of money to affect the economy.

To expand the economy, the government 
could reduce interest rates and increase the 
money supply.

●	 AD would shift to the right.
●	 This would help to solve disequilibrium 

unemployment (demand-deficient 
unemployment), but would cause demand-
pull inflation.

To contract the economy, the government 
could increase interest rates and decrease the 
money supply.

●	 AD would shift to the left.
●	 This would help to solve demand-pull 

inflation but would cause disequilibrium 
unemployment (demand-deficient 
unemployment).

What are the problems?
●	 Demand side policies involve a trade-off.
●	 Usually, if inflation is improved, 

unemployment gets worse and vice versa.


