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Course Companion definition
The IB  D iploma Programme Course  Companions  are  resource  

materials  designed to  support students  throughout their two-year 

D iploma Programme course  of study in a  particular subject.  They will 

help  students  gain an understanding of what is  expected from the  

study of an IB  D iploma Programme subject while  presenting content 

in a  way that illustrates  the  purpose  and aims of the  IB .  They reflect 

the  philosophy and approach of the  IB  and encourage  a  deep 

understanding of each subject by making connections  to  wider issues  

and providing opportunities  for critical thinking.

The books mirror the  IB  philosophy of viewing the  curriculum in 

terms of a  whole-course  approach;  the  use  of a  wide  range  of 

resources,  international mindedness,  the  IB  learner profile  and the  IB  

D iploma Programme core  requirements,  theory of knowledge,  the  

extended essay,  and creativity,  action,  service  (CAS) .

Each book can be  used in conjunction with other materials  and 

indeed,  students  of the  IB  are  required and encouraged to  draw 

conclusions  from a variety of resources.  Suggestions for additional 

and further reading are  given in each book and suggestions  for how 

to  extend research are  provided.

In addition,  the  Course  Companions  provide  advice  and guidance  on 

the  specific course  assessment requirements  and on academic honesty 

protocol.  They are  distinctive  and authoritative  without being 

prescriptive.

IBO mission statement
The International Baccalaureate  Organization aims to  develop  

inquiring,  knowledgeable,  and caring young people  who help  to  

create  a  better and more  peaceful world through intercultural 

understanding and respect.

To  this  end the  IBO  works  with schools,  governments,  and 

international organizations to  develop  challenging programmes of 

international education and rigorous  assessment.

These  programmes encourage  students  across  the  world to  become 

active,  compassionate,  and lifelong learners  who understand that 

other people,  with their differences,  can also  be  right.
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The IB learner profile

The aim of all IB  programmes is  to  develop  internationally minded 

people  who,  recognizing their common humanity and shared 

guardianship  of the  planet,  help  to  create  a  better and more  peaceful 

world.  IB  learners  strive  to  be:

Inquirers  They develop their natural curiosity.  They acquire  the  

skills  necessary to  conduct inquiry and research and show 

independence  in learning.  They actively enjoy learning and this  love  

of learning will be  sustained throughout their lives.

Knowledgeable  They explore  concepts,  ideas,  and issues  that have  

local and global significance.  In so  doing,  they acquire  in-depth 

knowledge  and develop understanding across  a  broad and balanced 

range  of disciplines.

Thinkers  They exercise  initiative  in applying thinking skills  critically 

and creatively to  recognize  and approach complex problems,  and 

make reasoned,  ethical decisions.

Communicators  They understand and express  ideas  and 

information confidently and creatively in more  than one  language  

and in a  variety of modes  of communication.  They work effectively 

and willingly in collaboration with others.

Principled  They act with integrity and honesty,  with a  strong sense  

of fairness,  justice,  and respect for the  dignity of the  individual,  

groups,  and communities.  They take  responsibility for their own 

actions and the  consequences  that accompany them.

Open-minded  They understand and appreciate  their own cultures  

and personal histories,  and are  open to  the  perspectives,  values,  and 

traditions  of other individuals  and communities.  They are  

accustomed to  seeking and evaluating a  range  of points  of view,  and 

are  willing to  grow from the  experience.

Caring  They show empathy,  compassion,  and respect towards  the  

needs  and feelings  of others.  They have  a  personal commitment to  

service,  and act to  make a positive  difference  to  the  lives  of others  

and to  the  environment.

Risk-takers  They approach unfamiliar situations  and uncertainty 

with courage  and forethought,  and have  the  independence  of spirit to  

explore  new roles,  ideas,  and strategies.  They are  brave  and articulate  

in defending their beliefs.

Balanced  They understand the  importance  of intellectual,  physical,  

and emotional balance  to  achieve  personal well-being for themselves  

and others.

Reflective  They give  thoughtful consideration to  their own learning 

and experience.  They are  able  to  assess  and understand their 

strengths and limitations  in order to  support their learning and 

personal development.
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A note on academic honesty
It is  of vital importance  to  acknowledge  and 

appropriately credit the  owners  of information 

when that information is  used in your work.  After 

all,  owners  of ideas  ( intellectual property)  have  

property rights.  To  have  an authentic piece  of work,  

it must be  based on your individual and original 

ideas  with the  work of others  fully acknowledged.  

Therefore,  all assignments,  written or oral,  

completed for assessment must use  your own 

language  and expression.  Where  sources  are  used 

or referred to,  whether in the  form of direct 

quotation or paraphrase,  such sources  must be  

appropriately acknowledged.

How do I  acknowledge the work of others?

The way that you acknowledge  that you have  used 

the  ideas  of other people  is  through the  use  of 

footnotes  and bibliographies.

Footnotes  ( placed at the  bottom of a  page)  or 

endnotes  (placed at the  end of a  document)  are  to  

be  provided when you quote  or paraphrase  from 

another document,  or closely summarize  the  

information provided in another document.  You do  

not need to  provide  a  footnote  for information that 

is  part of a  body of knowledge.  That is,  definitions  

do  not need to  be  footnoted as  they are  part of the  

assumed knowledge.

Bibliographies  should include  a formal list of the  

resources  that you used in your work.  Formal  

means  that you should use  one  of the  several 

accepted forms of presentation.  This  usually 

involves  separating the  resources  that you use  into  

different categories  ( e.g.  books,  magazines,  

newspaper articles,  Internet-based resources,  CDs,  

and works  of art)  and providing full information as  

to  how a reader or viewer of your work can find 

the  same information.  A bibliography is  

compulsory in the  extended essay.

What constitutes malpractice?

Malpractice  is  behaviour that results  in,  or may 

result in,  you or any student gaining an unfair 

advantage  in one  or more  assessment component.  

Malpractice  includes  plagiarism and collusion.

Plagiarism  is  defined as  the  representation of the  

ideas  or work of another person as  your own.  The  

following are  some of the  ways  to  avoid plagiarism:

 words  and ideas  of another person to  support 

ones  arguments  must be  acknowledged

 passages  that are  quoted verbatim must be  

enclosed within quotation marks and 

acknowledged

 CD-ROMs,  email messages,  web sites  on the  

Internet,  and any other electronic media must 

be  treated in the  same way as  books  and 

journals

 the  sources  of all photographs,  maps,  

illustrations,  computer programs,  data,  graphs,  

audio-visual,  and similar material must be  

acknowledged if they are  not your own work

 copying works  of art,  whether music,  film,  

dance,  theatre  arts,  or visual arts,  and where  the  

creative  use  of a  part of a  work takes  place,  must 

be  acknowledged.

Collusion  is  defined as  supporting malpractice  by 

another student.  This  includes:

 allowing your work to  be  copied or submitted 

for assessment by another student

 duplicating work for different assessment 

components  and/or diploma requirements.

Other forms of malpractice  include  any action 

that gives  you an unfair advantage  or affects  the  

results  of another student.  Examples  include,  

taking unauthorized material into  an examination 

room,  misconduct during an examination,  and 

falsifying a CAS  record.
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Introduction

                       

This  book is  designed to  be  a  companion to  you as  

you embark upon your study of the  International 

Baccalaureate  D iploma Programme in economics.  

Through its  overarching emphasis  on international 

economics  and development economics,  we  hope  

that it will help  you become,  in the  words of the  IB  

learner profile,   internationally-minded people  

who,  recognizing their common humanity and 

shared guardianship  of the  planet,  help  to  create  a  

better and more  peaceful world .

Economics has a vital role to play in promoting 

international cooperation and mutual understanding 

because of its focus on global issues.  To achieve this  

understanding,  you need to learn to consider 

economic theories,  ideas,  and events from the points  

of view of different stakeholders in the world economy.

The Course  Companion has  been designed to  

facilitate  this  process  in a  number of ways.

 The study of the  subject at both standard and 

higher level is  encompassed and there  is  a  focus 

toward the  IB  learner profile  and international-

mindedness.  You will discover that many 

economic concepts  and issues  are  closely linked 

to  other disciplines,  such as  history,  sociology,  

geography,  and environmental studies.

 Opportunities are provided to learn and practise  

the skills of evaluation and synthesis  key skills  

needed to become an informed student of 

economics.  As you expand your knowledge of 

economics and gain the ability to evaluate these  

ideas you will develop a balanced view of 

alternative viewpoints and become critical thinkers.

 The Student workpoints and Country investigations are  

intended to  help  you improve your research skills  

and gain a wider knowledge of the world.

 The importance  of Theory of Knowledge  (TOK)  

is  emphasized,  a  core  element of the  IB  D iploma 

Programme model.  This  will help  you to  

understand that TOK exists  in and applies  to  

economics  as  it does  in all academic areas.

You will learn that economics is based on the  

collection of empirical evidence and the  

development of models which may differ,  

depending on the assumptions upon which they 

are based.  You will also become aware of the  

inherent biases in economics and that there are  

conflicting schools of thought within the discipline.

 You be the journalist is  a feature designed to  

encourage you to write about economics in a  

creative way.  In this role-playing exercise you will 

write in a journalistic style rather than the usual 

essay style.  This will encourage you to be open to  

the perspectives of different stakeholders.

 Opportunities  are  created to  discuss  ethical 

issues,  such as  the  causes  and consequences  of 

environmental damage,  or the  advantages  and 

disadvantages  of multinational investment in 

developing countries.

 There  are  biographies  of several famous 

economists,  which bring to  light the  fact that 

economic theory is  devised by real people,  

people  not unlike  you.

 A number of data response  exercises  are  

included that are  modelled on the  final IB  

examination.  Each exercise  comprises  a  brief 

case  study of economics  in the  real world.

 Sample examination questions and/or review 

questions are included at the end of each chapter.  

These include samples of the Paper 1 ,  part (a)  

essay questions that are worth 1 0 marks,  complete  

Paper 1  essay questions comprised of two parts,  

and Paper 2  data response questions.  There are  

also samples of the Higher Level paper 3  questions.  

Throughout the companion,  there is  assessment 

advice for both internal and external assessment.

 There  is  a  valuable  final chapter containing 

advice  on internal assessment,  examination 

technique,  and extended essay writing.  Tips  on 

examination technique are  also  scattered 

through the  Course  Companion.

The order of topics  in this  companion is  not exactly  

as  it appears in the IB  syllabus.  In a few places,  the  

topics have been rearranged so  that the concepts  are  

presented where they are  most useful.  Economics is,  

by nature,  a dynamic subject.  As a result,  theories  

evolve and change,  and new theories  are  introduced 

to  explain new evidence.  It is  not expected that you 

will rely entirely on this  one Course Companion as  

your only resource.  To benefit fully from an 

economics course at any level,  you should draw on a 

variety of resources and approaches.

Jocelyn  Blink and Ian  Dorton

December 201 0
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The foundations of economics1

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 define,  and  give  examples  of,  a  socia l  science

 define,  g ive  examples  of,  and  d istingu ish  between ,  goods  and  

services;  needs  and  wan ts;  econom ic goods  and  free  goods

 define  opportun i ty cost a nd  understand  i ts  l ink to  re la tive  sca rci ty  

a nd  cho ice

 exp la in  the  ba sic  econom ic questions:  Wha t to  produce?,  How to  

produce?,  a nd  How much  to  produce?

 describe  the  fa ctors  of production

 exp la in ,  i l lu stra te ,  and  ana lyse  production  possib i l i ty cu rves

 d istingu ish  between  m icroeconom ics  and  m acroeconom ics;  posi tive  

econom ics  and  normative  econom ics;  priva te  sector and  pub l ic sector

 exp la in  th a t econom ists  a re  model  bu i lders  and  tha t they employ the  

a ssumption  of ceteris  paribus

 exp la in  and  i l lu stra te  a  ba sic  model  of a n  economy

 d istingu ish  between  d i fferen t ra tion ing systems

 compare  and  con trast the  advan tages  and  d isadvan tages  of p lanned  

and  free  m arket econom ies

 d istingu ish  between  econom ic growth  and  econom ic development

 define  su sta inab le  developmen t.

Adam Smith  (1 7231 790)

Often  known  as  the  fa ther of modern  econom ics,  

Adam  Sm ith  was  a  Scotsman  and  wrote  one  of the  fi rst 

and  most importan t books  on  the  subject of econom ics,  

An  Inquiry in to  the  Nature  and Causes of the  Wealth  of 

Nations  (1 776) .  I t i s  no  coincidence  tha t the  book was  

written  du ring the  beginn ing of the  Industria l  Revolu tion  

in  G rea t Bri ta in .  Th is  was  the  fi rst period  in  wh ich  a  

country experienced  industria l iza tion .  Prior to  th is  

econom ies  had  been  fa irly s imple,  agricu l tu ra l  systems,  

wi th  most people  involved  in  producing basic products,  

such  as  food  and  cloth ,  and  ju st a  few provid ing other 

necessities,  such  as  fa rm ing equ ipment and  lea ther 

goods.  The  com ing of the  steam  engine,  increased  use  

of m ach inery,  the  emergence  of banks  for investment,  

and  the  b i rth  of the  stock exchange  made  everyth ing 

much  more  complex and  in  need  of explana tion .

Sm ith  bel ieved  in  the  free market.  The free market is  

one where consumers may buy what they l ike  and  

producers may produce what they l ike,  with  no  

government in terference.  Sm ith  proposed  that i f everyone  

fol lowed  h is  or her own  best in terests,  with  as  l i ttle  sta te  

in tervention  as  possible,  then  the  

publ ic in terest wou ld  be  wel l  

served .  He suggested  that a  

la issez-fa ire  (don t in terfere)  

approach  shou ld  be  fol lowed,  

leaving consumers and  producers to  

make their own  decisions and  thus  

ga in ing maximum  benefit for a l l  from  the  market system .  

He bel ieved  that the  invisible  hand  of competition  

wou ld  resu lt in  the  most efficient outcome.  He d id  not,  

however,  advocate  complete  freedom  and ,  among other 

th ings,  he  identified  possible  problems rela ting to  firms 

com ing together and  exploiting consumers.  He a lso  

suggested  that there m ight be  problems i f fi rms grew too  

la rge and  so  were able  to  dom inate  the market.

For the  next 1 50  years  the  theories  tha t origina ted  with  

Adam  Sm ith  formed  the  basis  of classica l  econom ics.  

The  overrid ing fa i th  in  the  power of free  markets  to  

a l loca te  resources  efficien tly was  the  orthodox (widely 

accepted)  view of the  time.
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Economics  is  a  social science,  which is  a  study of people  in society 

and how they interact with each other.  Other social sciences  include  

sociology,  political science,  psychology,  anthropology,  and history.

The Earth is,  to  all intent and purposes,  finite.  This  means that we  

only have a finite  amount of resources.  We use  these resources to  

produce the  goods and services that we need or want,  so  the  quantity 

of goods and services available  is  also  finite.  Goods are  physical objects  

that are  capable  of being touched ( tangible) ,  such as  vegetables,  meat,  

or motorcars.  Services are  intangible  things that cannot be  touched,  

such as  motorcycle  repairs,  haircuts,  or insurance.

Human needs and wants  are  infinite.  Needs are  things that we  must 

have  to  survive,  such as  food,  shelter,  and clothing.  Wants  are  things  

that we  would like  to  have  but which are  not necessary for our 

immediate  physical survival,  such as  televisions  and mobile  phones.

There  is  a  conflict between the  finite  resources  available  and infinite  

needs  and wants.  People  cannot have  everything that they desire  and 

so  there  must be  some system for rationing the  scarce  resources.  This  

is  where  economics  comes in.

Economics is  a study of rationing systems.  It is  the study of how scarce  

resources are  allocated to  fulfill the infinite  wants of consumers.

Scarcity

To the economist,  all goods and services that have a price are relatively 

scarce.  This means that they are scarce relative to peoples  demand for 

them.  It may seem that,  in your town or city,  cars are not scarce as there  

are a great number of them around.  However,  it is  certain that not 

everyone who would like a car in your area has one,  usually because  

they cannot afford to  buy a car.  Their ability to purchase a car is  affected 

by the amount of money they have and the price of the car,  so price is  

being used to ration the cars that are available.  Any good or service that 

has a price,  and is  thus being rationed,  is  known as an economic good.

The term scarcity  has a particular meaning in economics  that is  

different from the way that the  word is  used in everyday life.  A 

normal person would not say that cars  were  scarce  in Mexico C ity,  but 

an economist would be  happy to  state  that they were  relatively scarce.

Choice

Since people do not have infinite incomes,  

they need to make choices whenever they 

purchase goods and services.  They have to  

decide how to allocate their limited financial 

resources and so always need to choose  

between alternatives.  This leads to one of the  

key concepts of economics.

Opportunity cost

Opportunity cost is  defined as  the next best alternative foregone when an  

economic decision  is made.  This may sound quite complicated but simply 

Student workpoint 1.1
1  Make  a  l i st of you r own  

needs.

2   Make  a  l i st of the  needs  

tha t you r grandpa ren ts  m ay 

h ave  h ad .  Exp la in  the  

reason  for a ny d i fferences  

tha t you  h ave  suggested  

between  you r l i sts  for 

questions  1  a nd  2 .

3   Make  a  l i st of the  needs  of 

a  person  the  same  age  a s  

you ,  l i ving in  another 

con tinen t.  Exp la in  the  

reason  for a ny d i fferences  

tha t you  h ave  suggested .
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means that opportunity cost is  what you give up in order to  have  

something else.  For example,  if you decide to  buy a DVD  for $1 5  rather 

than have a meal out,  then the opportunity cost of the DVD  is  the  

meal out that you go without.  It is  not the $1 5 ,  as  opportunity cost is  

never expressed in monetary terms.

If a  good or service  has  an opportunity cost then it must be  relatively 

scarce,  so  it will have  a  price  and be  classified as  an economic good.

There  are  a  few things,  such as  air and salt water,  that are  not limited 

in supply and so  do  not have  an opportunity cost when they are  

consumed.  We do  not have  to  give  up  something else  in order to  

breathe.  These  things are  known as   free  goods ,  as  they are  not 

relatively scarce  and so  will not have  a  price.

The basic economic problem
We have  already seen that resources  are  relatively scarce  and wants  

are  infinite,  which leads to  choices  to  be  made.  These  choices  are  

often expressed in terms of three  questions  and represent the  basic 

economic problem.  The  questions  are:

 What should be  produced and in what quantities?  Using these  

scarce  resources,  how many computers  should be  produced,  how 

many bicycles,  how much wheat,  and how much milk?  This  has  

to  be  decided for all economic goods.

 How should things  be  produced?  There  are  many different ways of 

producing things  and there  are  different combinations  of resources  

that may be  used in production.  Should sports  shoes  be  produced 

by an automated production line  or by manual workers?  Should 

crops  be  grown with a high usage  of fertilizer or organically?

 Who should things be  produced for?  

Should they go  to  those  who can afford 

them or be  shared out in some  fair  

manner?  How will the  total income ( the  

national income)  of the  economy be  

distributed?  Will teachers  get higher 

incomes than nurses?

Whatever the  system used to  allocate  

resources,  it needs to  be  able  to  answer these  

questions.  There are two theoretical allocation 

(rationing)  systemsthe free  market system 

and the  planned economy.  In reality,  all 

economies  are  mixed economies,  which are  a 

combination of the  free  market and planning.  

The extent to  which governments should 

intervene in any economy is  a  constant source  

of debate  and will be  addressed throughout 

this companion.
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Factors of production
There  are  four resources  that allow an economy to  produce  its  

output.  These  are  known as  factors  of production.

Land
Land includes a large number of things.  It is  the land;  everything that 

grows on the land or is  found under it;  the sea;  and everything that is  

found in and under the sea.  It therefore includes all natural resources.  

Some are basic raw materials,  such as gold,  coal,  oil,  and natural gas,  

and some are cultivated products,  such as wheat,  rice,  and pineapples.  

Some natural resources are renewable,  including all cultivated products,  

and some are non-renewable,  including all fossil fuels like oil.

Labour
Labour is  the human factor.  It is  the physical and mental contribution 

of the existing workforce to  production.

Capital
Capital is the factor of production that comes from investment in 

physical capital and human capital.  Physical capital is  the stock of 

manufactured resources,  such as factories,  machinery,  roads,  and tools,  

that is  used to produce goods and services in the economy.  Human 

capital is  the value of the workforce.  Investment in human capital 

through education or improved health care may be a significant 

contributor to economic growth.  Infrastructure (social overhead capital)  

is the large-scale public systems,  services,  and facilities of a country that 

are necessary for economic activity.  This includes the stock of a nations  

roads,  railways,  hospitals,  schools,  ports,  airports,  electricity plants,  water 

plants,  and telecommunications.  These have been accumulated through 

investment,  usually by the government.  Improving infrastructure may 

lead to improved economic growth and development.

Management (entrepreneurship)
Management is  the  organising and risk-taking factor of production.  

Entrepreneurs  organise  the  other factors  of productionland,  labour,  

and capitalto produce  goods and services.  They also  use  their 

personal money and the  money of other investors  to  buy the  factors  

of production,  produce  the  goods  and services,  and,  hopefully,  make 

a profit.  As  a  profit is  never guaranteed and investment may be  lost,  

this  is  the  risk-taking part of the  role  of the  entrepreneur.

Production possibilities curves (production 
possibilities frontiers)
These  are  used by economists  to  show the  concepts  of scarcity,  

choice,  and opportunity cost,  among other things.  A production 

possibilities  curve  (PPC)  shows the  maximum combinations  of goods 

and services  that can be  produced by an economy in a  given time 

period,  if all the  resources  in the  economy are  being used fully and 

efficiently and the  state  of technology is  fixed.  This  is  known as   

potential output.  An example  of a  PPC  is  shown in Figure  1 .1 ,  where  

only two things  are  being producedschools  and motorcars.
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If all production is  devoted to  building schools,  at point Y,  then 

quantity Y of schools  will be  produced and no motorcars.  Point X,  at 

the other end of the PPC ,  shows the situation where no schools  are  

being built,  only motorcars.  At point Z resources are  being shared 

between the production of motorcars and the building of schools.  The  

points on the PPC  show the possible  combinations of school building 

and motorcar production.  As you can see,  it is  impossible  to  build more  

schools without also producing fewer motorcars.  The opportunity cost 

of more schools  is  the number of motorcars that are  not produced.

The PPC  is  a  curve  because  not all of the  factors  of production used to  

build schools  and produce  motorcars  are  equally good at both 

occupations.  As  we  move towards  point X,  where  few schools  are  

being built,  it is  unlikely that the  workers  who usually build schools  

will be  as  productive  as  the  workers  who usually produce  cars.  In the  

same way,  as  point Y is  approached,  car workers  will have  to  be  

involved in building schools  and are  unlikely to  be  as  productive  as  

the  normal school builders.  At point Z,  the  skilled workers  in each 

industry will be  specializing in the  production at which they are  best 

and so  both sets  of workers  will be  at their most productive.

It is  possible  to  produce  at any point inside  the  PPC ,  but it means  that 

not all of the  factors  of production in the  economy are  being used or 

that they are  being used inefficiently.  In reality,  economies are  always 

producing within their PPCs,  since  there  are  always some 

unemployed factors  of production in a  country.  For example,  there  is  

not a  single  economy in the  world where  the  entire  potential 

workforce  is  actually working at any given timethere  will always 

be  some unemployment in an economy.

Point V is  inside  the  PPC  and represents  a  combination of actual 

output.  If there  is  a  movement from point V towards  the  PPC ,  for 

example  to  point W,  then we say that there  has  been actual growth.

The point Z1  is  unattainable for an economy as it is  outside the PPC.  It 

could only be achieved if the PPC  itself moved outwards.  For example,  if 

the PPC  moved from YX to Y1X1 ,  then the point Z1  would be achievable.  

Any point on the PPC  shows potential output,  for example point Z.  A 

PPC  movement from YX to Y1X1  represents an increase in potential 

output and so a movement from Z to Z1  would be potential growth.

An outward shift of the  PPC  can only be  achieved if there  is  an 

improvement in the  quantity and/or quality of factors  of production.  

If this  shift is  achieved,  there  is  an increase  in potential output but 

this  does  not necessarily mean that there  is  an increase  in actual 

output.  That would require  a  movement of the  current point of 

actual output towards  the  new PPC .

A fall in the  quantity of factors  of production would cause  the  PPC  to  

shift inwards.  This  might be  due  to  war or natural disasters.

Figure 1 .1  A production  possibi l i ties curve
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Utility
Utility is  a  measure  of usefulness  and pleasure.  It gives  an idea of 

how much usefulness  or pleasure  a  consumer receives  when they 

consume a product.  The  two basic ways  of measuring utility are  total 

utility and marginal utility.  Total utility is  the  total satisfaction gained 

from consuming a certain quantity of a  product.  If a  person eats  five  

ice  creams the  total utility would be  a  measure  of the  total pleasure  

gained from eating all of the  ice  creams.  Marginal utility is  the  extra 

utility gained from consuming one  more  unit of a  product.  We could 

measure  the  extra utility that the  consumer gains  from each of the  

five  ice  creams consumed.  It is  believed that,  in the  majority of cases,  

the  marginal utility gained from extra units  of a  product falls  as  

consumption increases.  If a  person continues  to  eat ice  cream after 

ice  cream,  the  pleasure  derived from each extra one  will start to  fall 

until,  if the  person continues eating for too  long,  they are  sick and a 

disutility occurs  with marginal utility becoming negative.

Economics  is  a  large  subject area and so,  to  make things  simpler,  it is  

often split up  into  different sections.  There  are  a  number of ways  of 

doing this.

Microeconomics and macroeconomics
Microeconomics  deals  with smaller,  discrete  economic agents  and 

their reactions  to  changing events.  For example,  it looks  at individual 

consumers  and how they make their decisions  about demand and 

Theory of Knowledge

Social  sciences

We have  sa id  th a t econom ics  i s  a  socia l  science,  a  

study of peop le  in  society and  how they in teract wi th  

each  other.  One  of the  importan t questions  posed  in  

TOK i s  whether or not i t  i s  possib le  to  u se  a  scien ti fic 

approach  effectively in  a  sub ject th a t dea ls  wi th  human  

beings.  N oam  Chomsky,  the  ph i losopher,  h as  no  

doubts.  H e  sa id  in  a  te levis ion  in terview,  As  soon  a s  

questions  of wi l l  or decis ion  or reason  or choice  of 

a ction  a rise ,  human  science  i s  a t a  loss.

There  a re  a  n umber of reasons  why i t i s  very d i fficu l t,  i f 

not impossib le ,  to  apply a  scien ti fic  approach  to  the  

socia l  (or human)  sciences.

 Human  beings a re un ique;  they a re a l l  ind ividua ls,  so  

there are  no  genera l  laws that can  be  appl ied  to  them .  

They do  not behave in  a  fu l ly consistent manner.

 Socia l  scien tists  a re  themselves  human  and  so  they 

a re  a  pa rt of the  experimen t th a t they a re  studying.  

I t  must be  very d i fficu l t for them  to  suppress  any 

b ia s  th a t they m ay h ave,  thus  m aking any resu l ts  

open  to  question .

  Both  ob jective  and  sub jective  concepts  exist in  

socia l  sciences  and  we  know tha t sub jective  

concepts  a re  m a tters  of op in ion  and  so  in capab le  of 

tru ly a ccu ra te  scien ti fic study.

  I t  i s  very d i fficu l t to  measu re  da ta  in  the  socia l  

sciences  in  numerica l  terms.  H ow do  we  measu re  

pa ren ta l  con tro l  or the  sa tisfaction  ga ined  from  

ea ting a  ba r of chocola te?

  Pred ictions  th a t a re  1 00%  certa in  a re  impossib le  to  

m ake  in  the  socia l  sciences.

  Socia l  sciences  a re  sub jects  where  factors  a re  

a lways  changing and  so  noth ing i s  rea l ly constan t.  

Th is  m akes  measu rement d i fficu l t and  true  

pred iction  deba tab le.

1  Look a t each  of these  reasons  and  consider 

whether the  same  problems  do  not exist,  to  some 

exten t,  in  the  n a tu ra l  sciences.  Try to  u se  examples  

to  support you r views.

2   I t i s  possib le  th a t the  socia l  sciences  a re  in  the ir 

in fancy and  tha t,  ju st a s  wi th  the  n a tu ra l  sciences,  

they wi l l  become more  dependable  and  accu ra te  in  

thei r find ings  and  pred ictions  wi th  time.  Do  you  

agree  wi th  th is  sta tement?
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expenditure;  individual firms and how they make decisions,  such as  

what to  produce  and how much;  and individual industries  and how 

they may be  affected by such things as  government action.

Macroeconomics  takes  a  wider view and considers  such things as  

measuring all the  economic activity in the  economy,  inflation,  

unemployment,  and the  distribution of income in the  whole  

economy.

Positive economics and normative economics
A positive  statement is  one  that may be  proven to  be  right or wrong 

by looking at the  facts.  For example,  The  unemployment rate  for 

China for 2009  was  4.2% .  A normative  statement is  a  matter of 

opinion and cannot be  conclusively proven to  be  right or wrong.  It is  

usually easy to  spot because  it uses  value- judgment words  such as  

ought ,   should ,   too  much,  and too  little .  For example,   

The  Chinese  government put too  little  emphasis  on curing rural 

unemployment in 2009.

Positive  economics  deals  with areas  of the  subject that are  capable  of 

being proven to  be  correct or not.  Normative  economics  deals  with 

areas  of the  subject that are  open to  personal opinion and belief.  

While  it is  easier to  be  confident in matters  of positive  economics,   

it is  often more  interesting to  deal with questions  in normative  

economics,  even though a conclusive  outcome is  very unlikely.  

For example,  many economists  have  put forward theories  to  suggest 

exactly why economies  tend to  move from periods  of high economic 

activity to  periods  of depressed activity,  but no  one  has  been able  to  

do  so  completelythey are  all opinions.  Indeed,  it is  often said that 

if 1 0  economists  are  locked in a  room,  they will come out with  

1 2  conclusions!

Economists and model  building
Economists,  like  all social scientists,  tend to  build theoretical models   

in order to  test and illustrate  their theories.  These  models  may  

then be  manipulated in order to  see  what the  outcome will be  if 

there  is  a  change  in one  of the  variables.  This  method of holding  

all but one  of the  variables  constant is  known as  ceteris paribus.   

In Latin,  this  literally means all other things  being equal .  When 

economists  want to  test the  effect of one  variable  on another  

they need to  be  able  to  isolate  the  effect of the  one  variable  by 

assuming that there  is  no  change  in any of the  other variables.  For 

example,  if they want to  know how a change  in wages  will affect 

peoples  desire  to  work,  they have  to  assume that there  is  no  change  

in another variable,  such as  taxes.  Economists  are  very famous for 

making assumptions,  and it is  always  important to  be  aware  of such 

assumptions.

To  illustrate  the  idea of model building,  look at the  simple  model of 

an economy in Figure  1 .2 .  It is  known as  a  circular flow model.

Theory of Knowledge

1  How rel iable  is  the statistic 

that Ch ina s  unemployment 

rate  in  2009  was 4.2%?

2  How do  econom ists  

know  wha t i s  true?
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In the  model,  households  represent the  groups  of individuals  in the  

economy who perform two functions.  They are  the  consumers  of 

goods and services  and they are  the  owners  and providers  of the  

factors  of production that are  used to  make the  goods  and services.  

Firms represent the  productive  units  in the  economy that turn the  

factors  of production into  goods  and services.  This  sector is  known as  

the  private  sector.  This  is  the  part of production in the  economy that 

is  owned by private  individuals.

Goods  are  tangible  products.  They may be  split into  durable  goods  

which are  consumed over time,  such as  cars  and washing machines,  

and non-durable  goods  which are  consumed over a  short period of 

time,  such as  an ice  cream or a  bottle  of mineral water.

Services  are  intangible  products,  such as  a  haircut or insurance,  and,  

again,  may be  consumed immediately or over time.

This  simple  model ignores  two other important sectors  of the  

economy:  the  government and international trade.  (The  model will 

be  developed more  fully in Chapter 1 3 . )  The  government has  a  

number of roles  in the  economy.  It is  normally responsible  for law 

and order,  national defence,  adjusting the  economy in order to  

achieve agreed economic aims,  and directly providing certain goods and 

services,  which might include things such as water,  public transport,  

electricity,  or even cigarettes  in some economies.  The  state-owned 

sector of the  economy that provides  goods and services  is  known as  

the  public sector.

Rationing systems: planned economies versus 
free market economies
Economics  is  a  study of rationing systems.  S ince  the  resources  in  

an economy are  relatively scarce,  there  must be  some way of 

rationing those  resources  and the  goods  and services  that are  

produced by them.

In theory,  there  are  two main rationing systems.

1   Planned economies:  In a  planned economy,  sometimes  called a  

centrally planned economy or a  command economy,  decisions as  

to  what to  produce,  how to  produce,  and who to  produce  for,  are  

made by a  central body,  the  government.  All resources  are  

Figure 1 .2  The circular flow of income

Expenditu re
Goods

&
Services

Land
Labour
Capita l

Management

Rent
Wages
In terest
Profit

HOUSEHOLDS

FIRMS

Theory of Knowledge

Rational  Economic 
Thinking

I n  sp i te  of the  d i fficu l ty th a t 

econom ists  face  in  devising 

va l id  econom ic models  th is  i s  

sti l l  their task.  I n  order to  

establ ish  econom ic models  

econom ists  make  assumptions  

about the  way tha t people  wi l l  

behave.  One  importan t 

a ssumption  tha t econom ists  

make  is  tha t humans behave  

ra tiona l ly.  Tha t i s ,  consumers  

wi l l  seek to  m axim ise  their 

u ti l i ty and  producers  wi l l  seek 

to  m axim ise  their profi ts .  The  

behaviour of consumers  and  

producers  is  then  exam ined  in  

the  con text of these  

assumptions.  Even  i f some  

ind ividua ls  m ay not necessari ly 

behave  in  a  ra tiona l  m anner 

the  assumptions  can  u sua l ly 

be  made  for la rge  groups  of 

people.  They therefore  m ake  i t 

possib le  for econom ists  to  

make  pred ictions  about 

pa tterns  of econom ic 

behaviour.
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collectively owned.  Government bodies  arrange  all production,  set 

wages,  and set prices  through central planning.  Decisions  are  

made by the  government on behalf of the  people  and,  in theory,  

in their best interests.

  The  quantity of decisions to  be  made,  data to  be  analysed,  and 

factors  of production to  be  allocated are  immense.  This  makes  

central planning very difficult.  If one  then adds the  need to  

forecast future  events  accurately in order to  plan ahead,  the  task 

becomes almost impossible  to  achieve  with any decent level of 

efficiency.

  In the  1 980s,  almost one  third of the  population of the  world lived 

in planned economies,  mainly in the  USSR and China.  These  days,  

with the  changes  in Eastern Europe  that have  taken place,  there  

are  very few countries  that rely solely on planning.  Also,  in China,  

which operates  a  predominantly planned system,  elements  of the  

free  market are  becoming very common and are,  indeed,  being 

encouraged in many market segments,  such as  textiles  and 

clothing.

2  Free market economies:  In a  free  market economy,  sometimes called 

a  private  enterprise  economy or capitalism,  prices  are  used to  

ration goods  and services.  All production is  in private  hands  and 

demand and supply are  left free  to  set wages  and prices  in the  

economy.  The  economy should work relatively efficiently and 

there  should be  few cases  of surpluses  and shortages.

  Individuals  make independent decisions  about what products  they 

would like  to  purchase  at given prices  and producers  then make 

decisions  about whether they are  prepared to  provide  those  

products.  The  producers  decisions  are  based upon the  likelihood 

of profits  being made.  If there  are  changes  in the  pattern of 

demand,  then there  will be  changes in the  pattern of supply in 

order to  meet the  new demand pattern.  For example,  let us  

assume that producers  have  been making both roller skates  and 

skateboards  and find that they are  equally profitable  in the  

quantities  currently supplied.  Now assume that tastes  change  and 

skateboards  are  seen to  be  more  cool .  There  will be  an increased 

demand for skateboards and a fall in the  demand for roller skates.  

Shops  will experience  a  shortage  of skateboards  to  sell and a 

surplus  of roller skates  that are  not being sold.  In order to  rectify 

this,  they will raise  the  price  of skateboards,  reducing the  quantity 

demanded,  and lower the  price  of roller skates in order to  clear the  

surplus.  Producers,  whose  costs  have  not changed,  will realise  that 

there  is  now more  profit to  be  made in producing skateboards  

than there  is  in producing roller skates  and will increase  their 

production of skateboards and reduce  their production of roller 

skates.  Resources  will be  moved from producing roller skates  to  

producing skateboards.  Thus  we can see  that a  change  in the  

demand of consumers  sends  signals  that bring about a  chain of 

DID YOU  KNOW?

As a  resu l t of p lann ing 

problems and  an  emphasis   

on  industria l  production ,  there  

were  ch ron ic shortages  of 

consumer goods  in  the  Soviet 

U n ion  and  queues  were  a  pa rt 

of da i ly l i fe.  I t i s  estimated  tha t 

a  Russian  woman  wou ld  spend  

two  hours  every day l in ing up  

to  buy essen tia l  goods.
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events  that re-allocates  factors  of production and makes sure  

that the  wishes  of the  consumers  are  met.  The  free  market 

system is  a  self-righting system.

  When consumers  and producers  work to  their own best 

interest,  the  market functions  to  produce  the  best  outcome 

for both.  As  Adam Smith said,  Every individualgenerally,  

indeed,  neither intends  to  promote  the  public interest,  nor 

knows how much he  is  promoting ithe intends  only his  

own gain,  and he  is  in this led by an invisible  hand to  

promote  an end which was  no  part of his  intention.  This  is  

often used as  a  justification for arguing that there  should be  

minimal government interference  in the  economy.

  In a  market economy,  it is  said that resources  will be  

allocated efficiently.  However,  sometimes it takes  a  long time 

for resources  to  be  re-allocated from the  production of one  good 

or service  to  another.  This  is  likely to  create  negative  consequences  

for the  stakeholders  involved.

In reality,  all economies  are  mixed economies.  What is  different is  

the  degree  of the  mix from country to  country.  Some countries,  such 

as  China,  have  high levels  of planning and government involvement 

in the  economy.  Even in the  seemingly free  economies,  such as  the  

USA,  the  UK,  or even Hong Kong,  government intervention is  very 

much a  part of the  economic system.  Government involvement is  

deemed essential,  since  there  are  some dangers  that will exist if the  

free  market is  left to  operate  without interference.  Some of the  

disadvantages  of pure  free  markets  and planning are  shown in  

Table  1 .1 .

Disadvantages of pure free markets Disadvantages of planning

1   Demeri t goods (things that are bad  for people,  such  as drugs or 
ch i ld  prosti tution)  wi l l  be over-provided,  driven  by h igh  prices and  
thus a  h igh  prot motive.

1   Total  production,  investment,  trade,  and  consumption,  even  in  a  
smal l  economy,  are too complicated  to plan  efciently and  there wi l l  
be misa l location  of resources,  shortages,  and  surpluses.

2   Merit goods (th ings that are good  for people,  such  as education  or 
heal th  care)  wi l l  be underprovided,  since they wi l l  only be produced  
for those who can  afford  them and  not for a l l .

2   Because there is no price system in  operation ,  resources wil l  not be 
used  efciently.  Arbi trary decisions wil l  not be able to make the best 
use of resources.

3   Resources may be used  up too quickly and  the environment may 
be damaged  by pol lu tion,  as rms seek to make h igh  prots and  to 
min imize costs.

3   Incentives tend to be distorted.  Workers with  guaranteed employment 
and  managers who gain  no share of prots are d ifcult to motivate.  
Output and/or qual ity wil l  suffer.

4   Some members of society wi l l  not be able to look after themselves,  
such  as orphans,  the sick,  and  the long-term  unemployed,  and  wil l  
not survive.

4   The dominance of the government may lead  to a  loss of personal  
l iberty and  freedom of choice.

5   Large rms may grow and  dominate industries,  leading to h igh  
prices,  a  loss of efciency,  and  excessive power.

5  Governments may not share the same a ims as the majori ty of the 
population  and  yet,  by power,  may implement plans that are not 
popular,  or are even  corrupt.

Table 1 .1  Disadvantages of pure free markets and  planning
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Economic growth
National income is  the  value  of all the  goods and services  produced in 

an economy in a  given time period,  normally one  year.

Figure 1 .3  The different methods of measuring national  income
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National income  can be  measured by adding up  all the  activity 

along any one  of the  three  routes,  ( a) ,  ( b) ,  or ( c) ,  in  the  model in 

Figure  1 .3 .  Thus  it  can be  measured by looking at the  value  of the  

output of the  goods  and services  ( b) ,  or the  expenditure  on the  

goods  and services  ( a) ,  or  the  total incomes  of the  households  for 

letting the  firms  use  their factors  of production ( c) .  It  is  too  difficult 

to  measure  the  value  of the  factors  of production used,  so  that 

method is  not attempted.

In order not to  overstate  the  value,  any increase  caused by rising 

prices  ( inflation)  is  ignored and the  national income after this  has  

Karl  Marx (1 81 81 883 )

Best known  not a s  an  econom ist or ph i losopher bu t a s  a  

revolu tionary commun ist,  Ka rl  M arxs  works  in spired  the  

foundation  of many commun ist regimes  in  the  twentieth  

cen tu ry.  H e  had  a  massive  in fluence  upon  the  shape  of 

the  world  in  tha t centu ry.  Al though  he  was  origina l ly 

tra ined  as  a  ph i losopher,  M arx eventua l ly tu rned  more  

towards  econom ics  and  pol i tics.  H e  a ttempted  to  prove  

h is  theories  u sing mathematics.  H e  fel t tha t th is  was  

importan t,  s ince  he  sa id  tha t h is  book,  Das Kapital,  was  

not a  descriptive  work bu t a  scien ti fic description  of the  

course  tha t h istory wou ld  take.

Marx saw capita l ism ,  the  free  market system ,  a s  being 

on ly one  of a  series  of methods  of production .  M arx 

pred icted  tha t there  wou ld  be  an  inevi table  breakdown  

of capita l ism ,  for econom ic reasons,  and  tha t 

commun ism  wou ld  be  the  na tu ra l  end  resu l t.  He  issued  

the  ra l lying cry,  Workers  of the  world  un ite.  You  have  

noth ing to  lose  bu t your cha ins!

Marx pred icted  tha t,  even tua l ly,  

societys abil ity to  produce would  

grow faster than  i ts  ab i l i ty to  

consume,  causing growing 

unemployment.  Thus  the  free  

market cou ld  not be  depended  

upon  to  serve  the  best in terests  of 

workers  and  there  wou ld  be  a  need  for the  government 

to  take  over the  means  of production ,  in  a  system  

known  as  commun ism .

Although  h is  ideas  a re  sti l l  in fluen tia l  i t cou ld  be  a rgued  

tha t in  the  twenty-fi rst cen tu ry,  the  movement towards  

free  markets  and  away from  p lann ing in  many of the  

former commun ist countries  suggests  tha t the  days  of 

Marxism  a re  numbered .  Clea rly the  desirabi l i ty of such  a  

s i tua tion  is  very much  a  subjective  question .
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been done is  known as  real national income.  The  term real ,  in 

economics,  simply means having allowed for the  effects  of inflation.

If there  is  an increase  in the  level of real national income between 

one  year and another,  then we could say that the  economy has  

grown.  However,  if the  population has  grown by the  same 

percentage,  then income per head of the  population will not have  

grown.  Thus,  in order to  be  accurate,  we  measure  increases  in real 

national income per capita (per head) .  This  measure  of the  increase  

in economic activity is  known as  economic growth.

Because  it is  purely a  money measurement and an average,  economic 

growth does  not tell us  very much about the  actual welfare  of the  

people  in a  country.  A countrys  economy may grow because  the  

military armaments  sector grows,  but this  does  not mean that the  

average  person is  better off.  We will look at national income in much 

greater detail in Chapter 1 3 .

We learned earlier that an increase  in potential output does  not 

necessarly mean that there  is  an increase  in actual output.  Economic 

growth is  an increase  in actual output,  a  movement from a point 

inside  the  production possibilities  curve  to  a  point that is  nearer to  

the  curve.

The measurement of economic growth is  simply a  measurement of 

the  change  in a  country' s  national output,  or Gross  Domestic Product 

(GDP) .  This  may also  be  referred to  as  Gross  National Income (GNI) .  

Economic development
Unlike  economic growth,  economic development is  a  measure  of 

welfare,  a  measure  of well-being.  It is  usual to  measure  economic 

development not just in monetary terms such as  GDP but also  in 

terms of other indicators,  such as  education indicators,  health 

indicators,  and social indicators.

For example,  the  Human Development Index (HDI) ,  one  of the  most 

commonly used development measures,  weighs  up  real national 

income per head,  the  adult literacy rate,  the  average  years  of 

schooling,  and life  expectancy in ranking the  countries  of the  world 

in terms of development .

The HDI is  calculated for a country and then gives  the  country an HDI 

value between zero  and one.  The nearer the  value is  to  one,  the  more 

developed the  country is  said to  be.  A country with a value above 0.9  

is  said to  have very high human development ,  countries  with values  

between 0.8  and 0.9  are  said to  have high human development ,  

countries  with values  from 0.5  to  0.8  are  said to  have medium 

human development,  and countries  with values below 0.5  are  said to  

have  low human development.  An example  of HDI values  for a 

selection of different countries  in 2007  is  shown in Table  1 .2 .
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We can see  that in 2007  Norway was the  most developed  country 

according to  the  Human Development Index.  The  line  between very 

high human development  and high human development  separates  

Malta from Bahrain,  the  line  between high human development  

and medium human development  separates  Lebanon and Armenia 

and the  line  between medium human development  and  low 

human development  separates  Nigeria and Togo.  However,  it should 

be  noted that the  lines  are  arbitrary and do  not mean that there  is  

necessarily a  noticeable  difference  between the  countries  on either 

side.  Niger had the  lowest HDI value  in 2007.  When examining 

countries  it might be  just as  significant to  examine the  changes  in 

the  HDI over time.

The meaning and measurement of economic development are  both 

very important issues  for students  of economics.   The  measurement 

of economic growth,  which is  simply the  change  in national income 

(or change  in GDP) ,  is  not in any way a sufficient measurement of 

economic development since  economic development is  a  much 

broader concept.  Even within wealthier,  high income countries,  we  

must not assume that all citizens  enjoy the  same benefits  from the  

high levels  of income.  Some citizens  may experience  lower levels  of 

economic development.   High levels  of economic growth do  not 

ensure  that increased equity is  achieved within a country.  We come 

back to  the  important themes of economic development and 

economic equity throughout the  course.

Student workpoint 1.2
An  investigation

1   Go  to  the  websi te  h ttp://

hd r.undp.org and  find  the  

HD I  va lue  for you r own  

coun try.

2   Look a t the  coun tries  th a t 

a re  cla ssed  a s  h aving low 

human  development and  

iden ti fy wh ich  con tinen ts  

they come from .

3  I den ti fy any pa ttern  in  2 .

Student workpoint 1.3
Be an  inquirer   conduct 

research

Using in formation  from  the  

H uman  Development Report,  

o r any other sou rces,  try to  find  

in formation/da ta  concern ing 

d i fferen t levels  of econom ic 

developmen t with in  a  coun try 

of you r choice.  

Th is  cou ld  in vo lve  sta tistica l  

d a ta  measu ring any of the  

fa ctors  wh ich  con tribu te  to  

econom ic developmen t such  a s  

in come levels,  educa tion  

a ch ievement levels,  l i fe  

expectancy,  in fan t morta l i ty,  

a ccess  to  hea l th  ca re,  freedom  

of speech ,  gender equa l i ty,  and  

any measu res  of a ccess  to  

enhanced  opportun i ties.  

HDI rank Country HDI value Category

1 Norway 0.971 Very h igh  human  development

23 Singapore 0.944 Very h igh  human  development

38 Malta 0.902 Very h igh  human  development

39 Bahrain 0.895 High  human  development

66 Malaysia 0.829 High  human  development

83 Lebanon 0.803 High  human  development

84 Armenia 0.798 Medium human  development

1 29 South  Africa 0.683 Medium human  development

1 58 Nigeria 0.511 Medium human  development

1 59 Togo 0.499 Low human  development

1 71 Ethiopia 0.41 4 Low human  development

1 82 Niger 0.340 Low human  development

Source:  United  Nations Human  Development Report 2009,  http://hdr.undp.org  

Table 1 .2  HDI  Information  - 2007
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Sustainable development
The World Commission on Environment and Development was 

formed by the  United Nations in 1 983 ,  and in 1 987  the  report,   

Our Common Future,  was  published.  The  Commission was of the  

opinion that economic growth cannot be  sustained into  the  future  if 

environmental degradation is  taking place  and non-renewable  

resources  are  being used up  at too  fast a  rate.  The  term sustainable  

development  was  introduced and defined as  development that 

meets  the  needs of the  present without compromising the  ability of 

future  generations to  meet their own needs .  In economics  we  learn 

about the  advantages  of economic growth,  and may even tend to  

assume that all countries  seek to  achieve  high rates  of economic 

growth.  However,  it becomes increasingly vital to  appreciate  the  

possible  negative  consequences  of economic growth in terms of the  

effects  on the  environment and the  ability of future  generations to  

meet their needs.  When we examine how resources  should be  

allocated we must consider how such resource  allocations  affect 

future  generations.  Thus,  another central theme for students  of 

economics  is  how resources  may be  allocated,  also  giving attention 

to  the  desirability of sustainability.

Dr Gro Harlem  Brundtland  (1 939present)

G ro  Brundtland  was  born  in  Oslo,  Norway in  1 939 .  At 

the  age  of 7,  she  fo l lowed  in  the  shoes  of her pol i tica l  

activist fa ther by becom ing en rol led  as  a  member of the  

Norwegian  Labour Movement and  she  has  been  a  

member ever s ince.  When  she  was  1 0  years  o ld ,  her 

fam i ly moved  to  New York where  her fa ther had  been  

gran ted  a  Rockefel ler Schola rsh ip .  I t was  there  tha t she  

lea rned  Engl ish .  H er comm itment to  socia l  i ssues  and  

the  fact tha t she  was  a lways  encouraged  to  be  

independent and  ou tspoken  meant tha t she  had  a  

matu re  sense  of globa l  awareness  a t a  young age.

Brundtland  received  a  med ica l  degree  in  Oslo  in  1 963 ,  

when  she  was  24.  After receiving a  Masters  degree  a t 

H arvard ,  she  retu rned  to  Oslo  to  work in  publ ic hea l th .  

Th is,  a long with  her active  ro le  in  promoting women s  

righ ts,  led  her in to  pol i tics  and  she  became environment 

m in ister in  1 975 .  An  o i l  sp i l l  caused  by an  explosion  on  

an  o i l -d ri l l ing p la tform  in  the  North  Sea  was  her fi rst b ig 

test a s  environment m in ister and  she  became a  strong 

advocate  of measures  to  prevent fu tu re  environmenta l  

d isasters.

She  was  e lected  as  the  fi rst woman  Prime M in ister of 

Norway in  1 981 .  In  1 983 ,  she  was  asked  by the  

Secreta ry Genera l  of the  Un i ted  N a tions  to  cha ir the  

World  Comm ission  on  Environment and  Development,  

whose  mandate  was  to  eva lua te  the  p lanets  cri tica l  

environmenta l  and  

developmenta l  problems and  to  

provide  possib le  so lu tions.  To  

sta ff th is  comm ission ,  Brundtland  

selected  21  representa tives  from  

a round  the  world ,  ensuring tha t 

ha lf of the  representa tives  came from  

developing na tions.

The  Brundtland  Comm ission  released  i ts  report,  Our 

Common  Future ,  in  Apri l  1 987.  I t was  in  th is  widely-

d istribu ted  book tha t the  concept of susta inable  

development  was  iden ti fied  and  promoted .  The  

recommendations  of the  comm ission  led  to  the  Ea rth  

Summ it in  Rio  de  J aneiro  in  1 992 ,  a ttended  by a lmost 

200  world  leaders.

In  1 986 ,  Brundtland  was  e lected  as  Prime M in ister of 

Norway once  aga in ,  and  served  un ti l  1 989 .  She  was  

re-elected  in  1 990  for the  next s ix-year term .  In  1 998 ,  

she  was  appoin ted  as  D irector Genera l  of the  World  

Hea lth  Organ iza tion .

Dr Brundtland  was  tra ined  as  a  scien tist and  physician .  

She  has  worked  as  a  pol i tician  and  a  d ip lomat.  As  an  

advocate  for the  environment,  susta inabi l i ty,  women s  

righ ts,  poverty a l levia tion ,  and  publ ic hea lth ,  she  is  a  ro le  

model  for students  in  a l l  d iscip l ines.

Student workpoint 1.4
Be caring about the  worlds 

future

1  Expla in  why the  deba te  

abou t globa l  wa rm ing 

suggests  th a t cu rren t 

econom ic growth  i s  not 

su sta inab le .

2  Can  you  th ink of a ny other 

th rea ts  to  su sta in ab le  

development?
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Student workpoint 1.5
An  investigation

I n  th is  chapter you  h ave  read  abou t d i fferen t ways  of a l loca ting 

resou rces  and  h ave  been  in troduced  to  the  concepts  of econom ic 

growth  and  econom ic development.  Al l  o f these  fa ctors  resu l t in  the  

grouping of the  world s  econom ies  in to  d i fferen t ca tegories.

In  the  pa st,  we  s imply u sed  the  term s  Fi rst World ,  Second  World ,  and  

Th i rd  World ,  bu t today there  a re  m any d i fferen t n ames  and  ca tegories.

1   The  UNDP  groups  coun tries  accord ing to  levels  of developmen t a s  

shown  by the  HD I .  Li st the  groups,  n ame  five  coun tries  in  each  

ca tegory and  note  the  HD I  for each .

2   The  World  Bank  groups  coun tries  a ccord ing to  levels  of n a tiona l  

in come.  List the  groups,  n ame  five  coun tries  in  each  ca tegory and  

note  the  n a tiona l  in come  for each .

3   Find  ou t how m any coun tries  a re  in  the  Organisation  for 

Economic Cooperation  and  Development  (OECD)  and  n ame 

five  of these.

4   Another group  of econom ies  i s  a  group  of coun tries  known  a s  

emerging markets .  N ame five  coun tries  in  th is  ca tegory and  

exp la in  wha t i s  mean t by the  term  emerging m a rkets.

M ake  su re  th a t you  can  loca te  each  of the  coun tries  you  l i st in  th is  

exercise  on  a  world  m ap!  Better yet,  get a  b lank world  m ap  and  l abel  

each  one.

Sources:

 www.undp.org

 www.oecd.org

 www.worldbank.org

 www.economist.com

You be the journalist
An international economics magazine has decided to  include a new 

feature called The Student Corner.  Each month it will include an 

article  that presents economic analysis  of a current issue to  students,  

and they have hired you to  be  the journalist!

Each time you see  the  icon shown here,  write  an article  using the  

information given.  Each article  should be  between 250  and 350  words 

and should include definitions of key terms and at least one diagram.  

Wherever possible  consider all possible  consequences  of the  issue,  and 

any effect on possible  stakeholders.  Try to  be  creativeeven 

inventive!  You can make up  interviews.  You dont have to  do it 

entirely on your own,  however,  as  the  headline and perhaps a few 

tips  will be  given.
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Headl ine:  Hurri cane  O l esya  devastates  l o ca l  economy

Economics  concept:  Product i on  possi bi l i t i es  curve    fa ctors  o f 

producti on

Diagram:  PPC curve

You be the journ
alist

Here is an  example

Hurricane Olesya devastates local economy
IN NOVEMBER last year,  

powerful hurricane Olesya swept 

through the province of Kahlua,  

devastating factories and farms.  

The concept of the production 

possibilities curve can be applied 

to this situation.

A production possibilities curve 

(PPC)  is  a curve that shows the 

maximum combinations of goods 

and services that can be produced 

by an economy in a given period,  

if all the resources are being used 

fully and efficiently and  

the state of technology is  fixed.  

The diagram shows the PPC  for 

the province of Kahlua before and 

after the hurricane.  Before the 

hurricane,  Kahlua had the 

possibility of producing anywhere 

on PPC1 .  In reality,  it is  unlikely 

to have actually been producing 

on the curve,  because there are 

always some resources that are 

not in use.

The hurricane destroyed some 

of the provinces factors of 

production,  thereby reducing the 

potential output of Kahlua and 

shifting the curve inwards to 

PPC2 .  In this case,  the factor of 

production called land is no 

longer able to produce as much 

agricultural output as it could 

before because of the damage 

done to the fields.  Sadly,  this 

means that there will be none of 

those famous Kahlua oranges this 

summer.  Damage to factories 

means that Kahlua has lost some 

of its factor of production known 

as capital.  This means that Kahlua 

can currently produce fewer 

manufactured goods.  

Although many people were 

displaced,  fortunately there was 

no loss of lives and the labour 

force is  keen to get things going.  

According to local entrepreneurs 

business will be back to normal by 

this time next year!  

(260 words)
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Demand and supply

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 define  m a rket

 define  demand

 expla in  the  Law of Demand  verba l ly and  using d iagrammatic ana lysis

 exp la in  the  determ inan ts  of demand

 d istingu ish  between  a  sh i ft of a  demand  cu rve  and  a  movement 

a long a  demand  cu rve

 define  supply

 exp la in  the  Law of Supp ly verba l ly a nd  u sing d iagrammatic ana lysis

 exp la in  the  determ inan ts  of supp ly

 d istingu ish  between  a  sh ift of a  supply curve  and  a  movement a long a  

supply curve

HL exp la in  and  p lot a  l inea r demand  function

HL use a  l inear demand  function  and  graph  to  ana lyse changes in  demand

HL expla in  and  p lot a  l inear supply function

HL use  a  l inear supply function  and  graph  to  ana lyze  changes  in  supply.

Markets

In economic theory a market is  where  buyers  and sellers  come 

together to  carry out an economic transaction.  Markets  may be  

physical places  where  goods  or services  are  exchanged for money,  but 

there  are  other ways that economic transactions  may be  made,  such 

as  on- line  markets,  where  products  are  sold with the  use  of credit 

cards  or money transfers.  We can distinguish between product 

markets,  where  goods  and services  are  bought and sold,  and factor 

markets,  such as  the  labour market,  where  the  factors  of production 

are  bought and sold.  There  are  also  financial markets,  such as  the  

foreign exchange market,  where  international currencies  are  traded,  

and stock markets,  where  shares  in companies  are  bought and sold.  

At the  core  of market theory are  the  concepts  of demand and supply.

Demand

Demand is  the  quantity of a  good or  service  that consumers  are  

willing and able  to  purchase  at  a  given price  in  a  given time  period.  

For example,  a  group  of people  may buy 1 50  soft drinks,  at a  price  

of $1 .20  each,  in an afternoon.  We would say that their demand for 

soft drinks  at a  price  of $1 .20  would be  1 50  units  an afternoon.

The important phrase  here  is  willingness  and ability .  It is  not 

enough for consumers  to  be  willing to  purchase  a  good or service,  

they must also  be  able  to  purchase  it,  i. e .  they must have  the  

financial means  to  buy the  product,  the  ability to  buy.  This  is  known 

as  effective  demand and it  is  this  that is  shown on a  demand curve.

Teach a parrot the terms  

supply and demand and youve 

got an economist.

Thomas Carlyle
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The Law of Demand
This  s imply states  that as  the  price  of a  product falls ,  the  quantity 

demanded of the  product will  usually  increase ,  ceteris  paribus .  It  

is  sometimes  expressed even more  s imply as   the  demand curve  

normally s lopes  downwards .  Ceteris paribus  is  an  assumption that 

means   all  other  things  being equal .  This  assumes  that when 

there  are  a  number of different factors  that determine  something,  

only one  is  changing and all  o f  the  others  are  held constant.  Thus,  

in  this  case ,  price  is  changing but any other determinants  of 

demand are  assumed to  be  unchanging.

The  Law of Demand may be  illustrated using  e ither  a  demand 

schedule  or  a  demand curve.  The  example  in  Table  2 . 1  illustrates  

the  effective  demand for  soft  drinks  at  a  sports  event.

Price of soft drinks ($) Quantity demanded of soft drinks (cans)

2.00 1 00

1 .20 1 50

0.80 225

0.40 400

Table 2.1  A demand schedule for soft drinks

The quantity of soft drinks demanded increases  as  the  price  falls.  The  

table  showing these  changes  is  known as  a  demand schedule.  The  

same information can be  shown in graphical form,  using a  demand 

curve.  This  is  a  curve  that shows the  relationship  between the  price  

of a  product,  which is  placed on the  vertical axis,  and the  quantity 

demanded of the  same product over time,  which is  placed on the  

horizontal axis.  This  is  shown in Figure  2 .1 .

As  we  can see  from the  diagram,  demand curves  are  normally convex 

to  the  origin.  However,  for ease  of analysis,  economists  usually draw 

them as  straight lines,  although they still call them curves!  We will do  

the  same.

As we saw in the  example,  in the  Law of Demand,  a  change  in the  

price  of the  product itself will lead to  a  change  in the  quantity 

demanded of the  product,  i.e.  a  movement along the  existing demand 

curve.  The  phrase  change  in the  quantity demanded  is  important,  

since  it differentiates  a  change  in price  from the  effect of a  change  in 

any of the  other determinants  of demand.  In Figure  2 .1 ,  a  change  in 

the  price  of soft drinks from $1 .20  to  $0.80  leads  to  an increase in  the 

quantity demanded  of soft drinks from 1 50  cans to  225  cans.

The increase  in demand is  for two reasons:

1   Income effect:  When the  price  of a  product falls,  then people  will 

have  an increase  in their real income,  which reflects  the  amount 

that their incomes will buy.  With this  increase  in real income,  the  

people  will be  likely to  buy more  of the  product.

2   Substitution effect:  When the  price  of a  product falls,  then the  

product will be  relatively more  attractive  to  people  than other 

Figure 2.1  A demand  curve for soft drinks
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products,  whose  prices  have  stayed unchanged,  and so  it is  likely 

that consumers  will purchase  more  of the  product,  substituting it 

for products  that were  previously purchased.

The non-price determinants of demand
There  are  a  number of factors  that determine demand and lead to  

an actual shift of the  demand curve  to  either the  right or the  left.  

Whenever we look at a  change  in one  of the  determinants,  we  

always  make the  ceteris paribus  assumption.  If we  do  not,  then the  

analysis  becomes too  complicated and it is  almost impossible  to  

identify the  effect of a  change  in any one  of the  determinants.  

The  determinants  of demand are  outlined below.

1  Income
There  are  two types  of products  to  consider when we are  

attempting to  understand how a change  in income affects  the  

demand for a  product.  These  are  normal and inferior goods.

Normal  goods

For most goods,  as  income rises,  the demand for the product will 

also  rise.  Such goods are  known as  normal goods.  As income rises,  

the demand curve for a normal good will shift to  the right.  The size  

of the shift in demand will depend upon the good itself.  An increase  

in income may cause a small shift to  the right in the demand curve  

for salt,  but a larger increase in the demand for cinema tickets.

The  demand curve  for air travel is  shown in Figure  2 .2 .  In this  

case,  an increase  in income shifts  the  demand curve  for air travel 

to  the  right,  so  more  air travel is  demanded at every price.

Inferior goods

If a product is  considered to  be inferior,  then demand for the product 

will fall as income rises and the consumer starts to buy higher priced 

substitutes in place of the inferior good.  Examples of inferior goods  

may be cheap wine or own brand  supermarket detergents.  As  

income rises,  the demand curve for the inferior good will shift to the  

left.  When income gets to a certain level,  the consumer will be  

buying only the higher priced goods and the demand for the inferior 

good will become zero.  Thus the demand curve will disappear.

2 The price of other products
There  are  three  possible  relationships  between products.  They 

may be  substitutes  for each other,  complements  to  each other,  

or unrelated.

Substitutes

If products  are  substitutes  for each other,  then a change  in the  

price  of one  of the  products  will lead to  a  change  in the  demand 

for the  other product.  For example,  if there  is  a  fall in the  price  

of chicken in an economy,  then there  will be  an increase  in the  

quantity demanded of chicken and a fall in the  demand for beef,  

which is  a  substitute.

Figure 2.2  The demand  for a ir travel
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This  would lead to  a  movement along the  demand curve  for 

chicken and a shift to  the  left of the  demand curve  for beef.  This  is  

shown in Figure  2 .3 .

A fall in the  price  of chicken from p  to  p1  leads  to  an increase  in 

the  quantity demanded of chicken from q to  q1 .  This  change  in the  

price  of a  substitute  means that some consumers  will switch from 

buying beef to  buying chicken and there  will be  a  fall in the  

demand for beef,  at all prices,  and the  demand curve  will shift to  

the  left from D  to  D1 .  Even though the  price  of beef has  not 

changed,  there  is  a  fall in demand from q to  q1 .

In the  same way,  an increase  in the  price  of a  substitute  product 

will lead to  a  fall in the  quantity demanded of that product and an 

increase  in demand ( shift of the  demand curve to  the  right)  for the  

substitutes  whose  prices  have  not changed.

Complements

Complements  are  products  that are  often purchased together,  such 

as  printers  and ink cartridges.  If products  are  complements  to  each 

other,  then a change in the  price  of one  of the  products  will lead to  

a change in the  demand for the  other product.  For example,  if 

there  is  a  fall in the  price  of DVD  players  in an economy,  then 

there  will be  an increase  in the  quantity demanded of DVD  players  

and an increase  in the  demand for DVDs,  which are  a complement.

This  would lead to  a  movement along the  demand curve  for DVD  

players  and a shift to  the  right of the  demand curve  for DVDs.  This  

is  shown in Figure  2 .4.

As  we can see,  a  fall in the  price  of DVD  players  from p  to  p1  leads  

to  an increase  in the  quantity demanded of players  from q to  q1 .  

This  change  in the  price  of a  complement means that some 

consumers  will now buy more  DVDs to  go  with the  additional 

DVD  players  that they are  buying and there  will be  an increase  in 

the  demand for DVDs,  at all prices,  and the  demand curve  will 

shift to  the  right from D  to  D1 .  Even though the  price  of DVDs has  

not changed,  there  is  an increase  in demand from q to  q1 .

In a  similar fashion,  an increase  in the  price  of a  complementary 

product will lead to  a  fall in the  quantity demanded of that 

product and a  fall in demand ( shift of the  demand curve  to  the  

left)  for the  complements  whose  prices  have  not changed.

Unrelated goods

If products  are  unrelated,  then a change in the  price  of one product 

will have no  effect upon the demand for the  other product.  For 

example,  an increase  in the  price  of toilet paper will have no  

effect upon the demand for pencils.  We say that the  two products  

are  unrelated.

3 Tastes/Preferences

To  the  economist,  tastes  are  usually considered to  be  outside  the  

scope  of study.  It  is  enough to  know that marketing may alter 

tastes  and that firms  attempt to  influence  tastes  so  that they can 

Figure 2.4 The demand for DVD players  

and  DVDs
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shift the  demand curve  for their product to  the  right.  A 

change  in tastes  in favour of a  product will  lead to  more  

being demanded at every price.

The  demand curve  for skateboards  is  shown in Figure  2 .5 .  

If there  is  an advertising campaign to  encourage  the  

purchase  of skateboards,  or if the  world skateboarding 

championships  are  televised and this  leads to  more  people  

wishing to  skateboard,  then there  will be  a  shift of the  

demand curve  for skateboards  to  the  right.  This  means that 

more  skateboards  will be  demanded at every price.

Other factors

There  are  a  number of other,  larger factors  that affect the  demand for 

a  product,  apart from the  microeconomic ones  named already.  These  

would include  the  following.

 The size of the population:  If the  population begins  to  grow,  then it is  

logical to  assume that the  demand for most products  will increase  

and that their demand curves  will start to  shift to  

the  right.

 Changes in  the age structure of the population:  If the  

age  structure  of the  economy starts  to  alter,  then 

this  will affect the  demand for certain products.  

For example,  if the  percentage  of older people  in 

an economy starts  to  increase,  then there  may be  

an increase  in the  demand for walking frames 

and the  demand curve  for them would shift to  

the  right.  At the  same time,  there  may be  a  fall in 

demand for skateboards and the  demand curve  

would shift to  the  left.  Changes in age  structure  

and size  of population are  known as  

demographic factors .

 Changes in  income distribution:  If there  is  a  change  

in the  distribution of income,  such that the  

relatively poor are  better off and the  rich slightly 

Figure 2.5  The demand  for skateboards
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DID YOU  KNOW?

There  was  a  huge  increase  in  demand  for hamsters  in  

Ch ina  during the  Ch inese  Year of the  Ra t.  

A journa l ist for The  Telegraph  wrote:

Pet shop owners have reported  huge demand  for the  

l i ttle  critters  since the  new year began  on  Feb  7.  Stocks  

a re  runn ing low and  prices a re  cl imbing as  ch i ldren  pester 

their parents for their very own  fu rry piece of good  luck.

The  an ima l  is  considered  to  be  a  more  acceptable  pet 

than  other rodents,  such  as  ra ts  and  m ice,  accord ing to  

Xinhua  News Agency.  Ra ts  and  m ice  have  a  bad  image,  

bu t hamsters  a re  gen tle.  You  can  hold  them  in  your 

hand  and  p lay with  them .

A fa ther to ld  Ch inese  med ia :   I 've  a lways  wanted  to  

buy my son  a  sma l l  an ima l  and  a  h amster i s  an  idea l  

choice.  By 

bringing up  a  

pet,  my son  

wi l l  lea rn  about 

compassion  

and  ca ring for 

an ima ls.

Bu t experts  

have  warned  

tha t rodents  

have  sharp  teeth  and  can  del iver a  nasty b i te.  Some 

cou ld  even  be  ca rrying the  rabies  vi rus,  and  the  sma l l  

an ima ls  do  take  a  lot of looking a fter.  

Source: By Bonnie Malkin ,  Telegraph.co.uk 
Publ ished:  2 :1 3PM GMT 1 2  Feb 2008
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worse  off,  then there  may be  an increase  in the  demand for basic 

necessity goods,  such as  meat,  and a subsequent shift of the  

demand curve  for meat to  the  right.

 Government policy changes:  Changes in direct taxes,  i.e.  taxes on 

incomes,  may affect the money that people  have to  spend,  and thus  

their demand.  Also,  government policies such as compulsory seat 

belts,  compulsory wearing of bicycle  helmets,  or a ban on smoking 

in public places,  would all affect demand in the relevant markets.

 Seasonal changes: Changes in seasons may lead to changes in the  

pattern of demand in the economy.  For example,  there will be more  

demand for warm coats in the winter and less demand for swimsuits.

The distinction between a  movement along a 
demand curve and a  shift of the demand curve
Sometimes  there  are  movements  along the  existing demand curve  

and sometimes the  demand curve  actually shifts  to  the  left or the  

right.  D istinguishing one  from the  other is  very simple.

A change  in the  price  of the  good itself leads  to  a  movement along 

the  existing demand curve,  since  the  price  of the  good is  on one  of 

the  axes.  This  is  shown in Figure  2 .6,  where  a  fall in the  price  of 

soccer boots  from p  to  p1  leads  to  an increase  in the  quantity 

demanded from q to  q1 .

A change  in any of the  other determinants  of demand will always  

lead to  a  shift of the  demand curve  to  either the  left or the  right.  For 

example,  as  shown in Figure  2 .7 ,  a  government policy requiring 

cyclists  to  wear safety helmets  would lead to  a  shift to  the  right of the  

demand curve  for safety helmets  from D  to  D 1 .  Thus more  would be  

demanded at each price,  and at the  existing price  of p  demand would 

increase  from q to  q1 .

Figure 2.6 The demand for soccer boots
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Figure 2.7  The demand  for safety helmets
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Theory of Knowledge

I n  the  physica l  sciences  scien tists  m ake  l aws.  Lets  look 

a t an  example.  Im agine  tha t you r econom ics  teacher i s  

stand ing a t the  fron t of the  cla ss  exp la in ing the  price  

mechan ism  when  a l l  o f a  sudden  she  floa ts  off in to  the  

a i r,  seem ingly defying the  l aw of gravi ty.  Cou ld  th is  

h appen? No,  because  the  l aw of gravi ty i s  1 00%  va l id .  

I f exceptions  were  to  emerge  then  the  l aw wou ld  not 

be  va l id  a nd  wou ld  h ave  to  be  scrapped .

In  econom ics  we  a lso  h ave  laws,  such  as  the  law of 

demand,  bu t there  m ay be  exceptions.  For example,  an  

econom ist named  Thorsten  Veblen  iden ti fied  a  d i fferen t 

s i tua tion  where  the  quan ti ty demanded  rose  as  price  

rose.  These  h ave  come to  be  known  a s  Veblen  goods.  

I n  h is  book,  The  Theory of the  Leisure  Class ,  h e  

reported  tha t some products  become more  popu la r a s  

their prices  rise.  Pa rt of the  reason  for th is  he  a ttribu ted  

to  conspicuous consumption ;  the  fact tha t people  

ga in  sa tisfaction  from  being seen  to  consume expensive  

products  by other people.  H e  sa id ,  fa i lu re  to  consume 

in  due  quan ti ty and  qua l i ty becomes  a  m ark of 

in feriori ty and  demeri t.  As  the  price  of a  Veblen  good  

rises,  such  as  a  Lou is  Vu i tton  handbag,  people  with  h igh  

incomes  begin  to  buy more  of the  product because  i t 

h as  a  snob  va lue;  i t i s  a  good  of osten ta tion.  

P
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$
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Figure 2.8  The demand for a  Veblen  good
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Important note

Whenever you  d raw a  d iagram ,  i t i s  

important to  use  a  ru ler to  d raw the  

a xes and  l ines,  and  to  be  su re  to  

label  a l l  l ines  a s  fu l ly and  accura tely 

a s  possib le.  Thus,  for each  of the  

questions  in  workpoin t 2 .1 ,  the  

a xes shou ld  a lways ind ica te  wh ich  

market you  a re  i l lustra ting.

Student workpoint 2.1

Be a  thinkermake some reasoned  decisions

Using fu l ly l abel led  d iagrams,  i l lu stra te  wha t m ay be  the  ou tcome in  

each  of the  questions  given  below.

1   What wou ld  happen  to  the  demand  for bicycles  if there  were a  la rge  

increase in  the  ta x on  motor scooters?

2   What wou ld  h appen  to  the  demand  for foreign  ho l idays  i f there  were  

an  in crease  in  in comes?

3   What wou ld  h appen  to  the  demand  for DVDs  i f there  were  a  

s ign i fican t fa l l  in  the  price  of DVD  p layers?

4   What would  happen  to  the demand  for cars i f there  were a  sign ificant 

increase in  the level  of income tax?

5   What wou ld  h appen  to  the  demand  for i ce  creams i f the  price  of i ce  

creams  wen t up?

6  What wou ld  h appen  to  the  demand  for a  certa in  brand  of bottled  

wa ter i f there  was  an  a rticle  abou t the  l a ck of pu ri ty of the  sou rce  of 

the  wa ter in  a  n a tiona l  n ewspaper?

7   What wou ld  h appen  to  the  demand  for ca rrots  i f there  was  an  

in crease  in  the  s ize  of the  popu la tion ? 

Thorstein  Veblen  (1 8571 929)

Thorstein  Veblen  was  born  in  the  U SA,  the  son  of 

Norwegian  immigrants.  He studied  at Carlton  College,  Ya le,  

Cornel l ,  and  John  Hopkins  un iversities.  H e  was  a  true  

socia l   scien tist,  a rgu ing tha t human  na tu re  was  too  

simpl istic an  explana tion  as  a  basis  for econom ic actions  

and  tha t econom ics  must be  shaped  by cu ltu re.

H is  two  m ost famous  pub l i ca tion s  were  The  Theory o f 

th e  Le isure  Class  (1 899 )  a nd  The  Theory o f Busin ess  

En terp rise  (1 904) .  H i s  m a in  i n terest l a y  i n  su ch  

questions  a s :  Wha t i s  th e  n a tu re  o f econom ic  m an ?,  

Wh y d oes  a  commun i ty  h a ve  a  l e i su re  c l a ss?,  a n d  

Wh a t i s  th e  econom ic m ean in g 

o f l e i su re  i tse l f?  U n l i ke  Ka rl  

M a rx,  Veb len  d id  n ot be l ieve  

th a t th e  l ower cl a sses  wou ld  

even tu a l l y  wan t to  overth row the  

upper cl a ss ,  i n stead ,  h e  be l ieved  

th a t th e  l ower cl a sses  wou ld  work 

h a rd  i n  o rder to  m ove  up  the  cl a ss  s tru ctu re .  Veb len  

though t th a t th e  p resence  o f th e  u pper cl a ss  set a n   

example  a nd  gave  the  working  cl a ss  a n  a im .

As  we  can  see  in  Figu re  2 .8 ,  a t low prices,  a  typica l  

Veblen  good  wi l l  h ave  a  norma l  demand  cu rve,  wi th  the  

quan ti ty demanded  fa l l ing a s  the  price  rises.  However,  

a s  the  price  con tinues  to  rise  the  product eventua l ly 

a ch ieves  snob  va lue  sta tus  and  fu rther price  rises  sta rt 

to  lead  to  increases  in  the  quan ti ty demanded  by those  

who  want to  be  seen  to  consume the  good .  

Can  you  th ink of any goods  wh ich  m igh t be  considered  

to  be  Veblen  goods?
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Linear demand functions
We can show the  relationship  between the  demand for a  product and 

individual determinants  of demand by using an equation.  This  

equation is  known as  a  demand function.  We are  going to  

concentrate  on a demand function that shows the  relationship  

between market demand for a  product and the  price  of the  product.  

We could generate  equations to  show the  relationships  between 

market demand and all,  or individual,  determinants  of demand other 

than price  but that is  beyond the  scope  of the  IB  course.

A simple  demand function relating the  quantity demanded of a  

product to  the  price  of the  product is  usually shown in the  form:

QD    a    bP

where  QD  is  quantity demanded,  P is  price,  a  is  the  quantity that 

would be  demanded if the  price  was  zero  and b  sets  the  slope  of 

the  curve.

An example  of such a demand function may be  QD    5 00    1 0P.  

We can use  this  demand function to  produce  a  demand schedule  and 

then to  plot a  demand curve.  We can complete  a  demand schedule  

for the  above  example  by choosing a range  of prices  and then 

calculating the  quantity demanded at each price.  This  is  shown in 

Table  2 .2 .

Price ($) Calculation (QD   500   1 0P) Quantity demanded

0 QD   500   (1 0   0)    500   0 500

1 0 QD   500   (1 0   1 0)    500   1 00 400

20 QD   500   (1 0   20)    500   200 300

30 QD   500   (1 0   30)    500   300 200

40 QD   500   (1 0   40)    500   400 1 00

Table 2 .2  A demand schedule for the demand  function  QD    500   1 0P

In this  case  500  units  would be  bought at a  price  of zero  ( a) .  If the  

value  of a  was 600  then the  demand curve  would start at a  new 

place  on the  x-axis  and there  would be  a  parallel shift of the  demand 

curve  from the  original one.  The  demand schedule  for a    600,  i. e.  

QD    600    1 0P is  shown in Table  2 .3 .  

Price ($) Calculation (QD   600   1 0P) Quantity demanded

0 QD   600   (1 0   0)    600   0 600

1 0 QD   600   (1 0   1 0)    600   1 00 500

20 QD   600   (1 0   20)    600   200 400

30 QD   600   (1 0   30)    600   300 300

40 QD   600   (1 0   40)    600   400 200

Table 2 .3  A demand schedule for the demand  function  QD    600   1 0P
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In the  original example  demand falls  by 1 00  every time the  price  

changes  by $1 0.  If the  value  of b  was  20  then demand would fall by 

200  every time that price  changed by $1 0  and the  demand curve  

would be  steeper.  So  we  can see  that the  value  of b  affects  the  slope  

of the  demand curve.  This  is  shown in Table  2 .4.

Price ($) Calculation (QD   500   20P) Quantity demanded

0 QD   500   (20   0)    500   0 500

1 0 QD   500   (20   1 0)    500   200 300

20 QD   500   (20   20)    500   400 1 00

Table 2 .4 A demand schedule for the demand function  QD    500   20P

Once a demand schedule  has  been produced the  demand curve  may 

be  plotted.  The  demand curves  for the  demand schedules  in Tables  

2 .2 ,  2 .3  and 2 .4 are  shown in Figure  2 .9 .

As we can see  in Figure  2 .9  the  original demand function (QD     

5 00    1 0P)  is  easily plotted from the  demand schedule  in Table  2 .2 .  If 

the  a  value  is  changed,  such as  QD    600   1 0P,  then there  will be  a  

shift of the  demand curve.  In this  case  it shifts  to  the  right.  If the  b  

value  is  changed,  such as  QD    5 00   20P,  then there  will be  a  change  

in the  slope  of the  curve.  In this  case  it becomes steeper.  

The  values  of a  and b  will be  affected by changes  in the  non-price  

determinants  of demand.  For example,  if peoples  tastes  change  in 

favour of a  good then they will want to  have  more  of the  good at 

every price  and so  the  a  value  will increase.  In the  same way they 

may be  less  responsive  to  price  changes.  If this  is  the  case  then the  b  

value  would decrease  and the  curve  would get steeper.

Figure 2.9  Demand curves from different demand functions
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Figure 2.1 0 A supply curve for frozen  pizzas
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Supply
Supply is  the  willingness  and ability of producers  to  produce  a  

quantity of a  good or service  at a  given price  in a  given time period.  

For example,  firms may produce  4000  frozen pizzas  per week,  at a  

price  of $3  each.  We would say that their supply of frozen pizzas  at a  

price  of $3  would be  4,000  units  each week.

The important phrase here is  willingness and ability,  as  it was in 

demand.  It is  not enough for producers to  be  willing to  produce a good 

or service;  they must also be  able  to  produce it,  i.e.  they must have the  

financial means to  supply the product,  the ability to  supply.  This is  

known as  effective supply and it is  this  that is  shown on a supply curve.

The Law of Supply
The Law of Supply simply states  that as  the  price  of a  product rises,  

the  quantity supplied of the  product will usually increase,  ceteris 

paribus .  It is  sometimes expressed even more  simply as   the  supply 

curve  normally slopes  upwards .

The  Law of Supply may be  illustrated using either a  supply schedule  

or a  supply curve.  The  example  in Table  2 .5  illustrates  the  effective  

supply for frozen pizzas  in a  small town.

As shown,  the supply of frozen pizzas increases as  the price  increases.  

A table  showing such changes is  known as a supply schedule.  The  

same information can be  shown in graphical form,  using a supply 

curve.  The supply schedule and supply curve show the sum of all 

individual producers'  supply,  and is  known as the market supply.  This  

is  a curve that shows the relationship between the price  of a product,  

which is  placed on the vertical axis,  and the quantity supplied of the  

same product over time,  which is  placed on the horizontal axis.  This  is  

shown in Figure 2 .1 0.

Supply curves  are  normally curved and get steeper as  price  rises.  

However,  for ease  of analysis,  economists  usually draw them as  

straight lines,  and so  shall we  from now on.

Assessment advice: On  h igher 

level  paper 3  you  wi l l  be  given  

questions  s im i la r to  workpoin t 2 .2 ,  

where  you  wi l l  be  expected  to  show 

knowledge  and  understand ing 

of a  pa rticu la r theory th rough  

the  appl ica tion  of the  theory to  a  

pa rtcu la r set of d a ta .  These  questions  

wi l l  i n volve  a  combina tion  of graphs  

ca lcu la tions  and  exp lana tions.  There  

wi l l  be  more  in formation  on  th is  type  

of question  a s  you  bu i ld  up  you r 

bank of econom ics  knowledge!

Table 2 .5  A supply schedule for 

frozen  pizzas

Price of frozen 
pizzas ($)

Quantity supplied 
of frozen pizzas 

(per week)

3 .50 4,400

3.00 4,000

2.50 3,500

2.00 2,750

1 .50 1 ,750

Student workpoint 2.2

Be a  thinker   calculate, il lustrate, and  explain

The  demand  function  for a  product i s  QD   1 ,000    20P.

1  Make  a  tab le  to  show the  demand  schedu le  for the  product when  

prices  a re  $0 ,  $1 0 ,  $20,  $30,  a nd  $40.  

2  Draw a  d iagram  to  show the  demand  cu rve  tha t represen ts  the  

demand  schedu le  th a t you  h ave  made.

3  Make a  new table to  show the demand  schedule  for the demand  

function  QD   1 ,000   1 0P when  prices are $0,  $1 0,  $20,  $30,  

and  $40.

4  Add  the  demand  cu rve  tha t represen ts  the  new schedu le  to  the  

d iagram  th at you  d rew in  pa rt 2 .

5  Exp la in  two  factors  that m ight have caused  the change in  the  slope of 

the  origina l  demand  curve.
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As we  have  seen,  in the  Law of Supply a  change  in the  price  of the  

product itself will lead to  a  change  in the  quantity supplied of the  

product,  i. e.  a  movement along the  existing supply curve.  The  

phrase  change  in the  quantity supplied  is  important,  since  it 

differentiates  a  change  in price  from the  effect of a  change  in any of 

the  other determinants  of supply.  In Figure  2 .1 0,  a  change  in the  

price  of frozen pizzas  from $2 .50  to  $3 .00  leads  to  an increase  in the  

quantity supplied of frozen pizzas  from 3 , 500  pizzas  per week to  

4,000  pizzas  per week.

This  occurs  because  at higher prices  there  will be  more  potential 

profits  to  be  made and so  the  producer will increase  output.  Indeed,  

other producers  may also  be  attracted to  enter the  market supplying 

frozen pizzas.

The non-price determinants of supply
There  are  a  number of factors  that determine  supply and lead 

to  an actual shift  of the  supply curve  to  either the  right or  the  

left.  Whenever we  look at a  change  in  one  of the  determinants,  

we  always  make  the  ceteris paribus  assumption.  If we  do  not,  

then the  analysis  becomes  too  complicated and it  is  almost 

impossible  to  identify the  effect of a  change  in any one  of the  

determinants.  The  determinants  of supply are  now outlined.

1  The cost of factors of production
If there  is  an increase  in the  cost of a  factor of production,  such 

as  a wage increase  in a firm producing textiles  which is  labour-

intensive,  then this  will increase  the  firms  costs,  meaning that they 

can supply less,  shifting the  supply curve to  the  left.  This  is  shown 

in Figure  2 .1 1 .

A rise  in the  level of wages  in the  textile  firm means that the  firm 

must now supply fewer textiles  at all prices  and the  supply curve  

will shift to  the  left from S  to  S 1 .  A fall in the  cost of factors  of 

production will enable  firms to  increase  their supply,  shifting the  

supply curve  to  the  right.

2  The price of other products, which the producer could 
produce instead of the existing product
Often,  producers  have a choice  as  to  what they are  going to  

produce.  For example,  a  producer of roller skates  may also  be  able  

to  produce skateboards with a minimal change in production 

facilities.  In this  case,  if the  price  of skateboards rises,  because  there  

is  more  demand for them,  then it may well be  that the  producer 

will be  attracted by the  higher prices  and aim to  supply more  

skateboards  and fewer roller skates.

This  would lead to  a  movement along the  supply curve  of 

skateboards  and a shift to  the  left of the  supply curve  of roller 

skates.  This  is  shown in Figure  2 .1 2 .

As  you can see,  a  rise  in the  price  of skateboards from p  to  p1  leads  

to  an increase  in the  quantity of skateboards  supplied from q to  q1 .  

This  change  in the  price  of skateboards  means that some producers  

Figure 2.11  The supply of texti les
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Figure 2.1 2  The supply of skateboards 
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will now supply fewer roller skates,  since  they are  manufacturing 

skateboards;  there  will be  a  fall in the  supply of roller skates,  at all 

prices,  and the  supply curve  will shift to  the  left from S  to  S 1 .  Even 

though the  price  of roller skates  has  not changed,  there  is  a  fall in 

the  supply from q to  q1 .

3 The state of technology
Improvements  in the  state  of technology in a  firm or an industry 

should lead to  an increase  in supply and thus a  shift of the  supply 

curve  to  the  right.  In the  unlikely event of a  backward step  in the  

state  of technology,  the  supply curve  would shift to  the  left.  

Although this  is  unlikely,  natural disasters,  such as  hurricanes  or 

earthquakes,  may have  the  effect of moving technology backwards  

in an area or country.

4 Expectations 
Producers  make decisions  about what to  supply based on their 

expectations of future  prices.  However,  the  effect that expectations 

might have on production decisions  might vary.  Producers  who 

expect the  demand for their product to  rise  in the  future  may 

assume that the  higher demand will lead to  a higher price.  If it is  

possible  to  store  the  product they might then withhold the  product 

from the  market in order to  be  ready to  be  able  to  supply more  in 

the  future,  to  gain from the  higher price.  Alternatively,  supply 

might be  increased to  be  able  to  meet the  demand at higher prices.  

S imilarly,  if market research suggest that demand for a  product 

will fall in the  future  then producers  will be  likely to  reduce  their 

supply of the  product.  Producers  expectations  and confidence  in 

the  future  may exert a  strong effect on their production decisions.

5 Government intervention
In many cases,  governments intervene in markets  in ways that alter 

the supply.  The two most common ways are  indirect taxes and 

subsidies.

Indirect taxes  ( expenditure  taxes)  are  taxes  on goods  and services  

that are  added to  the  price  of a  product.  Because  these  taxes  force  

up  the  price  of the  product,  they have  the  effect of shifting the  

supply curve  upwards  by the  amount of the  indirect tax.  Less  of 

the  product will be  supplied at every price.

Subsidies  are  payments made by the government to  firms that will,  

in effect,  reduce their costs.  This  then has the effect of shifting the  

supply curve downwards by the amount of the subsidy.  More of the  

product will be  supplied at every price.  We will look at indirect 

taxes and subsidies  in much more detail in Chapter 5 .

The distinction between a  movement along a 
supply curve and a  shift of the supply curve
As you may have noticed above,  sometimes there are movements along 

the existing supply curve and sometimes the supply curve actually shifts  

to  the left or the right.  Distinguishing between the two is  very simple.
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A change in the price of the good itself leads to  a movement along the  

existing supply curve,  since the price of the good is  on one of the axes.  

This is  shown in Figure 2 .1 3 ,  where a fall in the price of soccer boots  

from p to  p1  leads to  a fall in the quantity supplied from q to  q1 .

A change  in any of the  other determinants  of supply will always  lead 

to  a  shift of the  supply curve  to  either the  left or the  right.  For 

example,  as  shown in Figure  2 .1 4,  an increase  in the  cost of the  rent 

of the  land occupied by a  large  car firm will have  the  effect of shifting 

the  supply curve  to  the  left from S  to  S 1 .  Thus  less  will be  supplied at 

each price  and at the  existing price  of p,  supply will fall from q to  q1 .
Figure 2.1 3  The supply of soccer boots
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Figure 2.1 4 The supply of cars
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Student workpoint 2.3

Be a  thinkermake some reasoned  decisions

Using fu l ly l abel led  d iagrams,  i l lu stra te  wha t m ay be  the  ou tcome in  

each  of the  questions  given  below (remember to  u se  a  ru ler a nd  

in clude  accu ra te  l abels) .

1  What wou ld  h appen  to  the  supply of b icycles  i f there  were  a  l a rge  

in crease  in  the  ta x on  b icycles?

2  What wou ld  h appen  to  the  supply of foreign  ho l idays  i f there  were  a  

fa l l  in  the  price  of fore ign  ho l idays?

3  What wou ld  h appen  to  the  supply of DVDs  i f there  were  a  s ign i fican t 

in crease  in  the  price  of the  componen ts  u sed  to  m ake  DVDs?

4  What wou ld  h appen  to  the  supply of ca rs  i f the  government were  to  

subsid ise  ca r production  in  order to  protect employmen t?

5  What wou ld  h appen  to  the  supply of wh i te  bread  i f a  fi rm  were  to  

d iscover th a t there  h as  been  a  l a rge  in crease  in  the  demand  for 

brown  bread ,  wh ich  they cou ld  a lso  produce?

6 What wou ld  h appen  to  the  supply of a  certa in  brand  of bottled  wa ter 

i f there  were  an  improvement in  the  technology u sed  to  produce  i t?

7  What wou ld  h appen  to  the  supply of ca rrots  i f the  fa rmer decided  to  

preserve  the  envi ronment by fa rm ing in  a  more  trad i tiona l  m anner,  

in stead  of m aking more  profi ts?

Linear supply functions
We can show the  relationship  between the  supply of a  product and 

individual determinants  of supply by using an equation.  This  

equation is  known as  a  supply function.  We are  going to  concentrate  

on a supply function that shows the  relationship  between market 

supply of a  product and the  price  of the  product.  We could generate  

equations to  show the  relationships  between market supply and all,  

or individual,  determinants  of supply other than price,  but that is  

beyond the  scope  of the  IB  course.

A simple  supply function relating the  quantity supplied of a  product 

to  the  price  of the  product is  usually shown in the  form:

QS    c    dP

Where QS  is  quantity supplied,  P is  price,  c  is  the  quantity that would 

be  supplied if the  price  was zero  and d  sets  the  slope of the  curve.
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An example  of such a supply function may be  QS    200    400P.  

We can use  this  supply function to  produce  a  supply schedule  and 

then to  plot a  supply curve.  We can complete  a  supply schedule  for 

the  above  example  by choosing a range  of prices  and then calculating 

the  quantity supplied at each price.  This  is  shown in Table  2 .6 .

Price ($) Calculation (QS   200   400P) Quantity supplied

0 QS    200   (400   0)    200   0 200

1 0 QS    200   (400   1 0)    200   4  000 4 200

20 QS    200   (400   20)    200   8  000 8 200

30 QS    200   (400   30)    200   1 2  000 1 2  200

40 QS    200   (400   40)    200   1 6  000 1 6 200

Table 2 .6  A supply schedule for the supply function  QS    200   400P

In this  case  200  units  ( c)  would be  supplied at a  price  of zero.  If the  

value  of c  was  800  then the  supply curve  would start at a  new place  

on the  x-axis  and there  would be  a  parallel shift of the  supply curve  

from the original one.  The supply schedule for c  800,  i.e.  QS    800    

400P,  is  shown in Table  2 .7 .  

Price ($) Calculation (QS   800   400P) Quantity supplied

0 QS   800   (400   0)    800   0 800

1 0 QS   800   (400   1 0)    800   4  000 4 800

20 QS   800   (400   20)    800   8  000 8  800

30 QS   800   (400   30)    800   1 2  000 1 2  800

40 QS   800   (400   40)    800   1 6  000 1 6 800

Table 2 .7  A supply schedule for the supply function  QS    800   400P

In the  original example  supply increases by 4,000  every time price  

changes by $1 0.  If the  value of d  was 500  then supply would 

increase  by 5 ,000  every time that price  changed by $1 0  and the  

supply curve would be  less  steep.  So  we can see  that the  value of d  

affects  the  slope of the  supply curve.  This  is  shown in Table  2 .8  below.

Price ($) Calculation (QS   200   500P) Quantity supplied

0 QS   200   (500   0)     200   0 200

1 0 QS   200   (500   1 0)    200   5  000 5  200

20 QS   200   (500   20)    200   1 0  000 1 0 200

30 QS   200   (500   30)    200   1 5  000 1 5  200

40 QS   200   (500   40)    200   20 000 20 200

Table 2 .8  A supply schedule for the supply function  QS   200   500P
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Once a supply schedule  has  been produced,  the  supply curve  may be  

plotted.  The  supply curves  for the  supply schedules  in Tables  2 .6 ,  2 .7  

and 2 .8  are  shown in Figure  2 .1 5 .

Figure 2.1 5  Supply curves from different supply functions
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As we can see  in Figure  2 .1 5  the  original supply function (QS    200    

400P)  is  easily plotted from the  supply schedule  in Table  2 .6.  If the  c  

value  is  changed,  such as  QS    800    400P,  then there  will be  a  shift 

of the  supply curve.  In this  case  it shifts  to  the  right.  If the  d  value  is  

changed,  such as  QS    2 00    5 00P,  then there  will be  a  change  in the  

slope  of the  curve.  In this  case  it becomes less  steep.  

The  values  of c  and d  will be  affected by changes  in the  non-price  

determinants  of supply.  For example,  if the  costs  of production were  

to  fall then firms would be  more  willing to  increase  supply when 

prices  rise  and so  the d  value  would increase.

Student workpoint 2.4

Be a  thinker   calculate, i l lustrate and  explain

The  supply function  for a  product i s  QS     40    200P.

1  Make  a  tab le  to  show the  supply schedu le  for the  product when  

prices  a re  $0 ,  $1 0 ,  $20,  $30,  $40  and  $50.  

2  Draw a  d iagram  to  show the  supply cu rve  tha t represen ts  the  supply 

schedu le  th a t you  h ave  m ade.

3  Make  a  new table  to  show the  supply schedu le  for the  supply 

function  QS    50    200P when  prices  a re  $0 ,  $1 0,  $20,  $30,  $40  

and  $50.

4  Add  the  supp ly cu rve  tha t represen ts  the  new schedu le  to  the  

d iagram  tha t you  d rew in  pa rt 2 .

5  Exp la in  two  factors  th a t m igh t h ave  caused  the  change  in  the  posi tion  

of the  origina l  supply cu rve.



2    Demand  and  supply

33

1
 M

icro
e
co

n
o
m
ics

Assessment Advice: 10 mark questions

On  you r fi rst exam ina tion  paper (Paper 1 )  you  wi l l  be  

a sked  to  choose  two  of fou r two-pa rt essay questions.  Pa rt 

(a )  wi l l  be  m a rked  ou t of 1 0  m arks  and  Pa rt (b)  wi l l  be  

m arked  ou t of 1 5  m a rks.  We  wi l l  be  giving you  practice  

questions  th roughou t th is  compan ion .  

You  shou ld  refer to  Chapter 34  for more  in formation  on  th is  

type  of a ssessment,  bu t a t th is  poin t we  wi l l  look a t the  

expecta tions  of the  1 0-mark questions  and  ou tl ine  a  few 

key poin ts.

Answers  tend  to  resemble  each  other structu ra l ly.  Each  

shou ld  sta rt wi th  a  wri tten  exp lana tion  in  wh ich  the  key 

econom ics  terms  a re  defined .  Th is  wou ld  u sua l ly be  

fo l lowed  by a  d iagram  to  i l lu stra te  the  theory,  fo l lowed  by 

a  fu rther exp lana tion  in  wh ich  the  d iagram  is  exp la ined  in   

the  con text of the  speci fic  question .  Be  su re  to  u se  a rrows   

to  show d i rections  of change  in  the  d iagrams and  refer to  

any changes  in  the  va riab les.

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1  Distinguish  between  a  shi ft of the demand  curve for a  product and  a  movement  

a long the products demand  curve.  [1 0 marks]

2 With  reference to two d i fferent determinants of demand,  expla in  why the demand   

curve for bicycles might increase.  Use a  d iagram to support your answer.  [1 0 marks]

3 Distinguish  between  a  shi ft of the supply curve for a  product and  a  movement  

a long the products supply curve.  [1 0 marks]

4 With  reference to two d i fferent determinants of supply,  expla in  why the supply  

of coffee beans might decrease.  Use a  d iagram to support your answer.  [1 0 marks]

Theory of Knowledge

Utilitarianism

U ti l i ta rian ism  i s  a  ph i losophy stemm ing from  the  l a te  

Engl ish  ph i losophers  and  econom ists  J eremy Ben tham  

(1 7481 832)  and  J ohn  S tua rt M i l l  (1 8061 873 ) .  I t  h as  

appl ica tions  in  econom ics.  U ti l i ta rian ism  tries  to  an swer 

the  question ,  Wha t shou ld  a  person  do?  The  u ti l i ta rian  

an swer i s  th a t the  person  shou ld  act to  try to  produce  

the  best consequences  from  h is  or her a ctions.

In  terms  of consequences,  a  u ti l i ta rian  person  a ttempts  

to  eva lua te  a l l  of the  good  th ings  and  bad  th ings  

produced  by an  act,  whether they h appen  a fter the   

a ct h a s  been  performed  or du ring i ts  performance.  

U ti l i ta rians  be l ieve  tha t a n  a ction  i s  righ t i f the  

h appiness  produced  by i t i s  grea ter th an  the  

unhappiness.  They bel ieve  th a t i f a l l  in d ividua ls  were  to  

fo l low th is  ethos,  then  the  ou tcome  wou ld  be  the  

grea test good  for the  grea test number of peop le .

Happiness is  sometimes referred  to  as  u ti l i ty and  a ttempts  

to  measure positive and  negative  happiness a re often  

ca lcu lated  in  u ti ls,  wh ich  a re measures of happiness,  and  

negative  u ti ls,  wh ich  a re measures of unhappiness.

The  consumption  of products  can  be  measu red  in  u ti l s  

and  i t i s  a ssumed  th a t the  m a rgina l  u ti l i ty,  the  extra  

u ti l i ty ga ined  from  consum ing an  extra  un i t o f a  

product,  wi l l  d ecrease  a s  consumption  in creases.

People  wi l l  get less  h appiness  from  ea ting a  second  ice  

cream  than  they d id  from  consum ing the  fi rst one.

I t i s  th is  theory tha t h as  been  u sed  in  econom ics,  in  a  

s impl istic  sense,  to  exp la in  why the  demand  cu rve  

s lopes  downwards.  Consumers  wi l l  on ly pu rchase  more  

of a  p roduct i f i t  i s  cheaper,  s in ce  they receive  less  

extra  u ti l i ty a s  they in crease  thei r consumption ,  a nd  so  

wi l l  not pay a s  much  for i t.

Questions

1   Research  the  basic  concept of u ti l i ta rian ism .

2   You  have  $20  and  a re  considering going ou t for the  

even ing or giving the  money to  the  World  Wi ld l i fe  

Fund .  Consider who  wou ld  benefit from  the  two  

options  and  try to  give  u ti l  va lues to  the  options  in  

order to  decide  the  righ t course  of action .  (I tem ise  a l l  

those who would  benefit and  lose from  each  option .)

3   Drink five  gla sses  of m inera l  wa ter and  a ttempt to  

give  a  m a rgina l  u ti l i ty va lue  to  each  gla ss.  H ow does  

you r m argina l  u ti l i ty change  a s  you  consume each  

extra  gla ss  of wa ter?  H ow wou ld  th is  a ffect the  

amoun t th a t you  a re  prepa red  to  pay for a  gla ss?

4  Does uti l itarianism  assume rational  consumer 

behaviour?
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Data response exerciseData response exercise

Smoke shifters
Learning to Love the Ban by 

Elisabeth Rosenthal

On Jan.  1 0,  2005  Italy enacted a 

law that banned smoking in 

public places like offices,  

restaurants,  cafes and bars.  

Smokers declaredbasta!they 

would never comply.  Restaurant 

owners were certain business 

would suffer.  And politicians 

worried that an essential pleasure 

of Italy would be lost.

Nearly two years later the 

result is that people in Italy 

smoke a lot less and are exposed 

to far less secondhand smoke.  In 

fact,  the law has become very 

popular,  with support for smoking 

bans increasing yearly among 

nonsmokers and smokers alike.  

Business in bars is up.  A study in 

Turin found that the number of 

people brought to hospital 

emergency rooms after suffering 

heart attacks decreased after the 

ban (secondhand smoke could be 

a trigger) ,  a finding that echoes 

studies in the United States.

In the three months after the 

ban,  demand for cigarettes 

dropped 8 per cent,  Italian 

tobacco sales data indicate.  

Among young people ages 1 5   

to 24 the drop was most 

pronounced:  23  per cent.  In 

2004,  more than 26 per cent of 

the Italian population smoked.  

That dropped to 24.3  per cent in 

2006,  although it is  not clear 

how much of the drop can be 

attributed to the ban,  since the 

numbers had been decreasing 

slightly anyway.

Violations are enforced with 

fines of more than $250.  The 

Italian law gives restaurants and 

bars the option of creating sealed 

and independently ventilated 

smoking rooms,  but only a tiny 

number of them have taken that 

expensive step.  Smoking is still 

permitted in outdoor seating areas.

Ireland,  New Zealand,  

Norway,  Scotland and Uruguay 

have enacted total bans,  as have 

Australia and Canada and many 

jurisdictions of the United States.

Source: The New York Times,  

29 October 2006

I t i s  a lways  recommended  tha t you  u se  examples  to  

support you r response.  For example,  in  question  3  of the  

exam ina tion  questions  given  above,  when  you  exp la in  th a t 

a  ch ange  in  the  costs  of production  wi l l  cause  a  sh i ft in  the  

supp ly cu rve  you  cou ld  e labora te  by choosing a  pa rticu la r 

m arket and  u s ing i t in  the  example.  For example,  you  cou ld  

say,  an  in crease  in  the  cost of grapes  (a  factor of 

production  u sed  in  producing wine)  wou ld  cause  a  

decrease  in  the  supply of wine.

Bea r in  m ind  th a t the  m a jori ty of wri tten  an swers  in  

econom ics  wi l l  be  enhanced  by the  u se  of a  d iagram  even  

i f the  question  does  not speci fica l ly a sk for one.

Assessment advice: data response

Th is  i s  the  fi rst o f m any da ta  response  questions  th a t you  

wi l l  be  do ing in  th is  cou rse.  On  you r fin a l  exam ,  the  da ta  

response  questions  wi l l  a l l  fo l low exactly the  same  pa ttern ,  

wh ich  you  wi l l  come to  recogn ize.  Th is  fi rst question  does  

not fo l low tha t pa ttern  exactly,  bu t serves  a s  a  good  

in troduction  to  the  ta sk of a nswering d a ta  response  

questions.  Key ski l l s  in volve  wri ting clea r and  succinct 

defin i tion s,  d rawing nea t and  wel l -label led  d iagrams,  a nd  

u s ing the  in formation  from  the  text to  support you r 

ana lysis .  Soon ,  you  wi l l  add  the  ski l l  of eva lu a tion  to  th is  

l i st.  For fu rther in forma tion  abou t answering da ta  response  

questions,  see  Chapter 34 .
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By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

 expla in  the  concept of equ i l ibrium

 expla in  the effect of changes in  demand  and  supply upon  the equil ibrium

 expla in  the  concepts  of excess  demand  and  excess  supply

HL ca lcu la te  m a rket price  and  quan ti ty u s ing l inea r demand  and  supply 

functions

HL plot changing m arket equ i l ibria ,  iden ti fying new equ i l ibrium  poin ts ,  

excess  demand ,  a nd  excess  supply.

Now that we  have  looked at demand and supply,  it is  time to  put 

them together and to  consider what will happen when they are  

together in the  same diagram.

Equilibrium
The concept of equilibrium is  very important in economics.  

Equilibrium may be  defined as  a state  of rest,  self-perpetuating in 

the  absence  of any outside  disturbance .  For example,  a  book is  in 

equilibrium if it is  lying on a desk.  Unless  someone comes along and 

moves  it ( an outside  disturbance) ,  then it will continue to  lie  

there  ( a state  of rest) .  If someone does  move it,  then it is  in 

disequilibrium until it is  put down somewhere  else,  at which time 

it is  in a  new equilibrium situation.

Economists  spend a lot of time considering situations  where  

equilibria change  and the  reasons why the  changes take  place.  They 

then use  the  information to  begin to  predict changes  in equilibrium 

situations  that may be  caused by a  certain action.  They can begin to  

formulate  economic policy.

Let us  look at demand,  supply,  and the  equilibrium for coffee.

In Figure  3 .1 ,  both the  demand and supply curves  for coffee  are  in 

the  same diagram and we see  that,  at the  price  Pe,  the  quantity Qe  is  

both demanded and supplied.  We would say that the  market is  in 

equilibrium at the  price  Pe,  since  the  amount of coffee  that people  

wish to  buy at that price,  Qe,  is  equal to  the  amount of coffee  that 

suppliers  wish to  sell at that price.  The  price  Pe  is  sometimes  known 

as  the  market-clearing price,  since  everything produced in the  

market will be  sold.  The  market is  in equilibrium,  since  it will stay 

like  this,  in each time period,  until there  is  an outside  disturbance  

to  change  the  equilibrium.

The  equilibrium in this  situation is   self- righting ,  i. e .  if  you  try to  

move  away from it,  without an outside  disturbance,  it  will return to  

the  original position.  This  is  best explained through diagrams.

S

D

Pe

Qe0

P
ri
ce

 o
f 
co

ff
e
e
 (
$
)

Quantity of coffee  (kg)

Figure 3 .1  The market for coffee
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Figure 3 .2  The market for coffee

In Figure  3 .2 ,  we  can see  what will happen if the  producers  try to  

raise  or lower the  equilibrium price.  In diagram (a) ,  the  producers  

have  tried to  raise  the  price  to  P1 .  However,  at this  price,  the  quantity 

demanded will fall to  Q1  and the  quantity that producers  supply rises  

to  Q2 .  We now have  excess  supply of Q1Q2.  More  is  being supplied 

than demanded at the  price  P1 .  In order to  eliminate  this  surplus,  

producers  will need to  lower their prices.  As  they do  so,  the  quantity 

demanded will increase  and the  quantity supplied will fall.  This  

process  will continue until the quantity demanded once  again equals  

the  quantity supplied.  This  will be  back at the  equilibrium price  and 

so  the  situation is  self-righting if price  is  raised for no  external reason.

In diagram (b) ,  the  producers  have  tried to  lower the  price  to  P2 .  

However,  at this  price,  the  quantity demanded will rise  to  Q4  and the  

quantity that producers  supply falls  to  Q3 .  We now have  excess  

demand of Q3Q4.  More  is  being demanded than supplied at the  

price  P
2
.  In order to  eliminate  this  shortage,  producers  will need to  

raise  their prices.  As  they do  so,  the  quantity demanded will fall and 

the  quantity supplied will increase.  This  process  will continue until 

the  quantity demanded once  again equals  the  quantity supplied.  This  

will be  back at the  equilibrium price  and so,  once  again,  the  situation 

is  self-righting.

The effect of changes in  demand and supply upon 
the equilibrium
As we know,  the equilibrium may be moved by any outside  

disturbance.  In the case  of demand and supply,  this  would be  a  

change in one of the determinants of demand or supply,  other than the  

price  of the product,  which would lead to  a shift of either of the curves.

Take  the  example  of an increase  in income for consumers  of foreign 

holidays,  which is  a  normal good.  When income increases,  then 

there  will be  an increase  in the  demand for holidays  and the  demand 

curve  for holidays  will shift to  the  right,  ceteris paribus,  as  shown in 

Figure  3 .3 .

When the  demand curve  shifts  from D  to  D 1 ,  price  initially remains at 

Pe  and so  we  find that Qe  continues  to  be  supplied,  but demand now 

increases  to  Q2 .  This  means that at the  old equilibrium price,  there  is  

now a situation of excess  demand.  In order to  eliminate  this  excess  

demand,  it is  necessary for price  to  rise  until the  quantity demanded 

once  again equals  the  quantity supplied.  Thus  price  will rise  until it 

reaches  Pe1 ,  the  new equilibrium price,  where  Qe1 ,  the  new 

equilibrium quantity,  is  both demanded and supplied.

Whenever there  is  a  shift of the  demand or supply curve,  the  

market will,  if left to  act alone,  adjust to  a  new equilibrium,  market-

clearing,  price.
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Figure 3 .3  The market for foreign  hol idays
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DID  YOU  KNOW?

Although  demand  was  a l ready 

strong,  World  Cup  fever  led  

to  a  su rge  in  sa les  of l iqu id -

crysta l  d isp lay (LCD)  

televis ions  in  2006.  One  

Bri tish  reta i ler cla imed  tha t i t 

was  sel l ing a  fla t-screen  TV 

once  every 1 5  seconds  in  the  

run -up  to  the  World  Cup.

Although  demand  was strong,  

prices were about ha lf of what 

they were the year before as  

globa l  supply increased  by 

1 35% from  the same period  

the previous year.  Manufacturers  

were well  prepared  for the  

eager footba ll  fans!
The role of the price mechanism
We have  seen how the  forces  of supply and demand,  otherwise  

known as  the  price  mechanism,  move markets  to  equilibrium.  It is  

now important to  see  how this  price  mechanism helps  to  allocate  

scarce  resources.  Resources  are  allocated,  and re-allocated,  in 

response  to  changes in price.  If there  is  an increase  in the  price  of a  

good,  due  to  an increase  in demand for the  good,  then this  gives  a  

 signal  to  producers  that consumers  wish to  buy this  good.  S ince  we 

can assume that producers  are  rational and wish to  maximise  their 

profits  then a higher price  will give  producers  an incentive  to  produce  

more  of a  good.  Therefore,  producers  will allocate  more  resources  

towards those  goods  where  the  demand is  highest,  since  this  is  where  

they will be  able  to  make more  profit.  

The key thing is  that there is  no central planning agency that specifically 

tells producers to  produce more of the good,  it is  the increase in price  

that serves as  a signal to producers,  creating the incentive for the  

producers to produce more of the good.  Referring to  the ideas of Adam 

Smith,  whom we mentioned earlier,  it is  as if there is  an invisible hand in 

the economy moving the factors of production around to produce the  

goods and services wanted by the buyers in the economy.

Student workpoint 3.1
Be a  thinkerillustrate  and  explain

Using fu l ly l abel led  d iagrams,  i l lu stra te  wha t wi l l  h appen  to  the  

equ i l ibrium  price  and  quan ti ty in  each  of the  si tua tions  below,  and  then  

expla in  what h as  happened .

1   There  h as  been  a  hea l th  sca re  re la ting to  the  consumption  

of ch icken .

2   There  h as  been  an  in crease  in  the  costs  of production  in  the  

motorcycle  industry.

3   There  h as  been  an  improvement in  production  technology in  the  

texti le  in dustry.

4   Manufactu rers  in  the  sportswear industry h ave  decided  to  ra ise  the  

price  of tra in ing shoes.

Student workpoint 3.2
Refer back to  the  example  of ska teboards  and  ro l ler ska tes  described  in  

Chapter 2  on  page  28 .  The  example  traced  changes  in  the  markets  for 

two  rela ted  goods.  N ow be  crea tive  and  th ink of you r own  example  using 

two  rela ted ,  bu t d i fferen t,  goods.

Draw and  fu l ly l abel  supply and  demand  d iagrams for your two  products.  

Now th ink of a  reason  for a  change  in  consumer preferences  for your 

goods,  such  as  one  of you r products  becom ing more  or less  cool.  U sing 

your d iagrams expla in  the  effect tha t the  change  in  consumer taste  h as  

on  the  prices  of both  products.  

U sing your d iagrams and  the  concepts  of the  signa l l ing and  incen tive  

functions  of price,  expla in  how resou rces  a re  a l loca ted  accord ing to  the  

price  mechan ism .
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Figure 3 .6  Producer surplus in  the 

market for th ingies
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Figure 3 .5  Consumer surplus in  the 

market for th ingies

Market efficiency
Consumer and producer surplus
Consider Figure 3 .4 illustrating the market for thingies,  an imaginary 

product.

As we can see,  the  equilibrium price  of thingies  is  $1 0  and the  

equilibrium quantity demanded and supplied is  ten thingies  per 

week.  This  is  determined by the  forces  of demand and supply.  At the  

equilibrium point,  there  are  some consumers  who would have  been 

prepared to  pay a  higher price  for their thingies.

This  is  clearly shown by the  demand curve.  For example,  at a  price  of 

$1 5 ,  there  would still be  five  thingies  demanded and at a price  of $1 7,  

there  would be  demand for three  thingies.  However,  the  consumers  

do  not have to  pay $1 5  or $1 7,  they just have to  pay the  equilibrium 

price.  This  means that all of the consumers  who purchase  the  first 

nine thingies  have made a gain.  They have paid a price  below the one 

they were  prepared to  pay.

This  illustrates  the  concept of consumer surplus.  This  is  defined as  the  

extra satisfaction (or utility)  gained by consumers  from paying a price  

that is  lower than that which they are  prepared to  pay.

In this  case,  one  consumer was  willing to  pay as  much as  $1 9  for a  

thingy,  but as  he  only has  to  pay $1 0,  he  is  gaining.  The  total 

consumer surplus  is  usually shown by the  area under the  demand 

curve  and above  the  equilibrium price.  In Figure  3 .5 ,  the  consumer 

surplus  is  shown by the  shaded triangle  abc.

It should also  be  clear that,  at the equilibrium point,  some production 

of thingies  would take place  at a  price  lower than $1 0.

This  is  clearly shown by the  supply curve.  For example,  at a  price  of 

$5 ,  there  would still be  five  thingies  supplied and at a  price  of $3 ,  

there  would be  a  supply of three  thingies.  However,  the  producer 

does  not have  to  sell for $5  or $3 ,  she  can sell her thingies  at the  

equilibrium price.  This  means that she  will have  made a gain on each 

of the  first nine  thingies  in terms of what she  would have  accepted 

for them.  She  has  received a price  higher than the  one  she  was  

prepared to  accept.

This  illustrates  the  concept of producer surplus.  This  is  defined as  

the  excess  of actual earnings that a  producer makes from a given 

quantity of output,  over and above  the  amount the  producer would 

be  prepared to  accept for that output.

In this  case,  the  producer was  willing to  supply a  thingy for as  little  as  

$1 ,  but as  she  receives  $1 0  for each thingy,  she  is  gaining.  The  total 

producer surplus  is  usually shown by the  area under the  equilibrium 

price  and above  the  supply curve.  In Figure  3 .6 ,  the  producer surplus  

is  shown by the  shaded triangle  bcd.

Allocative efficiency
When a market is  in equilibrium,  with no  external influences  and 

no  external effects,  it is  said to  be  socially efficient or in a  state  of 

allocative  efficiency.  This  means that the  resources  are  allocated in 

the  most efficient way from societys point of view.  The  concept of 
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Figure 3 .4 The market for th ingies
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allocative  efficiency is  quite  different from the  everyday meaning of 

efficiency  that you might be  familiar with.  In everyday language  

someone is  viewed as  operating efficiently if s/he  produces  the  

maximum output with a given level of input.  In economic terms this  

kind of efficiency is  known as  productive  efficiency.  We will address  

productive  efficiency later with Higher Level students.

Consider Figure  3 .7  which shows the  consumer surplus  and producer 

surplus  when a market is  in equilibrium.  The  sum of consumer and 

producer surplus  is  known as  community surplus;  this  is  the  total 

benefit to  society.  At the  equilibrium,  where  demand is  equal to  

supply,  community surplus  is  maximised.  This  is  the  point of 

allocative  efficiency.  Given this  supply and demand situation there  is  

no  other combination of price  and quantity on the  diagram that 

could give  a  greater community surplus.  This  is  therefore  the  

optimal allocation of resources  from the  point of view of society as  

a  whole.  Perhaps consumers  would prefer lower prices  and 

producers  would prefer higher prices,  but with these  demand and 

supply curves  this  is  the  allocatively efficient price  and quantity 

since  community surplus  is  maximised.

We introduce  some more  sophisticated language  here  which we 

will come back to  in later chapters.  As  we  learnt earlier,  the  supply 

curve  for a  market is  largely determined by the  industrys  costs  of 

production.  When we assume that the  costs  of the  industry are  

equal to  the  costs  to  society then the  supply curve  represents  the  

social cost curve.  In efficiency analysis  we  call this  the  marginal 

social cost curve  (MSC) .  The  demand curve  is  determined by the  

utility,  or benefits,  that the  consumption of a  good or service  brings  

to  the  consumers.  Again,  if we  assume that the  benefits  in the  

market are  equivalent to  the  benefits  to  society,  then the  demand 

curve  represents  the  social benefits.  In efficiency analysis  we  refer to  

the  demand curve  as  the  marginal social benefit curve  (MSB) .

To  conclude  this  introduction to  efficiency analysis,  a  free  market 

leads to  allocative  efficiency.  Community surplus  is  maximised,  so  it 

is  the  optimum allocation of resources  from societys  point of view.  

This  occurs  where  demand is  equal to  supply,  or,  where  marginal 

social benefit is  equal to  marginal social cost.

Calculating and illustrating market equilibrium 
using linear demand and supply functions
If we  take  the  demand function and supply function for a  product 

then we are  able  to  derive  the  demand schedule  and the  supply 

schedule,  calculate  the  equilibrium price  and equilibrium quantity 

demanded and supplied,  and illustrate  schedules  on a graph.  Using 

the  graph is  another way of showing the  equilibrium price  and 

equilibrium quantity demanded and supplied.

This  is  best shown through an example.  Let us  assume that a  product 

has  the  demand function and supply function shown below:

QD    2 ,000    2 00P

QS     400    400P

S  = M a rgina l  

socia l  cost  (M SC)  

P
ri
ce

 (
$
)

Quantity (000s)  

0

a  

b  

c  

Consumer 

su rp lu s  

Producer 

su rp lu s  

d  

Commun i ty 

Su rp lu s  
P  

Q  

+  

D  = 

M a rgina l  socia l  

benefi t  (M SB)  

(m argin a l  u ti l i ty)  

Figure 3 .7  Community surplus
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Firstly,  we  can use  these  functions to  produce  a  demand schedule  

and supply schedule,  just as  we  did in Chapter 2 .  This  is  shown in 

Table  3 .1 .

Table 3 .1  Demand  and  supply schedules for QD    2 ,000   200P and  QS    400   

400P

Price 
($)

Calculation
QD   2 ,000   200P

Quantity 
demanded

Calculation
QS   400   400P

Quantity 
supplied

0 QD   2 ,000   0 2,000 QS   400   0 400

1 QD   2 ,000   200 1 ,800 QS   400   400 0

2 QD   2 ,000   400 1 ,600 QS   400   800 400

3 QD   2 ,000   600 1 ,400 QS   400   1 ,200 800

4 QD   2 ,000   800 1 ,200 QS   400   1 ,600 1 ,200

5 QD   2 ,000   1 ,000 1 ,000 QS   400   2 ,000 1 ,600

6 QD   2 ,000   1 ,200 800 QS   400   2 ,400 2,000

Now that we  have  produced the  demand and supply schedules  it is  

easy to  plot the  relevant demand and supply curves.  This  is  shown in 

Figure  3 .8.

D  (QD   2 ,000    200P)

S  (QS    400    400P)

6

5

4

3

2

1

P
ri
ce

 (
$)

2 ,0001 ,6001 2008004000

Quantity

Figure 3 .8  Demand  and  supply curves from different demand  and  supply functions

From Figure  3 .8  it is  easy to  identify the  equilibrium price  and 

equilibrium quantity demanded and supplied since  they will be  found 

where  demand and supply are  equal.  Thus,  in our example  market,  

1  200  units  will be  demanded and supplied at a  price  of $4.

We could have  worked out the  equilibrium price  and quantity 

demanded and supplied by using the  demand functions.  S ince  

equilibrium is  found where  demand equals  supply we simply need to  

set our two functions  opposite  each other.

QD    2 , 000    2 00P

QS     400    400P
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At equilibrium QD    QS .  So,  at equilibrium:

2 ,000    2 00P    400    400P

By simplifying the  equation and adding 200P to  both sides  we  get:

2 ,000     400    600P

By simplifying further and adding 400  to  both sides  we  get:

2 ,400    600P

Thus,  dividing both sides  by 600,  the  equilibrium price  is:

P     
2  400
 _____ 

600
     $4

Once  we  have  the  equilibrium price  the  equilibrium quantity can be  

found by substituting the  price  into  either the  demand function or 

the  supply function:

QD    2 ,000    2 00P or  QS     400    400P

QD    2 ,000    ( 200    4)  QS     400    ( 400    4)

QD    2 ,000    800    1 , 200  units   QS     400    1 ,600  

                  1 ,200  units

So,  the  equilibrium price  is  $4 per unit and the  equilibrium quantity 

demanded and supplied is  1 ,200  units.

Using demand and supply functions  we  may also  show the  effects  of 

changes  in the  determinants  of demand and/or supply.

Let us  assume that there  is  a  shift of the  demand curve  to  the  left,  

caused by a  change  in tastes  against the  product,  and that the  new 

demand function becomes:

QD    1 ,400    2 00P

The  new demand schedule  would be:

Price 
($)

Calculation
QD   1 ,400   200P

Quantity 
demanded

0 QD   1 ,400   0 1 ,400

1 QD   1 ,400   200 1 ,200

2 QD   1 ,400   400 1 ,000

3 QD   1 ,400   600 800

4 QD   1 ,400   800 600

5 QD   1 ,400   1 ,000 400

6 QD   1 ,400   1 ,200 200

Now that the  new demand schedule  is  complete  we  can plot the  new 

demand curve  on the  original diagram.  This  is  shown in Figure  3 .9 .  

As you can see  the  demand curve has shifted to  the  left,  with 600  

fewer units being demanded at each price.  Now,  at the  original 

equilibrium price  of $4,  1 ,200  units are  still supplied but only 600  are  

demanded.  There is  an excess  supply of 600  units  and so,  as  we know,  

the  price  will start to  fall in order to  eliminate  the  excess  supply.
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Price  will continue  to  fall until quantity demanded and quantity 

supplied are  once  again equal.  This  is  achieved at the  new 

equilibrium where  800  units  are  both demanded and supplied at a  

price  of $3 .

As before  this  new equilibrium could also  be  calculated using 

simultaneous equations.  The  relevant demand and supply functions  

are  now:

QD    1 ,400    2 00P

QS     400    400P

At equilibrium QD    QS .  So,  at equilibrium:

1 ,400    2 00P    400    400P

By simplifying the  equation and adding 200P to  both sides  we  get:

1 ,400     400    600P

By simplifying further and adding 400  to  both sides  we  get:

1 ,800    600P

Thus,  dividing both sides  by 600,  the  equilibrium price  is:

P     
1  8 00
 _____ 

600
     $3

Once  we  have  the  equilibrium price  the  equilibrium quantity can be  

found by substituting the  price  into  either the  demand function or 

the  supply function:

QD    1 ,400    2 00P or  QS     400    400P

QD    1 ,400    ( 200    3 )  QS     400    ( 400    3 )

QD    1 ,400    600    800  units   QS     400    1 , 200   

                  800  units

So,  the  equilibrium price  is  $3  per unit and the  equilibrium quantity 

demanded and supplied is  800  units.

Figure 3 .9  The addition  of a  new demand curve
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Student workpoint 3.3
The  demand  and  supply functions  for a  product a re  given  below:

 QD   900    1 00P

 QS   200P

1  Make  a  tab le  to  show the  demand  schedu le  and  supply schedu le  for 

the  product when  prices  a re  $0 ,  $1 ,  $2 ,  $3 ,  $4 ,  and  $5 .  

2  Draw a  d iagram  to  show the  demand  cu rve  and  supply cu rve  tha t 

represen t the  demand  and  supp ly schedu les  th a t you  h ave  made.

3  I l lu stra te  the  equ i l ibrium  price  and  quan ti ty bough t and  so ld .

4  Using simu ltaneous  equations,  ca lcu la te  the  equ i l ibrium  price  and  

quan ti ty.

Now let u s  a ssume tha t the  supply function  for the  product changes  to :

 QS    300    200P

5  Make  a  new tab le  to  show the  supply schedu le  for the  new supply 

function  when  prices  a re  $0 ,  $1 ,  $2 ,  $3 ,  $4 ,  and  $5 .  (H in t:  supply 

m ay not take  p la ce  a t some of these  prices.)

6 Add  the  supp ly cu rve  tha t represen ts  the  new schedu le  to  the  

d iagram  tha t you  d rew in  2 .

7  I l lu stra te  the  new equ i l ibrium  price  and  quan ti ty bough t and  so ld .

8 Using the  concept of excess  demand ,  and  referring to  you r d iagram ,  

exp la in  why the  equ i l ibrium  price  and  equ i l ibrium  quan ti ty demanded  

and  suppl ied  h ave  changed .

9 Fina l ly,  identify and  expla in  two  factors  tha t m ight have  caused  the  

change in  the  origina l  supply function .

If we  wanted to  calculate  the  excess  supply at the  original price  we  

could simply put the  price  of $4 into  the  above  functions:

QD    1 ,400    2 00P  QS     400    400P

QD    1 ,400    ( 200    4)  QS     400    ( 400    4)

QD    1 ,400    800    600  units   QS     400    1 ,600  

                   1 ,200  units

So  at a  price  of $4 QD  is  600  units  and QS  is  1 , 200  units,  so  there  is  an 

excess  supply of 1 , 200    600,  i.e.  600  units.
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  Data response exerciseData response exercise

Copper breaks through $8,000 per tonne barrier 
but hot metal prices may soon cool
The price of copper passed $8,000 

a tonne for the first time in 20 

months yesterday,  but hopes that 

it was proof of a sustained global 

recovery promptly suffered a 

setback when copper traders said 

that it may be about to fall 

steeply again.

Copper prices on the London 

Metal Exchange hit $8,009.75  a 

tonne in early trading yesterday,  

the highest level since August 

2008,  before slipping back to 

$7,970 a tonne at the end of the 

day.  The price rise was driven in 

part by renewed confidence in 

the American economy after 

strong employment data 

published recently.

But it is demand  from China 

that has been the main driving 

force behind the recovery in 

copper prices from last years low 

prices of under $3,000 a tonne.  

Traders in South-East Asia said 

yesterday that even if the Chinese 

economy continued to storm 

ahead at its present pace,  copper 

demand was likely to fall because 

so many big construction projects,  

which use large amounts of 

copper wiring,  were now finished.

Moreover,  preparations for the 

Shanghai Expo have been 

keeping copper prices up since 

last summer.  When the pavilions 

open their doors in three weeks  

time,  building will have stopped 

and with it the significant 

demand for copper will also fall.  

Indeed,  after the expo closes at 

the end of October,  the market 

could be swamped with recycled 

metal.

A fall in demand is also 

expected from Chinese utility 

companies,  which are responsible 

for more than half the countrys 

copper needs.  Huge quantities of 

electricity cable were laid as the 

government made orders for 

massive investments in 

infrastructure.  Many of those 

projects were brought forward as 

part of last years $586 billion 

stimulus programme,  but this is  

government spending that is  

already beginning to be reduced.  

Overall investment in the Chinese 

power grid is expected to fall by a 

quarter this year and cable 

producers are already talking about 

buying 10 per cent less copper.

However,  those who argue 

that copper prices will not fall 

dramatically observe that high 

rates of economic growth mean 

that Chinese consumer spending 

is  the strongest in the world.  

Property prices continue to rise 

and new buildings require miles 

of copper wiring.  And,  at the end 

of every new power socket is  a 

demand for new washing 

machines,  fridges and other 

products that need copper,  which 

should help to keep the price up.

Source: Adapted  from The Times 

Online,  Apri l  7,  201 0,  Leo Lewis and  
David  Robertson
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Assessment advice: data response

Whenever you  can ,  in  a l l  d iagrams,  you  shou ld  u se  va lues  from  the  text on  you r 

a xes  and  l abel  the  a xes  accord ingly,  e .g.  in  (2 ) ,  the  a xes  wou ld  be  price  of 

copper/tonne  ($)   a nd  quan ti ty of copper (thousands  of tonne) .  I n  pa rt (4)  of 

th is  question ,  eva lu a tion  m ay be  best a ch ieved  by considering the  short-  a nd  

long- run  effects  and  a lso  by looking a t how the  va rious  stakeholders  a re  

a ffected .  For more  advice  on  eva lu a tion ,  see  Chapter 34 .  Where  appropria te,  

d iagrams shou ld  a lso  be  u sed  in  (4) .  I n  order to  a ch ieve  the  top  m a rking level  

(above  5  m arks)  i t i s  necessa ry to  m ake  d i rect reference  to  the  text.

Assessment advice: internal assessment (IA)

Having covered  basic demand  and  supply,  you  a re  now ab le  to  sta rt prepa ring 

for the  ta sk of wri ting you r IA commenta ries.  H owever,  i t  wou ld  not be  advisab le  

to  a ttempt a  proper commenta ry a t th is  stage,  a s  you  don t rea l ly h ave  enough  

conceptua l  knowledge  to  wri te  a  su fficien tly soph istica ted  p iece.  N onetheless,  

you  can  do  a  ba sic  commenta ry u sing demand  and  supply ana lysis  to  exp la in  

the  movement of the  price  of a  pa rticu la r good  or service.  I n  th is  chapter,  for 

example ,  there  h ave  been  references  to  a  number of m arkets  such  a s  LCD  

te levis ions  and  copper.

To  find  an  a rticle ,  go  to  a  sea rch  engine  tha t speci fica l ly finds  news  i tems and  

type  in  the  words  price  p lu s  the  n ame  of a  good  you  m igh t wan t to  resea rch .  

Commod ities  such  a s  o i l  and  rubber a re  possib i l i ties,  a s  a re  any cu rren tly 

popu la r i tem s.  En tering supp ly  and  demand  i s  a l so  a  possib i l i ty.  M ake  su re  

th a t you  get an  a ctua l  news  i tem  tha t comes  from  a  med ia  sou rce.

An  appropria te  a rticle  wi l l  exp la in  why the  m arket i s  ch anging,  a nd  you  h ave  to  

tu rn  th is  in to  econom ic ana lysis .  Tha t i s ,  you  h ave  to  iden ti fy any determ inan ts  

of demand  and  supply th a t m igh t be  changing and  exp la in  why they a re  

changing.  You  shou ld  support you r answer wi th  nea tly-label led  and  accu ra te  

d iagrams.  Also  remember to  note  the  ceteris  paribus  a ssumption  where  

appropria te.

I t i s  d i fficu l t to  eva lua te  a  grea t dea l  a t th is  stage,  bu t you  cou ld  a ttempt to  do  

so  by:

 expla in ing how d ifferen t stakeholders  m igh t be  a ffected  by possib le  price  

changes

 expla in ing the  most importan t reasons  for any changes  in  the  m arket

 looking a t how the  market m igh t change  in  the  long run .

You  wi l l  find  more  in formation  about in terna l  a ssessment in  Chapter 3 4.

Headl ine:  Warm  temperatures  h eat  up  severa l  l oca l  busi nesses,  but 

others  suffer

Economics  concept:  Changes  i n  demand

Diagram:  Demand  and  suppl y  d i agrams

Hints:  Make  up  a  commun i ty  and  th i nk  o f at  l east  two  markets  that  

w ou l d  benefi t  from  h ot  weather  and  two  that  wou ld  suffer .

You be the journ
alist
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By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 exp la in  the  concept of e la stici ty

 define  e la stici ty of demand

 define  and  ca lcu la te  price  e la stici ty of demand

 i l lu stra te  d i fferen t va lues  of price  e la stici ty of demand  u sing  

demand  cu rves

 exp la in  the  determ inan ts  of price  e la stici ty of demand

 define  and  ca lcu la te  cross  e la stici ty of demand

 exp la in  the  possib le  range  of va lues  for cross  e la stici ty of demand

 define  and  ca lcu la te  in come e la stici ty of demand

 exp la in  the  possib le  range  of va lues  for in come  e la stici ty of demand

 define  e la stici ty of supply

 define  and  ca lcu la te  price  e la stici ty of supply

 i l lustra te  d ifferen t va lues of price  e lasticity of supply using supply curves

 exp la in  the  determ inan ts  of price  e la stici ty of supply

 understand  some impl ica tions  of e la stici ty in formation  for bu sinesses  

and  governmen ts

 exp la in  a  prob lem  for producers  of prim ary commod ities  due  to  the  

low price  e la stici ties  of demand  and  supp ly.

Elasticity is  a  measure  of responsiveness.  It measures  how much 

something changes  when there  is  a  change  in one  of the  factors  

that determines  it.  We  now look at elasticity in terms of demand 

and supply.

Elasticity of demand
Elasticity of demand is  a  measure  of how much the  demand for 

a  product changes  when there  is  a  change  in one  of the  factors   

that determine  demand.  There  are  three  elasticities  of demand  

to  consider:

1  price  elasticity of demand [PED]

2  cross  elasticity of demand [XED]

3  income elasticity of demand [YED] .

Price elasticity of demand [PED]

Formula  and definition

Price  elasticity of demand is  a  measure  of how much the  quantity 

demanded of a product changes when there  is  a  change in the  price  of 

the  product.  It is  usually calculated by using the  following equation:

PED      
Percentage  change  in quantity demanded of the  product

     ___________________________________________________     
Percentage  change  in price  of the  product
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Take  an example.  A publishing firm discovers  that when they lower 

the  price  of one  of their monthly magazines  from $5  to  $4.50,  the  

number of magazines  that are  bought by customers  each month rises  

from 200,000  to  230,000.  With this  information,  we  can calculate  the  

price  elasticity of demand for the  magazine  in question:

1  The price  has  fallen by 50  from an original price  of $5 ,  which is  a  

change  of  1 0% .  This  is  calculated by the  equation

  
 50  _____ 
1 00

     1 00     1 0% .  

2  The quantity demanded has  increased by 30  000  from an original 

demand of 200  000,  which is  a  change  of 1 5% .  This  is  calculated 

by the  equation

  
30  000  ________ 
200  000

     1 00    1 5% .

3  If we  put the  two values  above  into  the  equation for PED ,  we  get

PED      
1 5%
 _______ 

 1 0%
  ,  which gives  a  value  of  1 .5 .

4  The negative  value  indicates  that there  is  an inverse  relationship  

between price  and the  quantity demanded.  However,  in order to  

simplify matters,  economists  usually ignore  the  negative  value  

that comes from the  equation and simply give  the  answer as  a  

positive  figure.  Thus,  in this  case,  the  PED  for the  monthly 

magazine  would be  1 .5 .

The range of values of price elasticity of demand

The possible  range  of values  for price  elasticity of demand usually 

goes  from zero  to  infinity.  The  two extreme values  are  theoretical and 

the  real values  lie  in between.

If PED  is  equal to  zero,  then a change  in the  price  of a  product will 

have  no  effect on the  quantity demanded at all.  The  percentage  

change  in quantity demanded would therefore  be  zero  and so  would 

the  value  on the  top  of the  PED  equation.  S ince  zero  divided by 

anything is  zero,  no  matter what the  percentage  change  in price,  the  

PED  value  will be  zero.  A demand curve  with a PED  value  of zero  is  

shown in Figure  4.1  and,  in this  case,  demand is  said to  be  perfectly 

inelasticit is  completely unresponsive  to  price  changes.  Whether 

price  is  P1 ,  P2 ,  or any other price,  the  quantity demanded will be  Q.

A PED  value  of infinity is  best explained by using a  diagram and the  

situation is  shown in Figure  4.2 .  In this  case,  demand is  said to  be  

perfectly elastic.  At the  price  P1 ,  the  demand curve  goes  on for ever 

and so  the  quantity demanded is  infinite.  However,  if price  is  raised 

above  P1 ,  even by the  smallest amount,  demand will fall to  zero,  an 

infinite  change.  Because  of this,  the  value  on the  top  of the  PED  

equation would be  infinity.  S ince  infinity divided by anything is  

infinity,  no  matter what the  percentage  change  in price,  the  PED  

value  will be  infinity.

As  stated before,  it must be  remembered that the  extreme values   

of PED  are  simply theoretical and there  are  no  single  products  that 

would possess  a  PED  value  of zero  or infinity.  Normal products   

have  values  of PED  between the  two and we  will now look at  

Figure 4.1  A perfectly inelastic demand 

curve
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Figure 4.2  A perfectly elastic demand  

curve
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those  values.  The  range  of values  of PED  is  normally split into   

three  categories.

1  Inelastic demand: The value of PED  is  less than one and greater than 

zero.  If a product has inelastic demand,  then a change in the price of 

the product leads to  a proportionally smaller change in the quantity 

demanded of it.  This means that if the price is  raised,  the quantity 

demanded will not fall by much in comparison,  and so the total 

revenue gained by the firm ( the number of units sold   the price of 

the product)  will increase.  This may be shown by an example.

  When the  price  of a  carton of strawberry yoghurt is  raised from  

$1  to  $1 .20,  the  firm finds  that quantity demanded per week falls  

from 1 2  000  cartons to  1 0  800  cartons.  Thus  a  20%  increase  in 

price  is  causing a 1 0%  fall in the  quantity demanded.  We can 

work out the  PED  by using the  equation:

PED      
%    in Quantity Demanded

   __________________________  
%    in Price

       
1 0%  _____ 
 20%

     0 .5

  As  we  can see,  the  PED  is  0 .5 ,  less  than one,  so  the  demand for 

the  yoghurt is  inelastic.  Before  the  price  increase,  the  total 

revenue  gained by the  firm was 1 2  000    $ 1    $ 1 2  000.  After the  

increase,  the  total revenue  becomes 1 0  800    $ 1 .20    $ 1 2  960.  

The  firm has  increased revenue  by raising the  price.  This  is  shown 

in Figure  4.3 .

  The  revenue  boxes  in the  diagram clearly show why a price  

increase  causes  an increase  in total revenue,  when the  demand for 

a  product is  inelastic.  In this  case,  before  the  price  rise,  the  firm 

was getting revenue  equal to  revenue  box b     revenue  box c .  

After the  price  increase,  the  firm loses  revenue  box c ,  because  

quantity demanded falls  to  1 0  800  cartons,  but gains  revenue  

box a ,  because  the  remaining cartons  are  now sold at $1 .20  each.  

S ince  revenue  box a  ( 1 0  800    0 .20    $2 ,1 60)  is  clearly larger 

than revenue  box c  ( 1 ,200    $ 1    $ 1 ,200) ,  the  firms  total 

revenue  rises  by $960.

  Thus,  if a  firm has  inelastic demand for its  product and wishes  to  

increase  total revenue,  it should raise  the  price  of the  product.

Figure 4.3  The demand  for strawberry 

yoghurt
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Student workpoint 4.1
Be a  th inkercalculate, i l lustrate, and  explain

A fi rm  producing decora tive  cand les  lowers  the  price  of 

one  of i ts  scen ted  cand les  from  $4  to  $3 .60  and  finds  

th a t the  weekly quan ti ty demanded  of the  cand les  goes  

up  from  600  per week to  630.

1   Ca lcu la te  the  percen tage  changes  in  price  and  

quan ti ty demanded .

2   Ca lcu la te  the  price  e la stici ty of demand  for the  

scen ted  cand les.

3   Ca lcu la te  the  change  in  tota l  revenue  th a t the  fi rm  

wi l l  experience  fo l lowing the  fa l l  i n  price.

4   Draw a  revenue  box  d iagram  to  i l lu stra te  the  

effect on  quan ti ty demanded  and  tota l  revenue  

fo l lowing the  price  change  for the  scen ted  cand le .

5   Was the  fi rm  sensib le  to  lower the  price  of the  

scen ted  cand les?  Exp la in  you r an swer.
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2  Elastic demand: The value  of PED  is  greater than one  and less  than 

infinity.  If a  product has  elastic demand,  then a change in the  price  

of the  product leads to  a  greater than proportionate  change  in the  

quantity demanded of it.  This  means that if price  is  raised,  the  

quantity demanded will fall by more  in comparison,  and so  the  

total revenue  gained by the  firm ( the  number of units  sold   the  

price  of the  product)  will fall.  This  may be  shown by an example.

  When the  price  of a  hot dog is  raised from $2  to  $2 .1 0,  a  hot dog 

seller finds  that quantity demanded per week falls  from 200  hot 

dogs  to  1 80  hot dogs.  Thus  a  5%  increase  in price  is  causing a 

1 0%  fall in the  quantity demanded.  We can work out the  PED   

by using the  equation:

PED      
%    in Quantity Demanded

   __________________________  
%    in Price

       
1 0%  _____ 
5%

     2

  As  we  can see,  the  PED  is  2 ,  greater than 1 ,  so  the  demand for the  

hot dog is  elastic.  Before  the  price  rise,  the  total revenue  gained by 

the  hot dog seller was  200    $2    $400.  After the  increase,  the  

total revenue  becomes 1 80    $2 .1 0    $378.  The  seller has  caused 

a fall in revenue  by raising the  price.  This  is  shown in Figure  4.4.

  The  revenue  boxes  in the  diagram clearly show why a price  

increase  causes  a  decrease  in total revenue,  when the  demand for 

a  product is  elastic.  In this  case,  before  the  price  rise,  the  hot dog 

seller was  earning revenue  equal to  revenue  box b     revenue  

box c .  After the  price  increase,  the  hot dog seller loses  revenue  

box c ,  because  quantity demanded falls  to  1 80  hot dogs,  but gains  

revenue  box a ,  because  the  remaining hot dogs  are  now sold at 

$2 .1 0  each.  S ince  revenue  box a  ( 1 80    $0.1 0    $ 1 8)  is  clearly 

smaller than revenue  box c  ( 20    $2    $40) ,  the  hot dog sellers  

total revenue  falls  by $22 .

  Thus,  if a  firm has  elastic demand for its  product and wishes  to  

increase  total revenue,  it should not raise  the  price  of the  product.

Figure 4.4 The demand for hot dogs
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Student workpoint 4.2
Be a  thinkercalculate, i l lustrate, and  explain

A p izzeria  lowers  the  price  of i ts  most popu la r takeaway 

p izza ,  the  M argheri ta ,  from  $5  to  $4 .50  and  finds  th a t 

the  weekly quan ti ty demanded  of the  p izzas  goes  up  

from  60  per week to  72 .

1   Ca lcu la te  the  percen tage  changes  in  price  and  

quan ti ty demanded .

2   Ca lcu la te  the  price  e la stici ty of demand  for  

the  p izzas.

3   Ca lcu la te  the  change  in  tota l  revenue  tha t the  

p izzeria  wi l l  experience  fo l lowing the  fa l l  i n  price.

4   Draw a  revenue  box  d iagram  to  i l lu stra te  the  

effect on  quan ti ty demanded  and  tota l  revenue  

fo l lowing the  price  change  for the  M argheri ta .

5   Was the  fi rm  sensib le  to  lower the  price  of the  

M a rgheri ta ?  Exp la in  you r answer.

3  Unit elastic demand: The value  of PED  is  equal to  one .  If a  product 

has  unit elastic demand,  then a change  in the  price  of the  product 

leads  to  a  proportionate,  opposite,  change  in the  quantity 

demanded of it.  This  means  that if price  is  raised by a  certain 
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percentage,  then the  quantity demanded will fall by the  same 

percentage,  and so  PED  is  equal to  1  and the  total revenue  gained 

by the  firm ( the  number of units  sold   the  price  of the  product)  

will not change.  A curve  that has  unit elasticity at every point is  

shown in Figure  4.5 .  It is  known as  a  rectangular hyperbola.

  The  rectangular hyperbola is  drawn in such a way that price  times  

quantity at any point is  constant.  This  means  that the  total of the  

revenue  boxes  always  have  the  same area and if the  revenue  

does  not change  when price  changes,  then PED  must be  unity.  

Thus,  in Figure  4.5 ,  the  two rectangles  a b  have  the  same area,  

and as  the  two rectangles  a b is  equal to  b c.

A mathematical  note about elasticity

It is  a  common mistake  for students  to  assume that elasticity is  a  

measure  of the  slope  of the  demand curve  and that the  value  is  

always  the  same at any point on the  curve.  This  is  not the  case.  For a  

straight- line,  downward-sloping demand curve,  the  value  of PED  falls  

as  price  falls.  This  is  shown in Figure  4.6 .

When price  falls  from $20  to  $1 8,  quantity demanded increases  from 

60  to  80  units.  Thus the  PED  value  is:

PED      
%  QD
 _______ 

%  P
       

33 .3%  _______ 
1 0%

     3 .3

The value of PED  is  3 .3 ,  elastic,  when we move from point a to  point b.

When price  falls  from $1 0  to  $8,  quantity demanded increases  from 

1 60  to  1 80  units.  Thus  the  PED  value  is:

PED      
%  QD
 _______ 

%  P
       

1 2 .5%  _______ 
 20%

     0 .625

The  value  of PED  is  0 .625 ,  inelastic,  when we  move  from point c to  

point d.

Thus we  can see  that the  value  of PED  falls  as  we  move  down a 

demand curve.  It is  logical that this  should happen.  Low-priced 

products  have  a  more  inelastic demand than high-priced products,  

because  consumers  are  less  concerned when the  price  of an 

inexpensive  product rises  than they are  when the  price  of an 

expensive  product rises.

Determinants of price elasticity of demand

Different products  will have  different values  for PED.  For example,  

the  demand for a  restaurant meal may have  a  PED  value  of 3 ,  i.e.   

it is  elastic,  whereas  the  demand for petrol may have  a  PED  value   

of 0 .4,  which is  inelastic.  What actually determines  the  value  of  

PED  for a  product?  There  are  a  number of determinants:

1   The number and closeness of substitutes:  The  number and closeness  

of substitutes  that are  available  is  certainly the  most important 

determinant of PED .  It is  fair to  say that the  more  substitutes  there  

are  for a  product,  the  more  elastic will be  the  demand for it.  Also,  

the  closer the  substitutes  available,  the  more  elastic will be  the  

demand.

Figure 4.5  A rectangular hyperbola,  

where PED   1  at every point
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  For example,  there  are  many different brands  of butter available  

on the  market and so  an increase  in the  price  of one  brand will 

lead to  a  large  number of customers  changing their demands to  

another brand.  Thus  the  demand for products  with lots  of 

substitutes,  such as  brands of household products,  types  of meat,  

and types  of fruit,  will tend to  have  elastic demand.

  Products  with few substitutes,  such as  oil,  will tend to  have  

relatively inelastic demand,  with the  demand falling relatively 

little  as  the  price  goes  up.

2   The necessity of the product and how widely the product is defined:  Food 

is  a  necessary product.  Indeed,  if we  do  not have  food,  then we 

will die,  so  it is  very necessary.  Thus  we would expect the  demand 

for food to  be  very inelastic,  which it is.  However,  if we  define  

food more  narrowly and consider meat,  we  would expect the  

demand to  be  less  inelastic,  since  there  are  many alternatives,  

such as  vegetables.  Once  again,  if we  then define  meat more  

narrowly and consider chicken,  beef,  lamb,  and pork,  we  could 

once  again reasonably assume that the  demand for each would be  

relatively elastic,  since  the  consumer can easily change  from one  

type  of meat to  another,  if the  price  of one  rises.  As  the  product is  

defined even more  narrowly,  into  chicken products  and then 

identical,  but branded,  chicken products,  demand becomes even 

more  elastic.  This  is  shown in Figure  4.7 .

Figure 4.7  Level  of definition
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  It is  worth remembering that for many goods,  necessity will 

change  from consumer to  consumer,  since  different people  have  

different tastes  and necessity is  often a subjective  view.

  For example,  in Malaysia,  chicken is  very popular among the  

population and so  the  demand for it is  less  elastic than it would be  

in Italy,  where  it is  not valued as  highly.

  Necessity may go  to  extremes when individuals  consider products  

to  be  very necessary ,  such as  habit- forming goods,  like  

cigarettes,  alcohol,  or hard drugs.  Such products  tend to  have  

inelastic demand.

3   The time period considered:  As  the  price  of a  product changes,  it often 

takes  time for consumers  to  change  their buying and consumption 

habits.  PED  thus  tends  to  be  more  inelastic in the  short term and 

then becomes more  elastic,  the  longer the  time period it is  

measured over.

  For example,  when heating oil prices  rose  sharply in Austria,  the  

demand for oil that winter changed by a  proportionately smaller 

amount than the  change  in price.  Demand was  relatively very 

inelastic,  since  people  did not really have  many alternative  

products  that they could switch to.  They still needed heating oil 

for their central heating.  However,  over the  next few years,  the  

demand for heating oil began to  fall as  people  started to  change  

their heating systems to  ones  that used gas,  coal,  or wood.  The  

PED,  when measured over a  longer time period,  was  certainly 

more  elastic.

Price elasticity of demand and taxation

Governments  need to  be  aware  of the  possible  consequences  when 

they impose  indirect taxes,  such as  sales  taxes,  on products.  If a  

government puts  a  tax on a product,  then its  price  will usually rise.  

(This  is  dealt with in more  detail in Chapter 5 . )  This  means that the  

quantity demanded of the  product in question is  likely to  fall and this  

will have  consequences  for employment in the  industry concerned.  

If the  demand for the  product is  very elastic,  then a price  increase  

as  a  result of the  imposition of a  tax on the  product will lead to  a  

relatively large  fall in the  demand for the  product.  This  means that 

the  demand for production workers  in the  industry is  likely to  fall 

significantly,  increasing unemployment in the  economy.

Student workpoint 4.3
Be a  thinkeridentify and  

explain

For each  of the  fo l lowing pa i rs  

of goods,  iden ti fy the  one  tha t 

you  wou ld  expect to  h ave  the  

h igher price  e la stici ty of 

demand  and  exp la in  you r 

cho ice  by referring to  a t least 

one  of the  determ inan ts  of 

e la stici ty.

1 Heineken  
beer

Beer

2 A prescription  
tablet to 
reduce blood  
pressure

A tablet 
to  reduce 
headache 
pa in

3 Milk Orange 
ju ice

Student Workpoint 4.4
Be a  thinkercalculate, consider, and  explain

Estim ates  based  on  stud ies  of the  U S  popu la tion  

suggest th a t a  1 0%  increase  in  the  price  of ciga rettes  

wou ld  reduce  overa l l  consumption  by adu l ts  by 3%   

to  5% .  The  same  1 0%  increase  wou ld  reduce  the  

consumption  by you ths  by 1 3%.

1   Ca lcu la te  the  price  e la stici ty of demand  for 

ciga rettes  among U S  adu l ts  and  among U S  you ths.

2   Suggest possib le  reasons  for the  d i fferen t 

m agn i tude  of e la stici ty between  the  two  groups.

3   Exp la in  two  possib le  reasons  why a  government 

wou ld  p la ce  a  ta x on  ciga rettes.
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Since  governments  are  not usually keen to  increase  unemployment,  

they normally place  taxes  on products  where  demand is  relatively 

inelastic,  so  that the  demand for the  product will not fall by a  

significant amount,  and will thus not lead to  high unemployment.

Cross elasticity of demand (XED)

Formula  and definition

Cross  elasticity of demand is  a  measure  of how much the  demand for 

a  product changes  when there  is  a  change  in the  price  of another 

product.  It is  usually calculated by using the  equation below:

 XED      
Percentage  change  in quantity demanded of product X

     _________________________________________________     
Percentage  change  in price  of product Y

  

For example,  the  owners  of a  pizza stand find that when their 

competitor,  a  hamburger stand,  lowers  the  price  of a  burger from $2  

to  $1 .80,  the  number of pizza slices  that they sell each week falls  

from 400  to  380,  because  of the  lower priced burger.  With this  

information,  we  can calculate  the  cross  elasticity of demand for the  

pizza slices  from the  stand.

1  The price  of the  competitors  burgers  has  fallen by 20  from an 

original price  of $2 ,  which is  a  change  of  1 0% .  This  is  calculated 

by the  equation

  
 20  _____ 
200

     1 00     1 0% .

2  The  quantity demanded of the  pizza  s lices  has  fallen by 2 0  from 

an original demand of 400,  which is  a  change  of  5% .  This  is  

calculated by the  equation

  
 20  _____ 
400

     1 00     5% .

3  If we  put the  two values  above  into  the  equation for XED,   

we  get   
 5%
 _______ 

 1 0%
  ,  which gives  a  value  of  0.5 .

The range of values for cross elasticity of demand

XED  explains  the  relationship  between products.  

Unlike  price  elasticity of demand,  where  the  vast 

majority of products  have  a  positive  value  for PED,  

the  value  of XED  may be  positive  or negative  and the  

sign is  important,  since  it tells  us  what the  

relationship  between the  two goods  in question is.

If the  value  of XED  is  positive,  then the  two goods in 

question may be  said to  be  substitutes  for each other.  

Products  that are  very close  substitutes  will have  a  

higher positive  value  than products  that are  not so  

close.  Two types  of margarine  may be  very close  

substitutes  in the  view of consumers  and so  a  rise  in 

the  price  of one  will lead to  a  significant fall in the  

demand for it and a large  increase  in the  demand for 

the  competitors  margarine.  Thus there  would be  a  

high positive  value  for XED.
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If the  value  of XED  is  negative,  then the  two goods  in question may 

be  said to  be  complements  for each other.  Products  that are  very close  

complements  will have  a  lower negative  value  than products  that are  

not so  close.  A computer gaming machine  and the  games that are  

played on it may be  very close  complements  for consumers.  A rise  in 

the  price  of the  gaming machine  may lead to  a  significant fall in the  

quantity demanded of it and so  a  large  fall in the  demand for the  

games.  Thus  there  would be  a  strong negative  value  for XED.

Some products,  such as  matchsticks  and houses,  are  not connected.  

Thus an increase  in the  price  of matchsticks  would have  no  effect 

on the  demand for housing and so  the  value  of XED  for the  two 

products  would be  zero.  We say that the  two goods are  unrelated.

Firms need to  be  aware  of the  XED  for the  products  that they 

produce.  It is  essential that firms are  aware  of the  possible  impact on 

the  demand for their products  that may arise  if there  is  a  change  in 

the  price  of a  close  rivals  products.  In the  same way,  they need to  be  

aware  of the  impact of any change  in price  that they make on the  

demand for their close  rivals  products.

In addition,  firms that produce  complementary products,  such as  

power tools  and accessories,  need to  be  aware  of the  effect that any 

price  change  they make on one  product might have  on the  demand 

for complementary products  that they also  produce.

Figure 4.8  XED values and  the strength  of the relationship between  products

XED  Va lue PositiveNega tive Zero

Relationsh ip Close

Substi tu tes

Close

Complements

Remote

Complements

Remote

Substi tu tes

Unrela ted

Products

Student workpoint 4.5
Be a  th inkercalculate  and  explain

Ligh t-Bites,  a  sandwich  shop,  finds  tha t when  i ts  riva l ,  Super-Snack,  

reduces the  price  of i ts  ch icken  wraps from  $5  to  $4.60,  the  demand  for 

Ligh t-Bites  sandwiches fa l ls  from  400 sandwiches a  week to  340  

sandwiches a  week.  In  add ition ,  Super-Snack  finds tha t fol lowing the  fa l l  

in  price  of their ch icken  wraps,  the  demand  for soft d rinks  rises  from  600  

cans to  630  cans  per week.

1   Ca lcu la te  the  cross  e la stici ty of demand  between  Ligh t-B i te  

sandwiches  and  Super-Snack  ch icken  wraps.

2   Exp la in  the  re la tionsh ip  above  in  terms  of cross  e la stici ty of demand .

3   Ca lcu la te  the  cross  e la stici ty of demand  between  Super-Snack  

sandwiches  and  the  Super-Snack  soft d rinks.

4   Exp la in  the  re la tionsh ip  above  in  terms  of cross  e la stici ty of demand .
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Income elasticity of demand (YED)

Formula  and definition

Income elasticity of demand is  a  measure  of how much the  demand 

for a  product changes  when there  is  a  change  in the  consumers  

income.  It is  usually calculated by using the  equation below:

 YED      
Percentage  change  in quantity demanded of the  product

     ___________________________________________________     
Percentage  change  in income of the  consumer

  

Take  an example.  A person has  an increase  in annual income from 

$60,000  per year to  $66,000.  She  then increases  her annual spending 

on holidays  from $2 ,500  to  $3 ,000.  With this  information,  we  can 

calculate  her income elasticity of demand for holidays.

1  Her income has  risen by $6,000  from an original income of 

$60,000,  which is  a  change  of  1 0% .  This  is  calculated by  

the  equation

  
 6,000
 _______ 

60  000
     1 00     1 0% .

2  The quantity demanded of holidays  has  increased by $500  from an 

original demand of $2 ,500,  which is  a  change  of  20% .  This  is  

calculated by the  equation

  
500  ______ 
2 ,500

     1 00     20% .

3  If we  put the  two values  above  into  the  equation for PED ,   

we  get   
 20%
 _______ 

 1 0%
  ,  which gives  a  value  of  2 .

The range of values for income elasticity of demand

Like  XED,  the  sign obtained from the  equation is  important.  In this  

case,  the  sign of YED  tells  us  whether the  product we  are  looking at is  

a  normal good or an inferior good.  Remember that the  demand for a  

normal good rises  as  income rises  and the  demand for an inferior 

good falls  as  income rises.

For normal goods,  the value of YED  is  positive,  i.e.  the demand increases  

as income increases.  If the percentage increase in quantity demanded is  

less than the percentage increase in income,  then a YED  value between 

zero and one is obtained and the demand is  said to be income-inelastic.  

If the percentage increase in quantity demanded is  greater than the  

percentage increase in income,  then a YED  value greater than one is  

obtained and the demand is said to be income-elastic.

Necessity goods  are  products  that have  low income elasticity.  The  

demand for them will change  very little  if income rises.  For example,  

the  demand for bread does  not increase  significantly as  income rises,  

because  people  feel that they already have  enough bread and so  will 

not increase  consumption.

Superior goods  are  products  that have  high income elasticity.  The  

demand for them changes  significantly if income rises.  As  people  

have  more  income and have  satisfied their needs,  they begin to  

purchase  products  that are  wants,  i.e.  non-essential,  in greater 

number.  For example,  the  demand for holidays in foreign countries  

is  likely to  be  income-elastic.
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For inferior goods,  the  value  of YED  is  negative,  because  the  demand 

decreases  as  income increases.  People  start to  switch their 

expenditure  from the  inferior goods that they had been buying to  

superior goods,  which they can now afford.  For example,  the  demand 

for inexpensive  j eans falls  as  income rises  because  people  switch to  

buying branded j eans.

An Engel Curve  shows the  relationship  between income and the  

demand for a  product over time.  It is  named after Ernst Engel,  a  

nineteenth-century German economist.  Such a curve  is  shown in 

Figure  4.9 .  We can see  that as  the  income in a  country rises  over 

time,  the  demand for potatoes  may increase,  then become constant,  

and then begin to  fall as  people  begin to  buy superior products  

instead,  such as  pasta.

Student workpoint 4.6
Be a  th inkercalculate  and  explain

A consumer h ad  an  in crease  in  in come,  fo l lowing a  sa la ry ri se,  from  

$80,000  per yea r to  $1 00  000  per yea r.  I n  the  fo l lowing yea r,  her 

expend i tu re  on  ho l idays  in creased  from  $8 ,000  to  $1 0  000,  her 

expend i tu re  on  gym  membersh ip  rema ined  the  same,  and  her 

expend i tu re  on  loca l ly produced  clothes  fe l l  from  $2 ,000  to  $1 ,500.

1   Calcu la te  her income elasticity of demand  for hol idays.

2   Exp la in  wha t the  va lue  of her in come  e la stici ty of demand  for 

ho l idays  means.

3   Ca lcu la te  her in come e la stici ty of demand  for gym  membersh ip .

4    Exp la in  wha t the  va lue  of her in come  e la stici ty of demand  for gym  

membersh ip  means.

5   Ca lcu la te  her in come e la stici ty of demand  for loca l ly produced  

clothes.

6  Exp la in  wha t the  va lue  of her in come  e la stici ty of demand  for loca l ly 

produced  clothes  means.

Figure 4.9  An  Engel  Curve showing the 

relationship between  income and  the 

demand  for potatoes
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Elasticity of supply
Price elasticity of supply (PES)

Formula  and definition

Price  elasticity of supply is  a  measure  of how much the  supply of a  

product changes  when there  is  a  change  in the  price  of the  product.  

It is  usually calculated by using the  equation below.

PES      
Percentage  change  in quantity supplied of the  product

     _________________________________________________     
Percentage  change  in price  of the  product

  

For example,  a  publishing firm realises  that they can now sell their 

monthly magazine  for $5 .50  instead of $5 .00.  In light of this,  they 

increase  their supply from 200  000  to  230  000  magazines  per month.  

With this  information,  we  can calculate  the  price  elasticity of supply 

for the  magazine in question.
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1  The price  has  risen by 50  from an original price  of $5 ,  which is  a  

change  of  1 0% .  This  is  calculated by the  equation

  
50  ____ 
500

     1 00    1 0% .

2  The quantity supplied has  increased by 30,000  from an original 

supply of 200,000,  which is  a  change  of 1 5% .  This  is  calculated by 

the  equation

  
30  000  ________ 
200  000

     1 00    1 5% .

3  If we  put the  two values  above  into  the  equation for PES ,   

we  get   
1 5%
 _____ 

1 0%
  ,  which gives  a  value  of 1 .5 .

4  The value  of PES  will almost always  be  positive.

The range of values of price elasticity of supply

The possible  range  of values  for price  elasticity of supply usually goes  

from zero  to  infinity.  Unlike  PED,  we  will come across  examples  of 

both extreme values  as  we  continue  our study of economics.

If PES  is  equal to  zero,  then a change  in the  price  of a  product will 

have  no  effect on the  quantity supplied at all.  Thus the  percentage  

change  in quantity supplied would be  zero  and so  would the  value  

on the  top  of the  PES  equation.  S ince  zero  divided by anything is  

zero,  no  matter what the  percentage  change  in price,  the  PES  value  

will be  zero.  A supply curve  with a value  of zero  is  shown in Figure  

4.1 0  and,  in this  case,  supply is  said to  be  perfectly inelasticit is  

completely unresponsive  to  price  changes.  Whether price  is  P1 ,  P2 ,  or 

any other price,  the  quantity supplied will be  Q.

In the  very short run,  sometimes  known as  the  immediate  time 

period,  it is  impossible  for firms to  increase  their supply straight away,  

no  matter what happens  to  price,  and so  the  supply curve  would look 

like  the  one  in Figure  4.1 0,  until new factors  of production could be  

employed.  Thus  a  perfectly inelastic supply curve  is  a  possibility.

A PES  value  of infinity is  best explained by using a  diagram and the  

situation is  shown in Figure  4.1 1 .  In this  case,  supply is  said to  be  

perfectly elastic.  At the  price  P1 ,  the  supply curve  goes  on forever and 

so  the  quantity supplied is  infinite.  However,  if price  falls  below P1 ,  

even by the  smallest amount,  supply will fall to  zero,  an infinite  

change.  Because  of this,  the  value  on the  top  of the  PES  equation 

would be  infinity.  S ince  infinity divided by anything is  infinity,  no  

matter what the  percentage  change  in price,  the  PES  value  will be  

infinity.

In international trade,  it is  often assumed that the  supply of 

commodities,  such as  wheat,  available  to  a  country for import is  

infinite.  The  consumers  in the  country can have  all that they want as  

long as  they are  prepared to  pay the  current world market price.  Thus 

the  market in the  country will have  a  world supply  curve  that is  

perfectly elastic at the  current world market price.  (We will deal with 

this  in more  detail in Chapter 22 . )

Figure 4.1 0 A perfectly inelastic  

supply curve

S

P
ri
ce

 o
f 
p
ro

d
u
ct
 (
$
)

P1

P2

0 Q

Quantity suppl ied  of product

Figure 4.11  A perfectly elastic  

supply curve
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Normal products  have  values  between zero  and infinity and we will 

now look at those  values.  The  range  of values  of PES  is  normally split 

into  three  categories:

1   Inelastic supply:  The  value  of PES  is  less  than one  and greater than 
zero.  If a  product has  inelastic supply,  then a change  in the  price  of 

the  product leads  to  a  less  than proportionate  change  in the  

quantity supplied of it,  and so  the  value  of PES  is  greater than zero  

and less  than one.

2   Elastic supply:  The  value  of PES  is  greater than one  and less  than 
infinity.  If a  product has  elastic supply,  then a change  in the  price  

of the  product leads  to  a  greater than proportionate  change  in the  

quantity supplied of it,  and so  the  value  of PES  is  greater than one  

and less  than infinity.

3   Unit elastic supply:  The  value  of PES  is  equal to  one.  If a  product has  

unit elastic supply,  then a change  in the  price  of the  product leads  

to  a  proportionate  change  in the  quantity supplied of it and so  the  

value  of PES  is  equal to  one.

Examples  of supply curves  with different values  of PES  are  shown in 

Figure  4.1 2 .

In Figure  4.1 2 ,  curves  S 1  and S 2  have  a  PES  value  of one  along their 

entire  length.  This  is  because  the  percentage  change  in price  is  

always  equal to  the  percentage  change  in quantity supplied.  For 

mathematical reasons,  it is  correct to  say that any straight- line  supply 

curve,  passing through the  origin,  has  an elasticity of supply of one.

Curve  S3  has  a  PES  value  of less  than one  along its  entire  length.  This  

is  because  the  percentage  change  in price  is  always greater than the  

percentage  change  in quantity supplied.  For mathematical reasons,  it 

is  correct to  say that any straight- line  supply curve  starting from the  

x-axis  has  a  PES  value  less  than one.

Curve  S4  has  a  PES  value  of greater than one  along its  entire  length.  

This  is  because  the  percentage  change  in quantity supplied is  always 

greater than the  percentage  change  in price.  For mathematical 

reasons,  it is  correct to  say that any straight- line  supply curve  starting 

from the  y-axis  has  a  PES  value  greater than one.

Determinants of price elasticity of supply

Different products  will have  different values  for PES.  For example,  

the  supply of cans of a  soft drink may have  a  PES  value  of 2 ,  i. e.  the  

supply is  elastic,  whereas  the  supply of electricity may have  a  PES  

value  of 0 .5 ,  which is  inelastic.  What actually determines the  value  of 

PES  for a  product?  There  are  a  number of determinants:

1  How much costs rise as output is increased:  If total costs  rise  significantly 

as  a producer attempts to  increase supply then it is  likely that the  

producer will not raise  the  supply and so  the elasticity of supply for 

the product will be  relatively inelastic.  It would take large  price  

rises  to  make increasing the  supply worthwhile.

  If,  however,  total costs  do  not rise  significantly then the  producer 

will raise  the  quantity supplied and take advantage of the low 

increase  in costs  to  benefit from the higher prices,  thus making 

Student workpoint 4.7
Be a  thinkerillustrate, 

explain, and  calculate

A firm  producing stuffed  toys  

experiences an  increase in  the  

demand  for i ts  ma in  product,  a  

cudd ly dog,  because of an  

increase in  i ts  popu larity.  The  

price  of the  toy rises from  $1 5  

to  $1 8 .  In  response,  the  firm  

increases i ts  output of the  toy 

from  5 ,000 per week to  5 ,500  

per week.

1   Using a  demand  and  

supply d iagram ,  exp la in  

why the  price  of the  toy 

dog h a s  in creased .

2  Ca lcu la te  the  e la stici ty of 

supply for the  toy dog.

Figure 4.1 2  Supply curves with  d ifferent 

va lues of PES
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more profits.  Total costs  will not rise  significantly if the  costs  of 

factor inputs do not increase  quickly as  the  firm uses more of them.

  There  are  a  number of factors  that assist in preventing a significant 

rise  in costs,  such as:

  a)  The  existence  of unused capacity

 If a  firm has  a  lot of unused capacity,  i.e.  if it has  significant 

productive  resources  that are  not being fully used,  then it will 

be  able  to  increase  output easily and without great cost 

increases.  In this  case  the  elasticity of supply for the  product 

will be  relatively high.

 If a  firm is  producing at capacity then it is  difficult to  increase  

supply without a  significant increase  in productive  resources,  

which will be  expensive.  It is  therefore  unlikely that the  firm 

will increase  supply.  PES  will be  relatively inelastic.

  b)  The  mobility of factors  of production

 If factors of production are  easily moved from one productive use  

to  another then PES  will be  relatively elastic.  For example,  if it is  

easy to  shift production from manufacturing one litre plastic 

bottles to  manufacturing two litre plastic bottles,  when the price  

of two litre  bottles goes up,  then the extra cost of switching to  the  

larger bottles will not be great and the change will take place.  

2  The time period considered:  The  amount of time over which PES  is  

measured will affect its  value.  In general terms the  longer the  time 

period considered the  more  elastic the  supply will be.

  In the  immediate  time period firms are  not really able  to  increase  

their supply very much,  if at all,  if price  increases,  since  they 

cannot immediately increase  the  number of factors  of production 

that they employ.  The  value  of PES  will be  very inelastic.

  In the  short run firms may be  able  to  increase  the  quantity of some 

of the  factors  that they employ,  such as  raw materials  and labour,  

but they may not be  able  to  increase  all of their factors,  such as  the  

number of machines that they use  or the  size  of their factory.  The 

value of PES  will be  more elastic than the  immediate  time period.

  In the  long run firms may be  able  to  increase  the  quantity of all of 

the  factors  that they employ and so  the  value  of PES  will be  much 

more  elastic.  We will look at time periods  and production in much 

more  detail in Chapter 6 .

3  The ability to  store stock: If a  firm is  able  to  store  high levels  of stock 

( inventories)  of their product,  then they will be  able  to  react to  

price  increases  with swift supply increases  and so  the  PES  for the  

product will be  relatively elastic.

Primary commodities
Price elasticity of demand for commodities
Commodities  (or primary commodities)  is  another word for raw 

materials,  such as  cotton or coffee.  Such products  tend to  have  

inelastic demand as  they are  necessities  to  the  consumers  who buy 
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them and they have  few or no  substitutes.  We must remember that 

the  consumers  of primary commodities  tend to  be  manufacturing 

industries  which process  the  raw material into  finished products.  For 

example,  if there  is  an increase  in the  price  of green coffee  ( raw 

coffee  beans) ,  then the  coffee  processing companies  who buy the  

green coffee  to  make instant coffee  for consumers  have  little  choice  

but to  continue buying the  coffee,  and thus  the  quantity demanded 

will fall by a  proportionately smaller amount.  S imilarly,  if there  were  

to  be  a  decrease  in the  price  of green coffee  the  processing companies  

would not want proportionately more  coffee  as  their production 

targets  would already have  been set and they have  no  use  for further 

inputs,  regardless  of the  price.

On the  other hand,  demand for manufactured goods tends  to  be  more  

elastic as  there  are  many more  substitutes  available  to  consumers.

Price elasticity of supply for commodities
Commodities  tend to  have  inelastic supply as  a  change  in price  

cannot lead to  a  proportionately large  increase  in quantity supplied.  

For example,  if there  were  to  be  an increase  in the  demand for cocoa,  

and therefore  an increase  in the  price  of cocoa,  producers  would be  

unable  to  respond with a proportionate  increase  in the  quantity as  it 

takes  time to  grow the  cocoa and/or it takes  time to  re-allocate  

resources  to  the  production of cocoa.  S imilarly,  if there  were  to  be  a  

fall in the  price  of cocoa then the  quantity supplied would not adjust 

accordingly as  the  cocoa crop  might already have  been harvested.

On the  other hand,  the  supply of manufactured goods  tends  to  be  

more  elastic as  it is  easier to  increase  or decrease  quantity supplied in 

response  to  a  change  in price.  

The  combination of relatively inelastic demand and inelastic supply 

for commodities  means that any changes  in the  demand or supply of 

a  commodity will result in large  swings  in prices.  Take  a  look at the  

article  on copper prices  in Chapter 3 .  According to  the  text the  price  

of copper in April 201 0  was  around $8,000  per tonne,  which was  the  

highest price  since  August 2008.  The  previous  year the  price  had 

reached a  low of $3 ,000  per tonne.  Thus,  within two  years,  there  

were  fluctuations  in price  (up  or down)  of more  than 1 50% .  Part of 

the  reason for the  large  fluctuations  lies  in the  low elasticities  of 

supply and demand.  In the  case  of an industrial commodity such as  

copper the  supply is  inelastic due  to  the  high costs  and time  involved 

in changing supply when price  changes.

As you can see  in Figure  4.1 3 ,  a  change  in demand will result in 

changing prices  for copper.  In the  case  of copper and the  article  in 

Chapter 3  the  increase  in demand,  largely due  to  demand from 

China,  resulted in a  shift in demand from D1  to  D2 .  The  resulting 

change  in price  of $5 ,000  per tonne in one  year is  very large.  But,  

as  the  article  implies,  what goes  up  also  comes down!  For copper 

producers  the  upswings in price  might be  very good in terms of 

generating large  revenue gains  but the  same producers  are  very 

vulnerable  to  the  inevitable  downswings in prices.  The  volatility of 

commodity prices  and the  vulnerability of commodity producers  is  a  

topic that we  shall return to  later in the  companion.
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Figure 4.1 3  The market for copper
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EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1   With  the help of examples,  expla in  the determinants of  

price elastici ty of demand.  [1 0 marks]

2  A businessperson  wants to increase her revenues.  Using  

appropriate d iagrams,  expla in  why knowledge of price  

elastici ty of demand  would  be useful .  [1 0 marks]

3  With  the help of examples,  expla in  the concept of  

cross elastici ty of demand.  [1 0 marks]

4  With  the help of examples,  expla in  the determinants of  

price elastici ty of supply.  [1 0 marks]

5  Using income elastici ty of demand,  expla in  the d i fference 

between  normal ,  necessi ty,  and  inferior goods.  [1 0 marks]

Paper 1 , essay question

1  a  Expla in  the concept of elastici ty of demand.  [1 0 marks]

 b  Discuss why i t may be important for a  rm  to have a   

knowledge of price elastici ty of demand.  [1 5 marks]

Headl ine:  Pharmaceut i ca l  g i an t  Pa l ado l  m i sjudges  i ts  market  b y  

ra i si ng  the  pr i ce  on  i ts  best- sel l i ng  h eadache  rel i ef tabl et.

Economics  concept:  PED,  substi tute  goods,  XED.

Diagram:  Revenue  box  d i agram .

Hint:  What  do  you  th i nk  Pa l ado l  was  assum i ng  about  th e  el a st i c i ty  o f 

demand  for  i ts  tabl et?  W ho  m i ght  ga i n  from  th i s  deci si on?

You be the journ
alist

Assessment advice: using the language of economics

Whenever you  a re  d iscussing any type  of e lastici ty in  an  exam ina tion  question ,  

you  must try to  be  very precise  with  language.  E la stici ty measures  the  

responsiveness  of change,  and  i t i s  the  percen tage  change  or proportiona te  

change  tha t i s  s ign i fican t.  N ever say th a t a  sma l l  change  in  price  (or in come)  

causes  a  l a rge  change  in  the  quan ti ty.  Be  specificsay tha t a  given  price  change  

causes  a  proportiona tely sma l ler (or proportiona tely la rger)  change  in  quan ti ty.  

Or say tha t a  given  percen tage  change  in  price  leads  to  a  sma l ler (or la rger)  

percentage  change  in  quan ti ty.  Or you  cou ld  give  va lues.  For example,  say th a t a  

1 0%  increase  in  price  leads  to  a  change  in  quan ti ty tha t i s  grea ter (or less)  than  

1 0%.  The  ad jectives  sma l l   and  b ig  a re  ju st too  imprecise.

Assessment advice: essay questions

The  fi rst exam ina tion  paper you  wi l l  wri te  in  your fina l  I B  D ip loma  Programme 

econom ics  exam  wi l l  be  the  essay paper,  Paper 1 .  You  wi l l  find  more  in formation  

about th is  paper in  Chapter 34,  bu t we  in troduce  you  to  the  topic here.  Paper 1  

consists  of two  sections  and  you  wi l l  wri te  two  essays  in  tota l .  Section  A wi l l  be  

based  predom inan tly on  m icroeconom ic theory and  section  B  wi l l  be  based  

predom inan tly on  macroeconom ic theory.  Each  question  has  a  pa rt (a ) ,  worth  
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1 0  marks,  and  a  pa rt (b)  worth  1 5  marks.  You  wi l l  h ave  90  m inu tes  for th is  

paper so  the  assumption  is  tha t you  wi l l  take  45  m inu tes  for your 

m icroeconom ics  essay and  45  m inu tes  for your m acroeconom ics  essay.

In  pa rt (a )  you  wi l l  be  expected  to  define  key term s,  provide  examples  and  

i l lu stra te  the  theory wi th  an  appropria te  d iagram .  Remember to  u se  the  d iagram  

in  you r an swer.  Don t ju st stick i t on  a t the  end !

Pa rt (b)  in vi tes  you  to  u se  the  ski l l  of eva lua tion ,  wh ich  essen tia l ly means  

m aking reasoned  eva lua tion  in clud ing evaluate ,  discuss ,  to  what extent ,  

compare ,  contrast ,  compare and contrast ,  examine  and   justify .  Eva lua tion  

i s  a  h igher order ski l l  a nd  one  tha t you  wi l l  practice  a  grea t dea l .  I t  i s  a  process  

th a t in volves  the  ca refu l  considera tion  of a  top ic or i ssue  wi th  a  view to  form ing 

a  ba lanced  conclusion .

I t i s  importan t to  note  tha t wh i le  an  essay question  m igh t be  ba sed  on  

m icroeconom ic theory i t wi l l  in evi tab ly bring in  other sections  of the  syl labus.  

For example ,  consider the  essay question  Eva lua te  the  s ign i ficance  of low 

e la stici ties  of demand  and  supply of prim ary commod ities  for producers  of such  

goods .  Wh i le  th is  question  u sed  the  core  theory of e la stici ties,  wh ich  i s  a  

m icroeconom ics  concept,  i t  i s  a l so  concerned  wi th  the  effect on  prim ary 

commod ity producers.

For the  question  given  above,  where  you  a re  a sked  to  d iscuss  why i t m ay be  

importan t for a  fi rm  to  h ave  a  knowledge  of price  e la stici ty of demand ,  you  

wou ld  h ave  to  ju sti fy you r exp lana tion  wi th  the  developmen t of appropria te  

theory.  An  expression  such  a s  The most important reason  why a firm would wish  

to  have knowledge of price elasticity of demand is .  .  .  because .  .  .    wou ld  be  

appropria te .  Th is  wou ld  show tha t you  h ave  come  to  a  reasoned  decision  and  

then  offered  an  exp lana tion  u s ing econom ic theory.
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Indirect taxes, subsidies, and price controls

By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

 define  and  g ive  examples  of a n  ind irect ta x

 expla in  the  d i fference  between  a  speci fic ta x and  a  percen tage  ta x

 expla in  the  importance  of e la stici ty in  understand ing the  effect of a  

speci fic ta x on  the  demand  for,  a nd  supply of,  a  product

 expla in  how the  imposi tion  of an  ind i rect ta x m ay a ffect consumers,  

producers,  and  the  government

HL expla in  the  s ign i ficance  of the  e la stici ty of demand  and  supply in  

a ssessing the  in cidence  of a n  ind i rect ta x

HL  using equa tions  of l inea r functions,  show and  exp la in  the  effects  of 

ind i rect (speci fic)  ta xes  on  a  m arket

HL  i l lu stra te  and  ca lcu la te  how the  in cidence  of ta x d i ffers  for 

consumers,  producers  and  the  governmen t

HL  using equa tions  of l inea r functions,  show and  exp la in  the  effects  of 

subsid ies  on  a  m arket

HL  ca lcu la te  the  effects  of m in imum  and  m a ximum  prices  from  

d iagrams

 define  a  subsidy

 expla in  how the  gran ting of a  subsidy m ay a ffect consumers,  

producers,  and  the  government

 expla in ,  d istingu ish  between ,  i l lu stra te  and  g ive  examples  of 

m a ximum  and  m in imum  price  con tro ls

 d iscuss  the  consequences  of price  con tro ls  on  the  stakeholders  in  

a  m arket.

When governments  impose  taxes  on products,  or give  subsidies  to  

firms,  there  are  bound to  be  effects  upon demand and supply and we 

now need to  consider those  possible  effects  and how they are  

influenced by the  relative  price  elasticities  for the  product.

The effect of an indirect tax on the demand for, and supply of,  
a  product
An indirect tax is  one  imposed upon expenditure.  It is  placed upon 

the  selling price  of a  product,  so  it raises  the  firms  costs  and shifts  the  

supply curve  for the  product vertically upwards  by the  amount of the  

tax.  Because  of this  shift,  less  product will be  supplied at every price.

There  are  two types  of indirect taxes  to  consider:

1   A specific tax:  This  is  a  specific,  or fixed,  amount of tax that is  

imposed upon a product,  for example,  a  tax of $1  per unit.   

It thus  has  the  effect of shifting the  supply curve  vertically 

upwards by the  amount of the  tax,  in this  case,  by $1 .  This   

is  shown in Figure  5 .1 (a) .  S  is  the  original supply curve  and S tax 

is  the  curve  after the  tax is  imposed.

(a)  A  specific tax
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Figure 5.1  The effect on  a  supply curve 

of d ifferent types of indirect taxes
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2   A percentage tax (also known as an  ad valorem tax):  This  is  where  the  

tax is  a  percentage  of the  selling price  and so  the  supply curve  will 

shift as  shown in Figure  5 .1 (b) .  It is  clear from this  that the  gap  

between S 1  and S tax will get bigger as  the  price  of the  product 

rises.  If the  percentage  tax is  20% ,  then at a  price  of $5 ,  the  tax 

on the  product will be  $1 .  If the  price  of the  product is  $1 0,  

then the  tax becomes $2 .  The  gap  between the  supply curves  

widens  because  it is  a  percentage  tax.

When an indirect tax is  imposed on a product,  we  need to  

consider what the  effect will be  on consumers,  producers,  the  

government,  and the  market as  a  whole.  In order to  do  that,  

add the  demand curve  to  the  graph and consider the  

following questions.

 What will happen to  the  price  that the  consumers  pay?

 What will happen to  the  amount received by the  

producer?

 How much tax will the  government receive?

 What will happen to  the  size  of the  market,  and so  

employment?

If we  take  a  normal demand and supply curve  and then 

assume that the  government imposes  a  specific tax on a 

product,  we  get the  diagrams  shown in Figure  5 .2 (a) ,  ( b) ,  

and ( c) .

The market is  in equilibrium,  with Qe  being supplied and 

demanded at a  price  of Pe.  After the  tax of XY per unit is  

imposed,  the  supply curve shifts  vertically upwards  from S 1  to  

S 1 tax.  The  producers  would like  to  raise  the  price  to  P2  and 

so  pass  on all of the  cost of the  tax to  the  consumers.  

However,  as  we  can see  in Figure  5 .2 (a) ,  at that price,  there  is  

an excess  supply and so  price  has  to  fall until  

a  new equilibrium is  reached,  which is  at a  price  of P1 ,  where  

Q1  is  both demanded and supplied.

We can now address  the  questions  that we  asked previously.  

From Figure  5 .2 (a) ,  we  can see  that the  price  of the  product 

for the  consumers  rises  from Pe  to  P1 ,  which is  their share  of 

the  tax,  and is  about half of the  whole  tax of XY.  Producers  

now receive  C  per unit,  after paying the  tax of XY to  the  

government.  Thus they contribute  the  rest of the  tax,  PeC  per 

unit.  The  revenue for producers  falls  from 0PeWQe to  0CYQ1 .  

This  is  shown in the  blue  striped section in the  diagram.

From Figure  5 .2 (b) ,  we  can see  that the  government will receive  tax 

revenue equal to  CP1XY and that the  market falls  in size  from one  

producing Qe  units  to  one  producing Q1  units.  This  may well have  

implications  for the  level of employment in the  market,  as  firms 

might employ fewer people.

Figure  5 .2 (c)  shows us  that,  in this  case,  the  burden of the  indirect tax 

is  shared fairly evenly between the consumers  and the  producers.
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However,  the  share  of the  tax burden for consumers  and producers  

will vary with the  relative  values  of price  elasticity of demand and 

supply for the  product,  as  will government revenue,  and the  effect  

on the  size  of the  market.

Let us  look at two different situations.  In the  first case,  consider a 

market where  the  price  elasticity of demand is  relatively elastic and 

the  price  elasticity of supply is  relatively inelastic,  i.e.  where  the  value 

of PED  is  greater than the  value of PES.  This  is  shown in Figure  5 .3 .

The  market is  in equilibrium with Qe  being supplied and demanded 

at a  price  of Pe.  After the  tax of XY per unit is  imposed,  the  supply 

curve  shifts  vertically upwards  from S 1  to  S 1  tax.  The  producers  

would like  to  raise  the  price  to  P2  and so  pass  on all of the  cost of the  

tax to  the  consumers.  

However,  at that price,  there  is  an excess  supply and so  price  has  to  

fall until a  new equilibrium is  reached,  which is  at a  price  of P1 ,  

where  Q1  is  both demanded and supplied.

However,  in this  case,  the producers cannot pass  on a lot of the  

burden of the  tax,  because  demand is  very elastic and too  many of the  

consumers would stop buying the  product.  Thus the  producers  have 

to  bear most of the burden of the  tax themselves.  The price  of the  

product for the  consumers rises  just a little  from Pe  to  P1 .  Producers  

now receive  C  per unit,  after paying the  tax of XY to  the government.  

Thus they contribute  the  majority of the  tax,  PeC  per unit.  The 

income of producers  falls  a  great deal,  from 0PeWQe to  0CYQ1 .  The 

consumers  share  of the  tax is  PeP1XZ.  The government will receive  

high tax revenue equal to  CP1XY and the  market falls  in size  from one 

producing Qe  units  to  one producing Q1  units.  This  will once again 

have implications for the  level of employment in the  market.

In this  case,  the  burden of the  indirect tax is  much heavier on the  

producers  than on the  consumers.  This  is  because  of the  difference  in 

the  values  of the  elasticities.

In the  second case,  consider a  market where  the  price  elasticity of 

demand is  relatively inelastic and the  price  elasticity of supply is  

relatively elastic,  i.e.  where  the  value  of PED  is  less  than the  value  of 

PES .  This  is  shown in Figure  5 .4.

The  market is  in equilibrium with Qe  being supplied and demanded 

at a  price  of Pe.  After the  tax of XY per unit is  imposed,  the  supply 

curve  shifts  vertically upwards  from S 1  to  S 1 tax.  The  producers  

would like  to  raise  the  price  to  P2  and so  pass  on all of the  cost of the  

tax to  the  consumers.  However,  at that price,  there  is  an excess  

Figure 5.4  The imposition  of a  specific 

tax on  a  product where PED is less  

than  PES
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Student workpoint 5.1

Be an  inquirer 

Resea rch  ciga rette  ta xes  in  a  coun try or region  of you r 

choice.  Consider the  fo l lowing:

 How much  i s  the  ta x on  a  package  of ciga rettes? 

 Has  the  ta x changed  over recen t years? I f so ,  why?

 I s  there  an  in crease  or decrease  

in  the  ta x?

 Who benefi ts  and  who  su ffers  

from  the  ta x?
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supply and so  price  has  to  fall until a  new equilibrium is  reached,  

which is  at a  price  of P1 ,  where  Q1  is  both demanded and supplied.

In this case,  the producers can pass on a lot of the burden of the tax,  

because demand is  fairly inelastic and few of the consumers would 

stop buying the product.  Thus the consumers have most of the burden 

of the tax passed on to  them.  The price  of the product for the  

consumers rises  substantially from Pe  to  P1 .  Thus they contribute the  

majority of the tax,  P1Pe  per unit.  Producers now receive C  per unit,  

after paying the tax of XY to  the government.  The income of producers  

falls  a small amount,  from 0PeWQe to  0CYQ1 .  The government will 

receive high tax revenue equal to  CP1XY and the market falls  in size  

from one producing Qe  units to  one producing Q1  units.  This will once  

again have implications for the level of employment in the market.

In this  case,  the  burden of the  indirect tax is  much heavier on the  

consumers  than on the  producers.  We can use  the  examples  above  to  

derive  a  set of rules  relating to  the  incidence  of indirect taxes  on 

producers  and consumers:

1   Where  the  value  of PED  is  equal to  the  value  of PES  for a  product,  

then the  burden of any tax imposed will be  shared equally 

between the  consumers  and producers  of the  product.

2   Where  the  value  of PED  is  greater than the  value  of PES  for a  

product,  then the  burden of any tax imposed will be  greater on 

the  producers  of the  product than on the  consumers.

3   Where  the  value  of PED  is  less  than the  value  of PES  for a  

product,  then the  burden of any tax imposed will be  greater on 

the  consumers  of the  product than on the  producers.

This is  why governments tend to  place indirect taxes on products  that 

have relatively inelastic demand,  such as alcohol and cigarettes.  By 

doing this,  demand changes by a proportionately smaller amount than 

the change in price and so the government will gain high revenue and 

yet not cause a large fall in employment.  You should be  able  to  think of 

some other good reasons why governments put taxes on such goods.  

These will be  addressed further when we study macroeconomics.

Student workpoint 5.2

Be a  thinkerillustrate and  explain

1   A product h as  re la tively inela stic demand  and  a lso  

re la tively ine la stic  supply.  D raw a  d iagram  to  show  

th is  a nd  then  show the  effect of the  imposi tion  of a  

percentage tax  on  the  product.  Label  the  d iagram  

ca refu l ly a nd  sta te  the  a reas  correspond ing to :

 a  the  origina l  revenue  of the  producer

 b   the  revenue  of the  producer a fter the  ta x  

i s  imposed

 c  the  ta x revenue  received  by the  government

 d  the  amoun t of the  ta x pa id  by the  consumers

 e  the  amoun t of the  ta x pa id  by the  producers.

  Wou ld  i t  be  sensib le  for a  government to  ta x a  

product wi th  such  e la stici ties?  Exp la in  you r an swer.

  2    A product h as  re la tive ly e la stic  demand  and  a lso  

re la tively e la stic supply.  D raw a  d iagram  to  show th is  

a nd  then  show the  effect of the  imposi tion  of a  

specific tax  on  the  product.  Label  the  d iagram  

ca refu l ly and  sta te  the  a reas  correspond ing to :

 a  the  orig ina l  revenue  of the  producer.

 b   the  revenue  of the  producer a fter the  ta x  

i s  imposed

 c  the  ta x revenue  received  by the  government

 d  the  amoun t of the  ta x pa id  by the  consumers

 e  the  amoun t of the  ta x pa id  by the  producers.

  Wou ld  i t  be  sensib le  for a  government to  ta x a  

product wi th  such  e la stici ties? Exp la in  you r an swer.
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Assessment Advice

I n  H L paper 3  you  may be  a sked  to  p lot demand  and  

supply cu rves  from  l inea r functions  and  then  i l lu stra te  and  

ca lcu la te  the  effects  of the  imposi tion  of an  ind i rect ta x on  

the  m arket in  term s  of price,  quan ti ty,  consumer 

expend itu re ,  producer revenue,  government revenue,  

consumer su rp lu s,  or producer su rp lus.  You  m ay a lso  be  

a sked  to  exp la in  any of the  above  changes  or ca lcu la tions.

Here  i s  an  example  of the  kinds  of questions  th a t you  m ay 

fa ce  and  suggested  responses.

Let us assume that a  product has the demand  function  and  

supply function  shown  below:

 QD   2 ,000    200P

 QS    400    400P

1   G raph  and  l abel  the  demand  and  supply cu rves  when  

prices  a re  $0 ,  $1 ,  $2 ,  $3 ,  $4 ,  $5 ,  and  $6 .

2  I den ti fy:  

 a  the  equ i l ibrium  price

 b  the  equ i l ibrium  quan ti ty bough t and  so ld .

A speci fic ta x of $1 .50  i s  p laced  upon  the  product.

3   Draw and  label  a  new curve  to  show the  effect of the  

imposition  of the  specific ta x.

4  I d en ti fy:

 a  the  new equ i l ibrium  price

  b   the  new equ i l ibrium  quan ti ty bough t and  so ld

5  Ca lcu la te  the  government revenue  from  the  ta x.

6  Ca lcu la te  the  amoun t of ta x pa id  by:

 a  consumers

 b  p roducers

7   I l l u stra te  the  a rea  showing the  loss  of consumer and  

producer su rp lus.

8   Exp la in  why the  consumers  bea r more  of the  bu rden  of 

ta x th an  the  producers.

The  requ i red  d iagram  is  shown  below:

D  (QD  = 2 ,000    200P)

S  (QS  = 400  +  400P)

S  +  $1 .50

ind irect ta x

6

5

4

3

3 .5

2

1

P
ri
ce

 (
$
)

2 ,0001 ,6001 ,2001 ,0008004000

Quantity

Loss of
consumer
and  producer
surplus

The  equ i l ibrium  price  and  quan ti ty bough t and  so ld  a re  

shown  a s  $4  and  1 ,200  un i ts .

The  new supply cu rve,  showing the  effect of the  ind i rect ta x 

of $1 .50 ,  i s  d rawn  and  l abeled .

The new equil ibrium  price and  quantity bought and  sold  are  

shown  as $5  and  1 ,000 un its.   

(I f a sked ,  you  cou ld  h ave  exp la ined  th a t tota l  consumer 

expend itu re  in creases  from  $4    1 ,200    $4 ,800  to  $5    

1 ,000    $5 ,000)

Government revenue  from  th is  ta x i s  $1 .50  on  1 ,000  un i ts  

so ld    $1 ,500.

The  amoun t of ta x pa id  by the  consumers  i s  $1    1 ,000  

  $1 ,000.

The  amoun t of ta x pa id  by the  producers  i s  $0 .50    

1 ,000    $500 .

The loss of consumer and  producer surplus is  shown  on  the  

d iagram  by the shaded  area.

You  cou ld  exp la in  th a t consumers  wou ld  bea r more  of 

the  bu rden  of  ta x th an  producers  because  the  demand  

for the  product i s  i n e la stic  a t th a t price ,  wh ich  m ay be  

seen  from  the  d iagram ,  and  so  producers  a re  ab le  to  

pa ss  on  more  of the  bu rden  of ta x to  consumers,  s in ce  

the i r quan ti ty demanded  wi l l  fa l l  by re la tive ly less  th an  

the  price  in creases.
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The effect of a  subsidy on the demand for, and 
supply of, a  product
A subsidy is  an amount of money paid by the  government to  a  firm,  

per unit of output.  There  are  a  number of reasons why a government 

may give  a  subsidy for a  product and the  main ones  are:

1   To lower the  price  of essential goods,  such as  milk,  to  consumers.  

In this  way,  the  government hopes  that the  consumption of the  

product will be  increased,  encouraged by the  lower price.

2   To guarantee  the  supply of products  that the  government thinks 

are  necessary for the  economy.  This  may be  because  the  goods  are  

essential for the  economy,  such as  a  basic food supply or a  power 

source  like  coal.  It may also  be  that the  industry creates  a  lot of 

employment that would be  lost,  thus  causing economic and social 

problems.

3   To enable producers to compete with overseas trade,  thus protecting 

the home industry.  (This is  dealt with in more detail in Chapter 22 .)

If a subsidy is  granted to  a  firm on a certain product,  then the  supply 

curve  for the  product will shift vertically downwards  by the  amount 

of the  subsidy,  because  it reduces  the  costs  of production for the  firm,  

and more  will be  supplied at every price.  As  with indirect taxes,  the  

amount of the  subsidy that is  passed on to  the  consumers  in the  form 

of lower prices,  and the  amount that is  retained by the  producers,  

will depend upon the  relative  elasticities  of demand and supply.

Although percentage  subsidies  are  sometimes  granted,  they are  rare  

and so  we  will concentrate  on specific subsidies.  A specific subsidy is  

a  specific amount of money that is  given for each unit of the  product,  

for example,  a  subsidy of $2  per unit.  It thus has  the  effect of shifting 

the supply curve  vertically downwards by the  amount of the  subsidy,  

in this  case  by $2 ,  at every price.  This  is  shown in Figure  5 .5 .  S 1  is  the  

original supply curve  and S1   subsidy is  the  curve  after the  subsidy is  

granted.

If we  take  a  normal demand and supply curve  and then assume that 

the  government grants  a  specific subsidy on a product,  we  get the  

diagrams shown in Figure  5 .6(a) ,  (b) ,  and ( c) .

The  market is  in equilibrium with Qe  being supplied and demanded 

at a  price  of Pe.  After the  subsidy of WZ per unit is  granted,  the  

supply curve  shifts  vertically downwards from S 1  to  S 1   subsidy.  

As  we  can see  in Figure  5 .6(a) ,  the  producers  lower their prices  and 

increase  output until a  new equilibrium is  reached,  which is  at a  

price  of P1 ,  where  Q1  is  both demanded and supplied.

From Figure  5 .6(a) ,  we  can see  that the  price  to  consumers  falls  from 

Pe  to  P1 ,  not the  whole  amount of the  subsidy,  which would need a 

fall to  P2 .  The  income of the  producers  rises  from the  original amount 

of 0PeXQe  to  0DWQ1 .  The  consumers  pay 0P1ZQ1  for their purchases  

and P1DWZ is  paid to  the  producers  by the  government as  the  

subsidy on the  Q1  units.

From Figure 5 .6(b) ,  we can see that the consumers get to buy the  

original Qe units at a lower price,  P1 ,  thus saving the expenditure P1PeXY.  

However,  they do purchase more units,  QeQ1 ,  because the price is lower,  

Figure 5.5  The effect on  a  supply curve 

of a  specific subsidy
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Figure 5.6  The granting of a  specific 

subsidy on  a  product
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spending QeYZQ1  extra.  Total consumer expenditure may increase or fall,  

depending upon the relative savings and extra expenditure.

Figure  5 .6(c)  shows us  that the  total cost of the  subsidy to  the  

government is  P1DWZ.  This  money has  to  be  found from somewhere  

and so  there  is  an opportunity cost here.  Once  again,  the  government 

must either take  money away from other areas  of expenditure,  such 

as  building infrastructure  or providing public amenities,  or it must 

raise  taxes.

There  are  a  number of things  that need to  be  evaluated when a 

government is  considering the  granting of a  subsidy:

 The opportunity cost of government spending on the  subsidy in 

terms of other alternative  government spending projects.

 Whether the  subsidy will allow firms to  be  inefficient,  if they do  

not have  to  compete  with foreign producers  in a   free  market .

 Although a subsidy allows consumers to  buy products  at a lower 

price,  they may also  be  the taxpayers who are funding the subsidy.  

Who is  paying the taxes?

 What damage will it do  to  the  sales  of foreign producers  who are  

not receiving subsidies  from their governments?  There  is  a  great 

deal of international debate  concerning the  billions  of dollars  of 

subsidies  that high- income countries  give  to  their farmers.  These  

subsidies  lead to  over-production and it is  argued that this  is  

highly damaging to  small-scale  farmers  in developing countries  

who do  not receive  subsidies  themselves  and then have  to  

compete  with the  low prices  charged by the  farmers  who do  

receive  subsidies.  High- income country farmers  are  accused of 

dumping their products  in developing countries.  That is,  they are  

accused of selling such products  at prices  beneath their costs  of 

production.  This  is  a  major issue  of contention at the  World Trade  

Organization (WTO) .

Student workpoint 5.3

Be a  thinkerillustrate and  explain

The  demand  and  supply functions  for a  product a re  

given  below:

  QD   1  600    200P

  QS    200    200P

 1  M ake  a  tab le  to  show the  demand  schedu le  and  

supply schedu le  for the  product when  prices  a re  

$0 ,  $1 ,  $2 ,  $3 ,  $4 ,  $5  and  $6 .  

 2  D raw a  d iagram  to  show the  demand  cu rve  and  

supply cu rve  tha t represen t the  demand  and  

supply schedu les  th a t you  h ave  m ade.

 3  I l l u stra te  the  equ i l ibrium  price  and  quan ti ty bough t 

and  so ld .

 4  U s ing s imu l taneous  equa tions  ca lcu la te  the  

equ i l ibrium  price  and  quan ti ty.

Now let u s  a ssume tha t the  governmen t gives  the  

producers  a  subsidy of $1  per un i t.

 5  Add  the  new supply cu rve  to  the  graph .

 6  I l l u stra te  the  new equ i l ibrium  price  and  quan ti ty.

 7  Ca lcu la te  the  in crease  in  producer revenue  when  

the  subsidy i s  g iven .

 8  Ca lcu la te  the  tota l  expend i tu re  by the  government.

 9  Exp la in  why both  consumers  and  producers  benefi t 

from  the  gran ting of the  subsidy.

 1 0  I den ti fy possib le  losers  from  the  gran ting of the  

subsidy and  exp la in  why they m ay lose.
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Price controls
Although it may seem to  be  an optimum situation,  the  free  market 

does  not always  lead to  the  best outcomes for all producers  and 

consumers,  or for society in general,  and so  governments  often 

choose  to  intervene in the  market in order to  achieve  a  different 

outcome.  There  are  two key situations  where  this  occurs:

 maximum prices

 minimum prices

We now look at each of these  situations  in turn.

Maximum (low) price controls
This  is  a  situation where  the  government sets  a  maximum price,  

below the  equilibrium price,  which then prevents  producers  from 

raising the  price  above  it.  These  are  sometimes known as  ceiling 

prices,  since  the  price  is  not able  to  go  above  the  ceiling.

Maximum prices are  usually set to  protect consumers and they are  

normally imposed in markets where the product in question is  a  

Student workpoint 5.4

Be inquiring   Read  the following text and  
answer the questions which  follow

Cotton  producers hope to  benefit from  
Brazil 's  subsidy battle with  US

African  cotton -producing coun tries  a re  h appy wi th  

Brazi l ' s  success  in  i ts  ca se  wi th  the  World  Trade  

Organ isa tion  aga in st the  U n i ted  S ta tes'  con tinued  u se  of 

subsid ies  in  cotton  production .

True,  we  don 't benefi t d i rectly from  the  WTO  ru l ing,  

sa id  Prosper Vokouma ,  represen ta tive  of Bu rkina  Faso  

to  the  U n i ted  N a tions  in  Geneva  and  coord ina tor of 

the  C4 .  The  C4  i s  the  group ing of fou r cotton -exporting 

African  coun tries  of wh ich  Ben in ,  Bu rkina  Faso,  M a l i ,  

a nd  Chad  a re  the  members.  Bu t i t  h a s  helped  pu t the  

i ssue  of the  'wh i te  go ld '  on  the  WTO  agenda .

The  WTO  ru l ing gives  legi tim acy to  the  C4 's  demands,  

Vokouma  says.  I t i s  a  strong cri ticism  of the  m assive  

and  d istorting subsid ies.  The  WTO  d ispu te  settlement 

body h as  con fi rmed  th a t U S  subsid ies  damage  other 

coun tries'  producers  because  of thei r impact on  world  

m arket prices.

We  know tha t the  U S  h as  a  bad  conscience  rega rd ing 

th is  i ssue.  Some 2 ,500  la rge  fa rmers  sh a re  more  than  

$3  b i l l ion  between  them  every yea r,  whereas  20  to  30  

m i l l ion  African  cotton  producers  l i ve  in  m isery because  

the  product of thei r h a rd  work i s  not even  enough  to  

feed  them ,  says  Vokouma .

Stud ies  by in terna tiona l  organ isa tions  show tha t the  

tota l  abol i tion  of U S  subsid ies  wou ld  in crease  the  world  

cotton  price  by 1 4%.

Accord ing to  the  cha ri ty Oxfam ,  th is  wou ld  transla te  in to  

add i tiona l  revenue  tha t cou ld  feed  one  m i l l ion  more  

ch i ld ren  per yea r,  or pay the  school  fees  of two  m i l l ion  

ch i ld ren  in  West Africa .

Adapted  from :  h ttp://www.businessda ilyafrica .com/-

/539552/886028/-/6d5 i0y/-/

1  Using an  appropria te  d iagram ,  exp la in  why U S  

subsid ies  d amage  other coun tries'  producers  

because  of thei r impact on  world  m arket prices  and  

how the  abol i tion  of U S  subsid ies"  cou ld  " in crease  

the  world  cotton  price  by 1 4%.

2  Comment on  the  advan tages  and  the  d isadvan tages  

of the  abol i tion  of U S  cotton  subsid ies.

3  The  a rticle  was  wri tten  in  M arch  201 0 .  Resea rch  the  

cu rren t s i tua tion  wi th  rega rd  to  U S  cotton  subsid ies.  

H ave  the  C4  coun tries  in  Africa  experienced  a  

posi tive  change  in  the ir ci rcumstances?

 Workers at Rupa  Cotton  Mil lers in  Athi  River export processing 
zones spin  cotton  bal ls  into l int,  most of which  is  sh ipped to the 
US market.   Photo/ANTHONY  KAMAU
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necessity and/or a merit good (a good that would be  underprovided if 

the market were allowed to operate freely) .  For example,  governments  

may set maximum prices in agricultural and food markets during times  

of food shortages to  ensure low-cost food for the poor,  or they may set 

maximum prices on rented accommodation in an attempt to  ensure  

affordable  accommodation for those on low incomes.

Figure  5 .7  shows the  situation that may exist if the  government were  

to  implement a  maximum price  in the  market for bread.

Without government interference,  the  equilibrium quantity 

demanded and supplied would be  Qe,  at a  price  of Pe.  The government 

imposes  a maximum price  of PMax  in order to  help  the  consumers  of 

bread.  However,  a  problem now arises.  At the  price  PMax,  Q2  will be  

demanded because  the price  has  fallen,  but only Q1  will be  supplied.  

Thus we have a situation of excess  demand.  If the  government does  

not intervene further,  they will find that consumption of bread 

actually falls  from Qe  to  Q1 ,  even though it is  at a  lower price.

The  excess  demand creates problems.  The  shortages  may lead to  the  

emergence  of a  black market (an illegal market) ,  where  the  product 

is  sold at a  higher price,  somewhere  between the  maximum price  and 

the  equilibrium price.  There  may also  be  queues developing in the  

shops  and producers  may start to  decide  who is  going to  be  allowed 

to  buy.  S ince  these  problems are  not really  fair  for the  consumers,  

the  government may now need to  make attempts  to  eliminate,  or at 

least reduce,  the  shortage.

There are  a number of ways in which the government may try to  do  

this.  Essentially,  it would have two options.  First,  it could attempt to  

shift the demand curve to  the left,  until equilibrium is  reached at the  

maximum price,  but this  would limit the consumption of the product,  

which goes against the point of imposing the maximum price.

Second,  the government can attempt to shift the supply curve to the  

right,  until equilibrium is reached at the maximum price,  with more  

being supplied and demanded.  There are a number of ways of doing this.

1  The government could offer subsidies  to  the  firms in the  industry 

to  encourage  them to  produce  more.

2  The government could start to  produce  the  product themselves,  

thus  increasing the  supply.

3  If the  government had previously stored some of the  product,  

then they could release  some of the  stocks  ( stored goods)  onto  the  

market.  However,  if the  product were  perishable,  like  bread,  this  

would not be  possible.

As  we  can see  in Figure  5 .8,  if the  government is  able  to  shift the  

supply curve  to  the  right,  by subsidising,  direct provision,  or using 

stored bread,  then equilibrium will be  reached at PMax,  with Q2  

loaves  of bread being demanded and supplied.  However,  it is  fair to  

say that this  may well mean that the  government incurs  a  cost,  

especially in the  case  of a  subsidy,  and that this  will have  an 

opportunity cost.  If the  government spends  money supporting the  

bread industry,  it  may have  to  reduce  expenditure  in some other 

area,  such as  education or health care.
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Figure 5.8  Government action  to solve 

the problem of excess demand
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Assessment Advice

I n  H L paper 3  you  may be  a sked  to  ca lcu la te  possib le  

effects  from  the  price  cei l ing d iagram  includ ing the  

possib le  shortage,  changes  in  expend i tu re  and  tota l  

expend i tu re.

Here  i s  an  example  of the  kinds  of questions  th a t you  m ay 

face  and  suggested  responses.

Below i s  the  m arket for cooking o i l  i n  a  coun try.   

2

1

P
ri
ce

 o
f 
co

o
ki
n
g 
o
il 
p
e
r 
lit
re
 (
$
)

210

Quantity of cooking oi l
(m il l ions of l i tres)

D

S

The  governmen t of the  coun try decides  to  impose  a  lega l  

price  cei l ing of $1  per l i tre .

1   I n d ica te  the  equ i l ibrium  price  and  quan ti ty on  the  

graph .

2  Show the  price  ce i l ing on  the  d iagram .

3   Exp la in  how much  cooking o i l  wi l l  be  demanded  and  

suppl ied  fo l lowing the  imposi tion  of the  price  ce i l ing.

4   Ca lcu la te  the  change  in  consumer expend i tu re  on  

cooking o i l  fo l lowing the  imposi tion  of the  price  cei l ing.

5   Exp la in  two  m easu res  tha t the  government m ay take  

to  ach ieve  thei r a im  of g iving less  expensive  cooking o i l  

to  more  people.

The  requ i red  d iagram  is  shown  below:

2

1

1 .50
P
ri
ce
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f 
co

o
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n
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o
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p
e
r 
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$
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210 .5
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Quantity of cooking o i l
(m il l ions of l i tres)

D

S

The  equ i l ibrium  price  and  quan ti ty a re  shown  a s  $1 .50  

and  1  m i l l ion  l i tres  of cooking o i l .

The  cei l ing price  i s  ind ica ted  a t $1 .

You  cou ld  exp la in  th a t a t the  m a ximum  price  of $1 ,  1 .5  

m i l l ion  l i tres  of cooking o i l  wi l l  be  demanded  bu t on ly 0 .5  

m i l l ion  l i tres  wi l l  be  suppl ied .   Th is  means  tha t there  wi l l  

be  an  excess  demand  for cooking o i l  of 1  m i l l ion  l i tres.

Consumer expend itu re  before  the  m a ximum  price  was  1  

m i l l ion    $1 .50    $1 .5  m i l l ion .  Consumer expend i tu re  

a fter the  m a ximum  price  was  0 .5  m i l l ion    $1 .00    $0 .5  

m i l l ion .  Therefore,  consumer expend itu re  on  cooking o i l  

h a s  fa l len  by $1  m i l l ion .

You  cou ld  exp la in  th a t i f the  government wan ts  to  a ch ieve  

i ts  a im  then  they need  to  e l im ina te  the  excess  demand .  

Th is  m igh t be  done  by:

a   D i rect provision  of cooking o i l  by the  government,  i .e .  

the  setting up  of governmen t owned  cooking o i l  

m anu factu rers.

b   G ran ting subsid ies  to  cooking o i l  producers  in  order to  

encourage  grea ter supply.

Student workpoint 5.5

Be a  thinkerillustrate, explain, and  suggest solutions

A government wishes  to  keep  the  cost of cheap  ren ted  accommodation  

low in  a  ci ty,  by imposing lega l  m a ximum  ren ts  on  properties  of a  certa in  

s ize.  I n  doing th is ,  they a im  to:

 provide  low-cost ren ted  accommoda tion  for people  on  low in comes

 provide  more  ren ted  accommoda tion  for people  on  low in comes.

1   Draw a  d iagram  to  show the  effect of the  maximum  rent legisla tion  

on  the  market for ren ted  accommodation .

2   Exp la in  the  s i tu a tion  fa cing those  people  who  ren t ou t thei r 

p roperties.

3   Exp la in  the  s i tu a tion  fa cing those  people  who  wish  to  ren t properties.

4  Suggest measures  tha t the  government m igh t take  to  ensure  tha t they 

ach ieve  both  of their sta ted  a im s above.
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Minimum (high) price controls
This  is  a  situation where  the  government sets  a  minimum price,  

above  the  equilibrium price,  which then prevents  producers  from 

reducing the  price  below it.  These  are  sometimes  known as  floor 

prices,  since  the  price  is  not able  to  go  below the  floor .

Minimum prices  are  mostly set for one  of two reasons.

1   To attempt to  raise  incomes for producers  of goods  and services  

that the  government thinks  are  important,  such as  agricultural 

products.  They may be  helped because  their prices  are  subject to  

large  fluctuations,  or because  there  is  a  lot of foreign competition.

2   To protect workers  by setting a  minimum wage,  to  ensure  that 

workers  earn enough to  lead a reasonable  existence.

Figure  5 .9  shows the  situation that might exist if the  government 

were  to  implement a  minimum price  in the  market for wheat.

Without government interference,  the  equilibrium quantity 

demanded and supplied would be  Qe,  at a  price  of Pe.  The  government 

imposes  a  minimum price  of P
Min

 in order to  increase  the  revenue of 

the  producers  of wheat.  However,  a  problem now arises.  At the  

price  PMin,  only Q1  will be  demanded because  the  price  has  risen,  but 

Q2  will now be  supplied.  Thus  we have  a  situation of excess  supply.  

If the  government does  not intervene further,  they will find that 

consumption of wheat actually falls  from Qe  to  Q1 ,  albeit at a  

higher price.

The  excess  supply creates  problems.  Producers  will find that they 

have  surpluses  and will be  tempted to  try to  get around the  price  

controls  and sell their excess  supply for a  lower price,  somewhere  

between PMin  and Pe.

In order to  maintain the  minimum price,  it is  likely that the  

government will have  to  intervene.  This  is  shown in Figure  5 .1 0.

The government would normally eliminate  the  excess  supply by 

buying up  the  surplus  products,  at the  minimum price,  thus  shifting 

the  demand curve  to  the  right and creating a  new equilibrium at PMin,  

with Q2  being demanded and supplied.  The  new demand curve  

would be  D    government buying.

The  government could then store  the  surplus,  destroy it,  or attempt 

to  sell  it abroad.  However,  storage  tends  to  be  rather expensive  and 

destroying products  is  considered to  be  wasteful.  Selling abroad is  

always  an option,  but it  often causes  angry reactions  from the  

foreign governments  involved,  who  claim that products  are  being 

dumped on their markets  and will  harm their domestic industries.  

In  some cases,  such as  the  European Union agricultural policy,  

farmers  are  guaranteed a  minimum price  and are  then paid to   set 

aside  land that they would have  used to  produce  the  product in 

question.  They are  then paid the  price  for an estimated harvest and 

nothing is  actually grown.  This  costs  the  same  for the  government,  

but avoids  storage  costs  or destroying produce.
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Figure 5.9  A minimum price in  the 

market for wheat
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Figure 5 .1 0 Government action  to solve 

the problem of excess supply



5    Indirect taxes,  subsidies,  and  price controls

74

1
 M

ic
ro
e
co

n
o
m

ic
s

S

D

Pe

Q1 Qe Q2

P
ri
ce

 o
f 
w
h
e
a
t 
($
)

Quantity of wheat (000s of tonnes)

Quota

PMin

0
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Figure 5 .11  A quota  to mainta in  a  

minimum price

There  is  bound to  be  an opportunity cost whenever governments  

spend money in any given area.  In this  case,  the  cost of buying up  

and storing surpluses  must be  paid and so  the  government may well 

have  to  cut back on expenditure  in some other area,  such as  funding 

for teacher training,  or raise  taxes.

There  are  two other ways  that the  minimum price  can be  maintained.  

First,  producers  could be  limited by quotas,  restricting supply so  that 

it does  not exceed Q1 .  This  is  shown in Figure  5 .1 1 .  This  would keep 

price  at PMin,  but would mean that only a  limited number of 

producers  would receive  it.

Second,  the  government could attempt to  increase  demand for the  

product by advertising or,  if appropriate,  by restricting supplies  of the  

product that are  being imported,  through protectionist policies,  thus 

increasing demand for domestic products.

If governments  do  protect firms by guaranteeing minimum prices,  

problems are  likely to  occur.  Firms may think that they do  not have  

to  be  as  cost-conscious as  they should be  and this  may lead to  

inefficiency and a waste  of resources.  It may also  lead to  firms 

producing more  of the  protected product than they should and less  of 

other products  that they could produce  more  efficiently.

Student workpoint 5.6

Be a  thinkerillustrate and  explain

A government wishes to  increase  earn ings for those  

workers  who a re  on  low wages,  by in troducing  

m in imum  wage legisla tion  in  order to  ra ise  wage   

levels  above the equ i l ibrium  wage.  In  doing th is,  they  

a im  to:

 ensu re  h igher wages  for low-pa id  workers

 in crease  the  number of workers  employed .

1   Draw a  d iagram  to  show the effect of the  m in imum  

wage legisla tion  on  the market for low-pa id  workers.

2   Expla in  the  consequences  of the  m in imum  wage  for 

the  workers.

3  Expla in  the  s i tua tion  fa cing the  employers.

4  Suggest measures that the government m ight take to  

ensure that they achieve both  of their stated  a ims above.

Student workpoint 5.7
Below i s  the  m arket for ca rrots  in  a  coun try.   

4

2

1

3

P
ri
ce

 o
f 
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o
ts
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e
r 
b
u
sh

e
l 
($

)

42 310

Quantity of carrots
(m il l ions of bushels)

D

S

The  government of the  coun try decides  to  impose  a  

lega l  price  floor of $2 .60  per bushel  o f ca rrots .

1  I nd ica te  the  origina l  equ i l ibrium  price  and  quan ti ty 

on  the  graph .

2  Show the  price  cei l ing on  the  d iagram .

3  Expla in  how m any ca rrots  wi l l  be  demanded  and  

supp l ied  fo l lowing the  imposition  of the  price  floor.

4  Ca lcu la te  the  change  in  producer revenue  from  

ca rrots  fo l lowing the  imposi tion  of the  price  floor.

5  Expla in  two  m easu res  th a t the  government m ay take  

to  ach ieve  the i r a im  of g iving more  revenue  to  the  

ca rrot fa rmers.
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Assessment advice: 

I f the  m arket i s  g iven  to  you ,  a s  in  the  m arket for ciga rettes  in  question  1 ,  you  

shou ld  sta te  any a ssumptions  tha t you  m igh t m ake  in  answering the  question .   

I n  th is  ca se,  s ince  the  in cidence  of a n  ind i rect ta x va ries  a ccord ing to  the  price  

e la stici ty of demand ,  you  wou ld  need  to  sta te  you r a ssumption  abou t the  n a tu re  

of the  price  e la stici ty of demand  for ciga rettes.  

I f the  m arket i s  not g iven  to  you ,  a s  in  question  3 ,  then  you  shou ld  choose  an  

appropria te  m arket a s  the  ba sis  for you r exp lana tion .  Th is  h igh l igh ts  the  need  to  

lea rn  a  good  range  of examples  for each  of the  top ics  th a t you  study.

Please  note  th a t in  essay question  3  the  two  pa rts  of the  question  come from  

d i fferen t chapters.  You  must be  aware  tha t question  setters  try to  cover d i fferen t 

a reas  of the  syl labus  wi th in  questions  and  therefore  you  must be  ab le  to  m ake  

l inks  between  the  d i fferen t top ics.  S ince  one  of the  core  concepts  in  econom ics  

i s  the  a l loca tion  of sca rce  resou rces  th is  i s  a  top ic th a t you  shou ld  try to  in clude  

in  a l l  d i fferen t top ics/chapters.

EXAMINATION QUESTIONS

Paper 1 , essay questions

1  a   Expla in  the possible effect on  consumers and  producers  

when  a  specic tax is  imposed  on  cigarettes.  [1 0 marks]

 b  Evaluate the possible outcomes of imposing such  a  tax.  [1 5 marks]

2 a    Expla in  why a  government might grant a  subsidy to  

the producer of wheat.  [1 0 marks]

 b Discuss the consequences of such  a  subsidy.  [1 5 marks]

3 a   Expla in  the role of prices in  a l locating resources  

in  an  economy.  [1 0 marks]

 b  Discuss the consequences of the setting of a  maximum  

price in  a  market of your choice.  [1 5 marks]

Headl ine:  Dri vers  and  petro l  stat i on  owners  protest  angri l y  aga i nst  a  

recent  i ncrease  i n  petro l  taxes

Economics  concept:  The  effect  o f an  i nd i rect  tax ,  e l a st i c i ty  o f 

demand.

Diagram:  The  effect  o f an  i nd i rect  tax .

Hints:  Work  out  whether  you  th i nk  th e  demand  for  petro l  i s  rel at i vel y  

e l a st i c  o r  i nel ast i c .  The  d i agram  should  show  a  tax  and  then  sh ow  the 

consequences  o f an  i ncrease  i n  th e  tax .  As  before,  set  up  a 

h ypotheti ca l  commun i ty  and  consi der  the  stakeho lders.

You be the journ
alist
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Assessment advice: data response

Wh  enever you  a re  d rawing d iagrams  in  a  d a ta  response  an swer,  a lways  try to  

u se  actua l  numbers  on  the  d iagram ,  i f they a re  g iven  in  the  text.  Also ,  m ake  

su re  th a t you  label  the  a xes  fu l ly.

  Data response exerciseData response exercise

Cigarette tax hike would benet Tennessee residents
Though southern states like 

Tennessee traditionally suffer 

from the highest incidence of 

youth and adult smoking in the 

nation,  the indirect taxes the state 

and its neighbours impose on 

cigarettes are among the lowest.

It is  felt that increasing 

Tennessees indirect tax  on 

cigarettes would help immensely 

in the fight to keep teenagers 

from beginning the habit.  Thats 

one of the advantageous aims of 

identical pieces of legislation in 

the House and Senate that 

propose to increase state taxes 

on cigarettes in this session,  

while decreasing the tax on 

groceries by the same amount.

While a tax increase of any 

kind tends to be highly 

unpopular,  this proposal 

deserves serious consideration.

It has been calculated that the 

state has the countrys highest 

average food tax at 8.4%,  but 

one of the lowest cigarette taxes.  

The specific tax  is  set at 20 cents 

per pack,  or one cent a cigarette.  

The national average for cigarette 

taxes is 91  cents per pack.

The legislation seeks to 

decrease the state sales tax rate 

on food,  while increasing the tax 

on cigarettes to 3 .25  cents per 

cigarette on 1  July 2006,  with 

further increases each year of .1 5  

cents or the amount needed to 

balance the loss in revenue 

created by the decrease in the 

sales tax on food.

The increase in the per-pack 

tax on cigarettes proposed in this 

legislation is  admittedly a huge 

increase.  But the decrease in 

sales tax on grocery items would 

obviously benefit the majority of 

Tennesseans.  And no one 

seriously disputes the disastrous 

health consequences of cigarette 

smoking.  The evidence is  all 

around us.

In Tennessee,  studies show 

14,500 youths become regular 

smokers every year.  Yet,  

according to recent data from the 

Department of Health and 

Human Services,  Tennessee only 

spends about $1 .5  million on 

smoking prevention and 

treatment programs annually.  

Thats the lowest amount 

budgeted among all states except 

for Pennsylvania.  Tennessee has 

one of the highest percentages of 

smokers in the nation.  That 

obviously needs to change.

This is  legislation that will 

reduce the effective price of 

food,  save lives and decrease the 

long-term health care costs 

associated with tobacco use.  This 

sounds like a winning 

proposition for everyone.

Source: Kingsport Times-News
Monday,  20 March  2006
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By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

HL define,  exp la in  and  d istingu ish  between  the  concepts  of the  short run  

and  the  long run  in  the  con text of production

HL define,  expla in ,  i l lustrate,  and  ca lculate tota l,  average, and  margina l  product

HL define  and  exp la in  the  l aw of d im in ish ing retu rns

HL define  and  exp la in  the  mean ing of econom ic costs

HL d istingu ish  between  exp l ici t costs  and  impl ici t costs

HL define,  expla in ,  i l lustra te,  ca lcu la te,  and  give  examples of short run  costs

HL define,  exp la in ,  i l lu stra te,  a nd  g ive  examples  of long run  costs

HL define,  describe,  and  g ive  examples  of econom ies  and  d iseconom ies  

of sca le

HL expla in  the  re la tionsh ip  between  long run  costs  and  retu rns  to  sca le

HL define,  exp la in ,  i l lu stra te,  a nd  ca lcu la te  tota l ,  a verage,  a nd  m argin a l  

revenue

HL expla in  and  i l lu stra te  the  re la tionsh ip  between  average  revenue,  

m a rgina l  revenue,  tota l  revenue,  and  price  e la stici ty of demand

HL define  and  exp la in  the  measu rement of profi t

HL d istingu ish  between  norma l  and  abnorma l  profi t

HL define  and  d istingu ish  between  the  shu t down  price  in  the  short and  

the  long run

HL define,  exp la in ,  a nd  i l lu stra te  the  concepts  of break-even  and  profi t 

m a xim isa tion

HL describe  a l terna tive  goa ls  of fi rm s.

In the  next six chapters,  we  address  the  topic known as  The  Theory 

of the  Firm.  We look at the  different types  of behaviour of firms in 

relation to  the  markets  in which they operate  and the  nature  of 

competition in different markets.  In this  first chapter,  we  cover the  

fundamental concepts  necessary to  carry out an analysis  of the  four 

different theoretical market structures  that exist.  These  fundamental 

concepts  are  costs,  revenues,  and profits.

Cost theory

The short run and the long run

When a firm is  producing,  some of its  factors  of production will be  

fixed in the  short run,  i.e.  the  firm will not be  able  to  quickly increase  

the  quantity of them that it has.  Often the  fixed factor is  some 

element of capital or land,  but this  is  not always  the  case.  It could be  

a  type  of highly skilled labour,  such as  a  specialist machine  worker.  

Therefore,  if a  firm wishes  to  increase  output in the  short run,  it may 

only do  so  by applying more  units  of its  variable  factors  to  the  fixed 

factors  that it possesses,  while  it plans  ahead to  change  the  number of 

fixed factors  that it has.

Denitions

The short run  i s  that period  of time in  

wh ich  at least one  factor of production  

is  xed .  Al l  production  takes  place  in  the  

short run .

The long run  i s  that period  of time 

in  wh ich  a l l  factors  of production  are  

variable,  but the  state  of technology is  

xed .  Al l  p lann ing takes  place  in  the  

long run .
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The length of the  short run for a  firm will be  determined by the  time 

it takes  to  increase  the  quantity of the  fixed factor.  This  will vary 

from industry to  industry.  For example,  a  small firm involved in 

gardening may find that its  fixed factor is  the  number of lawn 

mowers  that it has  available  and that it takes  a  week to  order and get 

delivery of a  new lawn mower.  Thus  its  short run is  one  week.  On 

the  other hand,  a  national electricity provider is  constrained by its  

fixed factor,  the  number of electricity generating plants  that it has.  

Building a new electricity generating plant may take  up  to  two years  

(more  if a  nuclear plant is  built)  and so  its  short run is  a  lot longer.

If a  firm plans  ahead to  change  its  fixed factors  then all factors  of 

production are  variable  as  the  plans  are  being made.  The  firm is  

planning in the  long run.  However,  as  soon as  the  fixed factors  are  

changed the  firm is  once  again in the  short run;  it simply has  a  

different number of fixed factors.  Once  again,  the  only way that 

output can be  increased is  to  apply more  units  of the  variable  factors  

to  the  new quantity of the  fixed factors.  As  we  said earlier,  all 

production takes  place  in the  short run and all planning takes  place  

in the  long run.

The following short section provides  you with some important 

definitions and equations.  They may initially seem puzzling,  but  

will become clearer when used in an example.

Student workpoint 6.1
Be knowledgeable

Improve  you r knowledge  of the  short run  and  the  long run  by 

considering the  fo l lowing scena rio .

A sm a l l  fi rm  sets  up  a  p lan t m aking teddy bea rs.  The  fi rm  has  a  sm a l l  

production  un i t,  two  teddy bea r m aking m ach ines  and  two  opera tors.  

There  is  one  manager,  who  owns  the  fi rm ,  a nd  ca rries  ou t a l l  non -

production  activi ties.  There  i s  a lso  an  un l im i ted  amoun t of the  m a teria ls  

needed  to  m ake  the  teddy bea rs.

Answer the  fo l lowing questions.

1  What a re  the  fi xed  factors?

2  What i s  the  va riab le  factor?

There  i s  an  in crease  in  the  demand  for teddy bea rs  and  the  fi rm  decides  

to  sa tisfy th is  demand  wi th  the  existing fa ctors.

3  What wi l l  the  fi rm  do?

The  in crease  in  demand  persists  and  so  the  fi rm  now decides  to  expand  

the  production  un i t,  b ring in  two  extra  m ach ines  and  employ two  more  

workers.

4  The  p lann ing takes  p lace  in  wh ich  time  period?

5   What time  period  i s  the  fi rm  in  once  the  changes  to  the  p lan t h ave  

taken  p la ce  and  the  fi rm  i s  producing aga in ?

6 What a re  the  fi xed  factors  now?
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Total, average and marginal  product
Total product (TP)  is  the  total output that a  firm produces,  using its  

fixed and variable  factors  in a  given time period.  As  we  have  already 

said,  output in the  short run can only be  increased by applying more  

units  of the  variable  factors  to  the  fixed factors.

Average  product (AP)  is  the  output that is  produced,  on average,  by 

each unit of the  variable  factor.  AP     TP ___ 
V
  ,  where  TP is  the  total output 

produced and V is  the number of units  of the  variable  factor employed.  

Marginal product (MP)  is  the  extra output that is  produced by using 

an extra unit of the  variable  factor.  MP     TP ____ 
V
  ,  where  TP is  the  

change  in total output and V is  the  change  in the  number of units  of 

the  variable  factor employed.

Take  an example.  A firm has  four machines  ( fixed factors)  and 

increases  its  output by using more  operators  to  work the  machines.  

Production figures  for each week are  given in Table  6 .1 .

Assessment advice:

I n  H L paper 3 ,  you  m ay be  a sked  to  ca lcu la te  tota l ,  a verage,  and  m argin a l  

p roduct from  a  set of d a ta  and/or d iagrams.  

Table 6.1  Total ,  average,  and  marginal  product per week

1 2 3 4

Quantity of 
labour (V)

Total   
product (TP)

Average 
product (AP)

Marginal 
product (MP)

0 0

1 0

1 1 0 1 0

1 5

2 25 1 2.5

20

3 45 1 5

25

4 70 1 7.5

20

5 90 1 8

1 5

6 1 05 1 7.5

1 0

7 11 5 1 6.43

5

8 1 20 1 5

As we add  an  
additional  unit 
of labour,  more 
output (TP)  is  
produced

The extra  units  
of output that are 
produced  when  each  
unit of labour  
is  added
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The law of diminishing returns
From the  table,  we  can deduce  the  following definitions.

Now we can plot these  curves.

Figure 6.1  The total  product curve

To
ta
l 
p
ro

d
u
ct 1 50

1 00

50

1  2  3  4  5  6  7  8

Quantity of variable  factor (labour)

TP

0

Figure 6.2  Average and  margina l  product curves
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Denitions

The hypothesis of eventually 

diminishing marginal  returns

As extra  un its  of a  variable  factor are  

added  to  a  given  quantity of a  xed  factor,  

the  output from  each  add itional  un it of the  

variable  factor wil l  eventual ly d im in ish .

The hypothesis of eventually 

diminishing average returns

As extra  un its  of a  variable  factor are  

added  to  a  given  quantity of a  xed  factor,  

the  output per un it of the  variable  factor 

wil l  eventual ly d im in ish .

The two hypotheses  look at the  same relationship  from different 

angles.  The  whole  concept is  really a  matter of common sense.  

Consider an example.

A young entrepreneur named Ben sets  up  a  new business,  which is  

a  small  hamburger stand on a  busy street corner.  The  stand consists  

of a  very small  shop,  containing a  refrigerator,  a  grill,  and some 

countertops  for  preparing the  burgers.  There  are  also  the  

implements  for  making burgers.  These  are  all  the  fixed factors.  

When he  starts  out,  B en works  alone  and prepares  everything 

himself.  He  makes  the  burgers,  cuts  the  onion,  lettuce,  and 

tomatoes,  heats  the  buns,  and sells  the  hamburgers  to  the  

customers.  He  can make  20  burgers  per hour.

Ben finds  demand to  be  high and he  cannot make  enough burgers,  

so  he  hires  his  friend,  Caroline,  to  help.  They divide  up  the  j obs  and 

manage  to  produce  50  burgers  each hour.  The  hamburgers  become 

even more  popular and Ben and Caroline  agree  that they need 

another worker,  so  Nick j oins  them.  They divide  up  the  work again,  

with each specialising in a  task,  and produce  90  burgers  each hour.  

Demand continues  to  rise,  so  they bring in Niki.  With the  four 

working together,  they produce  1 24 burgers  per hour.

When Ben worked alone,  his  output was  20  burgers  per hour.  When 

Caroline  joined him,  the  total output was 50  burgers  per hour.  This  

means that Carolines  marginal product was 30  burgers.  When Nick 

j oined,  the  total number of burgers  per hour rose  to  90,  so  Nicks  

marginal product was 40  burgers.  When Niki j oined (we are  adding 

units  of a  variable  factor) ,  the  total output of burgers  rose  to  1 24 per 
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hour,  making the  marginal product 34 burgers.  Note  that the  

marginal product fell when Niki was  added to  the  workforce.  Why 

was this?  Well,  it was  efficient to  add extra people  up  to  three  

workers,  but because  the  space  in the  shop,  the  counter tops,  and the  

grill,  are  all fixed,  it became less  efficient when there  were  more  

people.  They started to  get in each others  way and so  could not 

increase  the  output of burgers  by as  great an amount as  when the  

previous  worker was added.

Whether we measure  it from the  amount added by the  extra variable  

factor (marginal product)  or the  amount added per unit of the  

variable  factor (average  product) ,  logic tells  us  that inefficiency must 

eventually begin to  occur.

Economic cost 

The economic cost of producing a good is  the  opportunity cost of the  

firms  production.  Remember that opportunity cost is  the  next best 

alternative  foregone when an economic decision is  made.  In this  case  

it is  the  opportunity cost of the  factors  of production ( resources)  that 

have  been used in producing the  good or service.

In order to  work out the economic cost of production we separate the  

factors used by a firm into two categories:

1   Factors that are purchased  from others and  not a lready 
owned by the firm

  The  opportunity cost of factors  of production not owned by the  

firm is  simply the  price  that is  paid for them and the  alternative  

things that could have  been bought.  For example,  if a  firm hires  a  

worker for $1 ,000  a week then the  opportunity cost to  the  firm is  

the  cost of that workers  wage  and the  other things  on which the  

$1 ,000  could have  been spent.  Any costs  of this  sort are  known as  

explicit costs .  Explicit costs  are  any costs  to  a  firm that involve  

the  direct payment of money.

2  Factors that are a lready owned  by the fi rm

  If a firm has factors that it already owns then it will not have to  pay 

out money when it uses them.  However,  there will still be  an 

opportunity cost involved in their use  which needs to  be accounted 

for.  Any costs  of this  sort are known as implicit costs .  Implicit 

costs  are  the earnings that a firm could have had if it had employed 

its  factors  in another use  or if it had hired out or sold them to  

another firm.

 Implicit costs  are  best understood through examples:

 a   The owner of a  firm may be  able  to  earn $1 00  000  per year in 

her next best alternative  job,  as  a  tax accountant.  This  

opportunity cost should be  included in the  firms  economic 

costs.  Indeed,  some would argue  that it is  the  most important 

cost that a  firm needs  to  cover since,  if it is  not met,  the  

entrepreneur would presumably close  down the  firm and take  

the  job  as  a  tax accountant.  The  very existence  of the  firm 

depends  upon covering this  cost.
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 b   A firm owns buildings  that it uses  to  produce  its  goods.  The  

buildings could be  rented out to  other firms for $1 5  000  per 

month.  The  opportunity cost to  the  firm of using the  buildings  

itself is  the  rent that is  foregone and the  things that could 

have  been purchased with that money.

As we can see from above,  if economists count these costs and 

accountants do not,  then economists and accountants would report 

different profit levels for the same firms.

Student workpoint 6.2
Be a  th inker   identify the  different costs and  

revenues and  calculate  the answer.

A sma l l  fi rm  h as  been  opera ting for one  yea r.  Du ring 

the  yea r they h ave:  

 pa id  $40  000  in  wages  and  sa la ries

  pa id  $1 00  000  for raw ma teria ls

  u sed  the ir own  sma l l  factory,  wh ich  cou ld  h ave  

been  ren ted  ou t for $90  000  

  u sed  $40  000  worth  of e lectrici ty and  services

 received  $450  000  in  tota l  revenue

In  add i tion :

  the  fi rm  u ses  i ts  own  mach inery,  wh ich  h a s  reduced  

in  va lue  by $20  000  because  of wear and  tea r and  

now h as  a  second  hand  va lue  of $70  000  

  the  owner of the  fi rm  h as  given  up  a  job  wi th  

another fi rm ,  where  he  wou ld  h ave  been  pa id  

$70  000  per yea r

  The  owner h as  in vested  $60  000  of h is  own  

money in to  the  business  (the  ra te  of in terest du ring 

the  yea r h as  been  5%)  

I n  l igh t of the  facts  above:

1  I den ti fy the  costs  of the  fi rm  a s  exp l ici t o r impl ici t.

2  Ca lcu la te  and  exp la in  the  profi ts/losses  m ade  by 

the  fi rm  from  the  po in t of view of:

a  a n  a ccoun tan t

b  a n  econom ist

Short-run costs
Firms have  many different costs  when producing whatever good or 

service  they provide.  We need to  be  able  to  understand the  different 

types  of costs  that firms face  and to  understand where  those   

costs  originate.

We  can  start  by  looking  at  the  example  from Table  6 . 1 ,  and 

adding  some  costs .  We  will  assume  that  the  cost  o f  a  machine  per 

week is  $ 1 00  ( there  are  four  machines)  and that  the  cost  o f  a  

worker  is  $ 2 00  per  week.  The  outcome  of this  on  the  costs  o f  a  

firm  are  shown in  Table  6 . 2 .

Using the  figures  above,  we  can explain the  different ways of 

measuring costs.  We tend to  separate  costs  into  two groups:

1   Total costs:  Total costs  are  the  complete  costs  of producing output.  

We use  three  measures:

 a   Total fixed cost (TFC):  TFC  is  the total cost of the fixed assets that a  

firm uses in a given time period.  Since the number of fixed assets  

is,  by definition,  fixed,  TFC  is  a constant amount.  It is  the same 

whether the firm produces one unit or one hundred units.

   TFC  is  equal to  the  number of fixed assets  times the  cost of each 

fixed asset.  In the  example  in Table  6 .2 ,  TFC  per week is  $400 

( four machines costing $1 00  each)  at every level of output.
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 b   Total variable cost (TVC):  TVC  is  the  total cost of the  variable  

assets  that a  firm uses  in a  given time period.  TVC  increases  as  

the  firm uses  more  of the  variable  factor.

   TVC  is  equal to  the  number of variable  factors  times  the  cost 

of each variable  factor.  So  in the  current example,  TVC  is  $200  

when one  worker is  being employed and $1 ,200  when six 

workers  are  being used.

 c   Total cost (TC): TC  is  the  total cost of all the  fixed and variable  

factors  used to  produce  a  certain output.  It is  equal to  TFC  

plus  TVC .

   So  in the  current example  the  total cost of producing 1 05  

units  of output per week is  $1 ,600.  It is  the  fixed cost of $400  

plus  the  variable  cost of $1 ,200.

The different total cost curves  are  shown in Figure  6 .3 .

2   Average costs:  These  are  costs  per unit of output.  We use  three  

measures:

 a   Average fixed cost (AFC):  AFC  is  the  fixed cost per unit of output.  

It is  calculated by the  equation AFC      
TFC
 ____ q   ,  where  q is  the  

level of output.

   B ecause  TFC  is  a  constant,  AFC  always  falls  as  output 

increases.  In the  current example,  AFC  is  $40  per unit when 

output is  1 0  units  and falls  to  $3 .33  per unit when output 

increases  to  1 20  units.

Figure 6.3  Total  cost,  total  variable cost,  

and  total  fixed  cost
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Table 6.2  Total ,  average,  and  margina l  costs per week

1 2 3 4 5 6 7 8 9

Quantity of 
labour (V)  

Total  
product (TP) 
or Output (q)

Total xed 
cost (TFC)

Total  
variable 
cost (TVC)

Total  cost 
(TC)

Average 
xed cost 
(AFC)

Average 
variable 

cost (AVC)

Average 
total  cost 
(ATC)

Marginal  
cost (MC)

0 0 400 0 400 - - -

20

1 1 0 400 200 600 40 20 60

1 3.33

2 25 400 400 800 1 6 1 6 32

1 0

3 45 400 600 1 ,000 8.89 1 3 .33 22.22

8

4 70 400 800 1 ,200 5.71 11 .43 1 7.1 4

1 0

5 90 400 1 ,000 1 ,400 4.44 11 .11 1 5.55

1 3 .33

6 1 05 400 1 ,200 1 ,600 3.81 11 .43 1 5.24

20

7 11 5 400 1 ,400 1 ,800 3.48 1 2.1 7 1 5.65

40

8 1 20 400 1 ,600 2,000 3.33 1 3 .33 1 6.67
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 b   Average variable cost (AVC):  AVC  is  the  variable  cost per unit of 

output.  It is  calculated by the  equation AVC      TVC
 ____ q   ,  where  q  is  

the  level of output.

   AVC  tends to  fall as  output increases,  and then to  start to  rise  

again as  the  output continues  to  increase.  This  is  explained  

by the  hypothesis  of eventually diminishing average  returns.  

As  more  of the  variable  factors  are  applied to  the  fixed factors,  

the  output per unit of the  variable  factor eventually falls,   

and so  the  cost per unit of output eventually begins  to  rise.   

In the  current example  AVC  is  $20  per unit when output is   

1 0  units,  falls  to  $1 1 .1 1  per unit when output rises to  90   

units  and then increases  to  $1 3 .33  when output continues  

to  rise  to  1 20  units.

 c   Average total cost (ATC):  ATC  is  the  total cost per unit of output.  

It is  equal to  AFC  plus  AVC .  It is  calculated by the  equation 

 ATC      TC ___ q   ,  where  q is  the  level of output.

   As  with AVC ,  ATC  tends  to  fall as  output increases,  and then 

to  start to  rise  again as  the  output continues  to  increase.  In 

the  current example  ATC  is  $60  per unit when output is  

1 0  units,  falls  to  $1 5 .24 per unit when output rises  to  

1 05  units  and then increases  to  $1 6.67  when output 

continues to  rise  to  1 20  units.

3   Marginal cost (MC):  MC  is  the  increase  in total cost of producing an 

extra unit of output.  It is  calculated by the  equation:

MC     
TC
 ____ 

q
  ,  where  TC  is  the  change  in total cost and q  is  the   

       change  in the  level of output.

  MC  tends  to  fall as  output increases,  and then to  start to  rise  again 

as  the  output continues  to  increase.  This  is  explained by the  

hypothesis  of eventually diminishing marginal returns.  As  more  of 

the  variable  factors  are  applied to  the  fixed factors,  the  extra 

output from each additional unit of the  variable  factor added 

eventually falls,  and so  the  extra cost per unit of output eventually 

begins  to  rise.  In the  current example  MC  is  $20  when output 

rises  from 0  to  1 0  units,  falls  to  $8.00  when output rises  from 45  

to  70  units  and then increases  to  $40.00  when output continues  

to  rise  and goes  up  from 1 1 5  to  1 20  units.

The  average  and marginal cost curves  from our example  are  shown 

in Figure  6 .4.

It is  important to  recognise  the  relationship  between the  ATC ,  AVC ,  

and MC  curves.  Quite  simply,  the  MC  curve  cuts  the  AVC  and ATC  

curves  at their lowest points.  This  is  a  mathematical relationship.  AFC  

falls  as  output increases  and,  since  it is  the  difference  between ATC  

and AVC ,  the  vertical gap  between ATC  and AVC  gets  smaller as  

output grows.

Figure 6.4 Short-run  AFC,  AVC,  ATC,  and  

MC curves
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We have  seen how to  calculate  the  different types  of average  and 

marginal costs  and draw the  curves  that represent the  data.  When 

economists  draw costs  curves  to  illustrate  a  general position,  they 

draw them as  shown in Figure  6 .5 :

Assessment advice:

I n  H L paper 3 ,  you  m ay be  a sked  to  ca lcu la te  tota l ,  a verage  and  m argin a l  costs  

from  a  set of d a ta  and/or d iagrams.

The long run

We have already said that the long run is  the planning stage.  When 

planning in the long run,  an entrepreneur is  free to adjust the quantity 

of all of the factors of production that are used and is  only restrained by 

the current level of technology.

This  means  that in  the  long-run,  we  look at what happens  to  costs  

when all of the  factors  of production are  increased in order to  

increase  output.  What we  find is  rather different in theory to  

practice.  In  theory,  the  long-run average  cost curve  (LRAC)  is  an 

envelope  curve,  i. e .  it  envelops  an infinite  number of short- run 

average  cost ( SRAC)  curves.  This  relationship  is  shown below in 

Figure  6 .6 .

Figure 6.6  The LRAC curve and  short run  average cost curves
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Figure 6.5  A genera l  d iagram showing short-run  ATC,  AVC,  and  MC
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Denition

The long run  is  that period  of time  in  

wh ich  a l l  factors  of production  are  

variable,  but the  state  of technology is  

xed .  Al l  p lann ing takes place  in  the  

long run .



6    Costs,  revenues,  and  profit

86

1
 M

ic
ro

e
co

n
o
m

ic
s

Let us  assume that the firm in Figure 6.6  is  producing an output of q1  

at a cost per unit of C3 .  They are  operating on the short-run average  

cost curve SRAC1 .  (Remember that all production takes place in the  

short run.)  C3  is  the lowest possible  cost of producing the output,  since  

it is  a point on the SRAC  curve that is  tangent to  the LRAC  curve.  Thus  

this  single point from SRAC1  is  also  a single point on the LRAC  curve.

If demand is  increased and the  firm now wishes  to  produce q2 ,  it can 

do  so  in the  short run by simply employing more variable  factors  and 

moving along SRAC1  until q2  is  being produced at a cost per unit of 

C*.  This  is  a  lower cost per unit than before,  but the  firm will know 

that they could produce this  output even more cheaply if they were  

able  to  alter all of their factors of production,  i.e.  if they were  in the  

long run.  Thus they will plan ahead to  change all of the  factors  and 

will eventually move to  SRAC2.

Now they will be  producing an output of q2  at a  cost per unit of C 2 .  

They are  operating on SRAC2 ,  where  C 2  is  the  lowest possible  cost of 

producing the  desired output,  q2 ,  since  it is  again a  point on the  

SRAC  curve  that is  tangential to  the  LRAC  curve.  This  single  point on 

SRAC2  is  another single  point on the  LRAC  curve.

The whole  LRAC  curve  is  made up  of an infinite  number of single  

points  from SRAC  curves.  These  curves  would represent all of the  

possible  combinations  of fixed and variable  factors  that could be  used 

to  produce  different levels  of output for this  firm.

The LRAC  curve  is  the  boundary between unit cost levels  that are  

attainable  by the  firm and unit cost levels  that are  unattainable.   

If possible,  the  firm would wish to  produce  different output levels  at 

points  on the  LRAC  curve  in order to  minimize  their cost per unit of 

output.  This  may not,  of course,  always  be  possible  in the  short run.

When long-run unit costs  are  falling as  output increases,  we  say that 

the  firm is  experiencing increasing returns  to  scale.  This  means that a  

given percentage  increase  in all factors  of production will lead to  a  

greater percentage  increase  in output,  thus  reducing long-run 

average costs.

When long-run average costs  are  constant as  output increases,  we say 

that the firm is  experiencing constant returns to  scale.  This  means that 

a given percentage increase in all factors  of production will lead to  the  

same percentage increase in output,  thus leaving long-run average  

costs  the same.

When long-run average  cost is  rising as  output increases,  we  say that 

the  firm is  experiencing decreasing returns  to  scale.  This  means that a  

given percentage  increase  in all factors  of production will lead to  a  

smaller percentage  increase  in output,  thus increasing long-run 

average costs.

We need to  consider why the long-run costs  may increase  or decrease  

as  output increases.  There  are  two factors  to  be  considered:

1   Economies of scale:  Economies  of scale  are  any decreases  in long-run 

average  costs  that come about when a firm alters  all of its  factors  

of production in order to  increase  its  scale  of output.  Economies  of 

scale  lead to  the  firm experiencing increasing returns  to  scale.  
Figure 6.7  Increasing,  constant,  and  

decreasing returns to scale
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There  are  a  number of different economies  of scale  that may 

benefit a  firm as  it increases  the  scale  of its  output.

 a   Specialisation:  In small firms there  are  few,  if any,  managers  and 

they have to  take on many different roles,  often roles  for which 

they are  not the  best candidates.  This  may lead to  higher unit 

costs.  As firms grow they are  able  to  have their management 

specialise  in individual areas  of expertise,  such as  production,  

finance,  or marketing,  and thus be  more efficient.

 b   Division  of labour:  This  is  breaking a production process  down 

into  small activities  that workers  can perform repeatedly and 

efficiently.  As  firms get bigger and demand increases,  they are  

often able  to  start to  break down their production processes,  

use  division of labour,  and reduce  their unit costs.  A good 

example  of this  would be  workers  on assembly lines,  where  

they each have  a  position by a  conveyor belt and add parts  to  a  

product as  it moves  down the  conveyor belt.  Cars  and 

television sets,  among other things,  have  been produced by this  

sort of method.

 c   Bulk buying:  As  firms increase  in scale  they are  often able  to  

negotiate  discounts  with their suppliers  that they would not 

have  received when they were  smaller.  The  cost of their inputs  

is  then reduced,  which will reduce  their unit costs  of 

production.

 d   Financial economies:  Large  firms can raise  financial capital 

(money)  more  cheaply than small firms.  Banks  tend to  charge  

a  lower interest rate  to  larger firms,  since  the  larger firms are  

considered to  be  less  of a  risk than the  smaller firms,  and are  

less  likely to  fail to  repay their loans.

 e   Transport economies:  Large  firms making bulk orders  may be  

charged less  for delivery costs  than smaller firms.  Also,  as  firms 

grow they may be  able  to  have  their own transport fleet,  which 

will then cost less  because  they will not be  paying other firms,  

who will include  a profit margin,  to  transport their products.

 f  Large machines:  Some machinery is  too large  to  be  owned and 

used by a small producer,  for example  a combine harvester for a 

small farmer.  In this  case,  small farmers have to  hire  the  use  of 

the  equipment from suppliers  who will then charge a price  that 

includes a profit margin for the  supplier.  However,  once a farm 

can increase to  a certain size  it becomes feasible  to  have its  own 

combine harvester,  reducing the  unit costs  of production.

 g   Promotional economies:  Almost all firms attempt to  promote their 

products  by using advertising,  or sales promotion,  or personal 

selling,  or publicity,  or a combination of the above.  The costs  of 

promotion tend not to  increase by the same proportion as  

output.  If a firm doubles its  output,  it is  unlikely that it will 

double its  expenditure on promotion methods,  such as sales  

promotion and advertising.  Thus the cost of promotion per unit 

of output falls.  This situation also applies  to  other fixed costs,  

such as insurance costs  or the costs  of providing security for the  

production unit.
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2   Diseconomies of scale:  D iseconomies  of scale  are  any increases  in 

long-run average  costs  that come about when a firm alters  all of 

its  factors  of production in order to  increase  its  scale  of output.  

D iseconomies  of scale  lead to  the  firm experiencing decreasing 

returns to  scale.  There  are  a  number of different diseconomies  of 

scale  that may afflict a  firm as  it increases  the  scale  of its  output:

 a   Control and communication problems:  As  firms grow in scale,  the  

management will find it harder to  control and coordinate  the  

activities  of the  firm and this  is  said to  lead,  eventually,  to  

inefficiency and increases  in the  unit costs  of production.  In the  

same way,  greater size  leads  to  a  huge  increase  in the  need for 

effective  communication and it is  suggested that there  will be  

more  communication breakdowns as  firms increase  in size,  

eventually causing unit cost increases.

 b   Alienation and loss of identity: As firms grow,  it is suggested that both 

workers and managers may begin to feel that they are only a very 

small part of a very big organisation.  They begin to think that what 

they do does not matter and they start to lose a sense of belonging 

and loyalty.  If this happens,  then it is likely that the workers and 

managers will begin to work less hard and become less productive,  

and this will tend to force up the unit costs of production.

All of the above economies and diseconomies of scale relate to  the unit 

cost decreases or increases that might be encountered by a single firm.  

They are known as internal economies and diseconomies of scale.

There  is  another group of economies  and diseconomies  that come 

about when the  size  of the  whole  industry increases  and this  has  an 

effect on the  unit costs  of the  individual firms.  They are  known as  

external economies  and diseconomies  of scale.

An example  of external economies  of scale  might be  where  the  

growth of an industry in  a  certain geographical area leads  to  local 

universities  and colleges  starting up  courses  that relate  to  the  skills  

required in the  industry.  The  graduates  of these  courses  would be  

ready trained for the  firms  in the  industry,  at no  direct cost to  the  

firms,  and so  would make  the  firms  more  efficient,  reducing unit 

costs.  An example  of this  could be  colleges  offering metallurgy 

courses  in  an area like  Sheffield in the  UK where  one  of the  main 

industries  is  the  large- scale  production of cutlery.

An example  of external diseconomies  of scale  might be  where  the  

rapid growth of an industry leads to  more  competition among 

individual firms to  acquire  raw materials,  capital and qualified labour.  

Such competition may force  up  the  prices  of the  factors  so  forcing up  

the  unit costs  of the  firms in the  industry.

Final  note on cost theory

You should always  remember that:

 Short-run cost curves are  U-shaped because of the hypothesis  of 

diminishing returns.  The existence of eventually diminishing 

average returns explains the shape of the short-run average variable  

cost curve and the existence of eventually diminishing marginal 

returns explains the shape of the short-run marginal cost curve.

Student workpoint 6.3
Be a  thinker

On  page  80  we  looked  a t a  

bu rger stand  run  by a  young 

en trepreneur ca l led  Ben .  

I f demand  for the  bu rgers  

con tinues  to  be  strong,  and  

Ben  is  facing d im in ish ing 

m argina l  retu rns,  wha t shou ld  

be  h is  stra tegy in  terms of the  

long run?
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 Long-run cost curves  are  U-shaped,  in theory,  because  of the  

existence  of economies  and diseconomies  of scale.

 In reality,  economists  have  not yet found evidence  of a  firm 

becoming so  large  that the  diseconomies  of scale  start to  outweigh 

the  economies  of scale  in the  long run.  Actual long-run cost 

curves  may be  drawn as  shown in Figure  6 .8.

Revenue theory
Revenue  is  the  income that a  firm receives  from selling its  products,  

goods,  and services,  over a  certain time period.

Measurement of revenue
Revenue  may be  measured in three  ways:

1  Total  revenue (TR)

TR is  the  total amount of money that a  firm receives  from selling a  

certain amount of a  good or service  in a  given time period.  It is  

calculated by using the  formula:

TR   p    q

where p is the price that the good or service sells for and q is  the  

quantity of the good or service sold in the time period being considered.

If a firm sells 400 pizzas per week,  at a price of $6  per pizza,  then:

TR   $6    400    $2 ,400  per week.

2 Average revenue (AR)

AR is  the  revenue  that a  firm receives  per unit of its  sales.  It is  

calculated using the  formula:

AR     TR  ___ q        
p    q
 _____ q      P

As  we  can see,  since  TR is  (p    q) ,  q is  common to  the  top  and 

bottom of the  formula and so  AR is  the  same as  p.

Thus,  if the firm sells 400 pizzas at a price of $6  per pizza,  then:

AR     
$2 ,400
 _______ 

400
     $6(the same as the price per unit)

3 Marginal  revenue (MR)

MR is the extra revenue that a firm gains when it sells  one more unit of 

a product in a given time period.  It is  calculated by using the formula:

MR     TR ____ 
q
  ,  where    means the  change  in .

Thus,  if our pizza firm lowered the  price  of a  pizza to  $5  and found 

that their weekly sales  rose  to  500  pizzas,  then:

MR     
$ 2 5 00    $ 2 400

  ____________ 
1 00

       
$ 1 00
 ____ 

1 00
     $ 1

The  extra revenue  gained from selling an extra unit is  $1 .

Figure 6.8  A long-run  average cost curve 

in  real ity

LRAC

C
o
st
 (
$
)

Ou tput (un its)
0

Theory of Knowledge

Deductive and  inductive 
logic

Empirica l  evidence suggests  

tha t fi rms benefit from  

econom ies of sca le  up  to  a  

certa in  level  of output.  

Econom ies of sca le  reduce  

long-run  un it costs.  Ceteris  

paribus ,  fi rms wi l l  find  that their 

profit per un it of output rises  i f 

they increase  the amount of 

factors  of production  up  to  a  

certa in  level  of output.

1  Distingu ish  between  

deductive  reason ing and  

inductive  reason ing.

2   I s  the  example  above  a  

p iece  of deductive  

reason ing or inductive  

reason ing?

3   Do you  th ink that most 

economic reasoning is  

deductive or inductive? Why?
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Output

0 5               1 0
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D=AR=MR

(a)  AR &  MR when  PED  =  in fin ity
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Figure 6.9  Curves for PED 5  infin ity
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(b)  TR when  PED  = in fin ity

35
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Revenue curves and output
We now need to  consider what happens to  a firms revenue as  output 

increases.  We shall consider two different situations.

1   Revenue when price does not change with  output (when 
elasticity of demand is infinite)

  If a  firm does  not have  to  lower price  as  output increases  and it 

wishes  to  sell more  of its  product,  then it faces  a  perfectly elastic 

demand curve.  This  situation only happens  in theory,  but it is  very 

useful to  economists  when they are  building their models  of how 

markets  work and they start with the  theoretical market form of 

perfect competition ( see  Chapter 7) .

  A firm that has  a  perfectly elastic demand curve  might have  the  

revenue figures  shown in Table  6 .3 .

Price ($) Quantity 
demanded

Total  
revenue ($)

Average 
revenue ($)

Marginal  
revenue ($)

5 1 5 5 5

5 2 1 0 5 5

5 3 1 5 5 5

5 4 20 5 5

5 5 25 5 5

5 6 30 5 5

5 7 35 5 5

Table 6.3  Possible revenue figures for a  fi rm  with  a  perfectly elastic demand  curve

  We can assume that the firm is  very small in terms of the size of the  

whole industry,  and that they can increase their output without 

affecting total industry supply,  and thus price,  in any significant way.  

Therefore the firm can sell all that it produces at the same price.

  If we  graph the  revenues,  we  will get the  curves  shown in  

Figure  6 .9(a)  and (b) .

  In these  graphs,  we  can see  that,  when price  elasticity of demand 

is  perfectly elastic,  then price,  average  revenue,  marginal revenue,  

and demand are  all the  same.  In this  case,  they are  all $5 .

  Total revenue increases  at a  constant rate  as  output increases,  

since  each extra sale  adds  $5  to  total revenue.  Marginal revenue 

is  constant at $5 .

2  Revenue when price falls as output increases (when the 
demand curve is downward sloping, i .e.  when elasticity of 
demand falls as output increases)

  When we look at what happens  to  TR,  AR,  and MR as  price  falls  

when output decreases  we  get a  very different set of curves  from 

the  ones  above.  If a  firm wishes  to  sell more  of its  output and it 

can control the  price  at which it sells,  then it will have  to  lower 

the  price  if it wants  to  increase  demand.  In simpler terms,  it will 

face  a  downward-sloping demand curve.  An example  of this,  and 

the  revenue figures  relating to  it,  is  shown in Table  6 .4.
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Price ($) Quantity 
demanded 

Total  
revenue ($)

Average 
revenue ($)

Marginal 
revenue ($)

PED

50 0 0

45

45 2 90 45 9.00

35

40 4 1 60 40 4.00

25

35 6 21 0 35 2.33

1 5

30 8 240 30 1 .50

5

25 1 0 250 25 1 .00

5

20 1 2 240 20 0.67

1 5

1 5 1 4 21 0 1 5 0.43

25

1 0 1 6 1 60 1 0 0.25

35

5 1 8 90 5 0.11

45

0 20 0

Table 6.4 Output,  revenue,  and  PED figures for a  fi rm  with  a  normal  demand  curve

As we  would expect,  AR is  equal to  price  and so  it falls  as  output 

increases,  since  the  price  has  to  be  lowered in order to  sell more  

products.  This  is  shown clearly in Figure  6 .1 0,  where  the  demand 

curve  is  now labelled D    AR.

MR also  falls  as  output increases,  but at a  greater rate  than AR.  In 

fact,  as  we  can see  in Figure  6 .1 0,  the  MR curve  is  twice  as  steeply 

sloping as  the  AR curve  and also  goes  below the  x-axis.  This  is  a  

relationship  that holds  for all downward-sloping AR curves  and the  

MR curves  that relate  to  them.

MR is  below AR because  in order to  sell more  products  the  firm has  

to  lower the  price  of all products  sold,  losing revenue  on the  ones  

that could have  been sold at a  higher price  in order to  get the  

revenue  from the  extra sales.

For example,  in Table  6 .4,  when price  is  dropped from $40  to  $35 ,  

the  quantity demanded increases  from 4 units  to  6 .  Before  the  price  

drop,  the  TR was  $1 60  ($40    4) .  After the  price  drop,  TR becomes 

$21 0  ($35    6 ) .

The  MR is  $25  (   TR ____ 
q
       

5 0
 ___ 

2
     2 5 ) .

Figure 6.1 0 The relationship between  D,  

AR,  MR,  TR,  and  PED for a  normal  

demand curve
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There  are  two events  affecting the  TR.  First,  two extra units  of the  

product are  sold at a  price  of $35  and so  TR rises  by $70.  However,  in 

order to  do  this,  the  price  of the  4 units  that could have  been sold for 

$40  has  been dropped to  $35  and so  there  is  a  loss  of revenue  of $20  

(4   $5 ) .  The  overall effect is  an increase  in revenue  of $70    $20   

  $50.

For a  normal,  downward- sloping demand curve,  TR rises  at  first 

but will  eventually  start  to  fall  as  output increases.  This  is  because  

the  extra  revenue  gained from dropping price  and selling more  

units  is  outweighed by the  loss  in  revenue  from the  units  that 

were  being sold at  a  higher price  and now have  to  be  sold at  the  

lower price .

For example,  in Table  6 .4,  when price  is  dropped from $1 5  to  $1 0,  

the  quantity demanded increases  from 1 4 units  to  1 6.  Before  the  

price  drop,  the  TR was  $21 0  ($1 5    1 4) .  After the  price  drop,  TR 

becomes $1 60  ($1 0    1 6) .  

The  MR is   $25  (   TR ____ 
q
        5 0  ____ 

2
      25 ) .

The  negative  MR means that TR will fall.  MR is  negative  because,  

when the  price  is  lowered,  two extra units  of the  product are  sold at a  

price  of $1 0  each,  but the  price  of the  1 4 units  that could have  been 

sold for $1 5  has  been dropped to  $1 0,  and so  there  is  a  loss  of 

revenue  of $70  ( 1 4   $5 ) .  The  overall effect is  a  fall in total revenue  

of $20    $70     $50.

There  are  some very important relationships  between price  elasticity 

of demand,  MR,  AR,  and TR that we  can identify from Figure  6 .1 0.  

They are  most easily explained by a  logic tree,  using information 

already discovered in the  study of price  elasticity and revenue.

This  knowledge  of the  relationship  between the  value  of PED  for a  

demand curve  and TR is  very useful for firms when they are  trying to  

assess  the  impact that a  change  in the  price  of their product will have  

upon the  total revenue  that they receive.

If the  firm raises  price  and demand is  inelastic then the  firm will find 

that total revenue  will increase,  because  the  increase  in price  will see  

a  relatively smaller fall in the  quantity demanded.

However,  if  the  firm raises  price  and demand is  inelastic  then 

the  firm will  find that total  revenue  will  decrease ,  because  the  

increase  in  price  will  cause  a  re latively larger  fall  in  the  quantity 

demanded.

So,  if a  firm knows whether their demand is  elastic or inelastic,  they 

will know what pricing policy to  adopt to  increase  their revenue.
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The basic rules  are:

1   When PED  is  elastic any firm wishing to  increase  revenue should 

lower its  price.

2   When PED  is  inelastic any firm wishing to  increase  revenue 

should raise  its  price.

3   When PED  is unity then any firm wishing to increase revenue should 

leave the price unchanged,  since revenue is already maximised.

Figure 6.11  A logic tree expla ining the varying va lues of PED on  a  demand curve

When PED is equal  to 1

Therefore PED is equal  to 1 ,
where MR = 0.

When  MR = 0

PED fa l ls as price fa l ls on
a  demand  curve

Therefore to the left of the
point where PED = 1  on  the
demand  curve,  PED wil l  be
greater than  1 .

Therefore to the right of the
point where PED = 1  on  the
demand  curve,  PED wil l  be
less than  1 .

TR is maximised

Student workpoint 6.4

Be a  thinkersolve the problems and  illustrate the outcomes

Here are some figures for the price and  quantity demanded  of a  product:

Price ($) Quantity 
demanded 

Total  
revenue ($)

Average  
revenue ($)

Marginal   
revenue ($)

PED

20 1

1 6

1 8 2

1 6 3

1 4 4

1 2 5 1 2

1 0 6

8 7

6 8

4 9 36
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Assessment advice: the use of diagrams

I n  workpoin t 6 .4 ,  you  d rew an  importan t d iagram  showing the  re la tionsh ip  

between  demand ,  a verage  revenue,  m argin a l  revenue,  tota l  revenue,  and  PED .  

I t shou ld  look much  l ike  Figu re  6 .1 0 .

I t i s  very helpfu l  i f you  a re  con fiden t in  you r understand ing of these  re la tionsh ips  

and  i f you  can  d raw the  d iagram  showing the  re la tionsh ips  wi thou t any figu res.  

Th is  i s  worth  practis ing!  H owever,  you  a lso  h ave  to  be  ab le  to  u se  and  in terpret 

the  da ta  and  you  may be  a sked ,  on  H L paper 3 ,  to  ca lcu la te  tota l  a verage  and  

m argina l  revenue  from  a  set of d a ta  and/or d iagrams.

Profit theory

An economist and an accountant were  talking about the  accounts  of 

a  company.  The  accountant said that the  owner of the  firm,  Nermin,  

would be  very happy because  the  profit for the  year was  $80  000.  

The  economist,  however,  looked at the  same set of figures  and said 

that the  owner would be  satisfied,  but only just.

Why is  that?  said the  accountant.  Profit is  total revenue minus 

total cost and when I work that out the  profit figure  is  very healthy.

Yes,   said the  economist,   I agree  with your definition of profit,  but 

what you need to  understand is  that we  do  not take  the  same view 

on how to  calculate  costs.  As  an economist I would say that profit is  

total revenue minus economic cost.  Economic cost includes explicit 

costs  ( costs  that involve  the  direct payment of money)  and implicit 

costs  ( earnings  that the  firm could have  had if it employed its  factors  

of production in other ways) .  In Nermins  case  there  is  only one  

implicit cost that I would include  that you do  not include,  but it is  the  

most important cost that the  firm faces. 

Which cost is  that?  asked the  accountant.

I include  the  opportunity cost of the  owner of the  firm,  the  

entrepreneur,   said the  economist.   If an owner does  not manage  to  

cover his  or her opportunity cost in the  long run then they will close  

the  firm down and move on to  their next best alternative  occupation.  

1   Copy ou t the  tab le  and  fi l l  i n  the  m issing va lues  in  

the  other co lumns.

2   On  a  p iece  of graph  paper,  d raw a  vertica l  a xis ,  

l abel led  Price  ($) ,  go ing from   1 2  to   60.  Then  add  

a  horizon ta l  a xis ,  l abel led  Quan ti ty Demanded ,  go ing 

from  0  to  1 0 .

3   Plot the  demand  curve on  the graph  (i .e.  p lot price  

aga inst quantity demanded) .  Label  the  curve  D.  Plot 

the  Average Revenue curve.  What do  you  notice? Now 

add    AR.

4  Plot the  Tota l  Revenue  cu rve.

5   Plot the  M argina l  Revenue  cu rve,  remembering to  

p lot i t  a t the  h a l f-way ma rks  on  the  horizon ta l  a xis .

6   U sing the PED figures that you  have ca lculated,  try 
to  identify:

 the  e la stic  region  of the  demand  cu rve

 the  inela stic  region  of the  demand  cu rve

 the  po in t where  PED    1 .

7  Complete the fol lowing sentences:

  I n  the  e la stic region  of the  demand  cu rve,  a s  

price  fa l l s ,  tota l  revenue  _____________.

  I n  the  inela stic region  of the  demand  cu rve,  a s  

price  fa l l s ,  tota l  revenue  _____________.

  Tota l  revenue  i s  m a xim ized  where  PED  i s  equa l  

to  _____________ and  where  the  m a rgina l  

revenue  i s  _____________.
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Thus,  the  opportunity cost is  the  most important one  for the  firm 

to  cover.  It is  the  difference  between survival and non-survival.  In 

Nermins  case,   said the  economist,   I know that she  expects  to  make 

$80  000  per year,  since  she  could earn the  same amount if she  closed 

down the  firm and went back to  her old job  as  a  marketing manager.  

That means that she  is  satisfied with what she  has  made this  year,  

but no  more.

The conversation above  explains  how economists  measure  profit.  

Total profit   Total revenue   economic cost ( explicit and 

implicit costs)

From this  point forward we will assume that we  are  now economists  

and that when we say total cost we  are  including explicit costs  and 

implicit costs.

If total revenue is  equal to  total cost we say that a firm is  making 

normal profit (or zero economic profit) .   If total revenue is  greater than 

total cost then we say that the firm is  making abnormal profit (also  

known as  economic profit) .  If total revenue is  less  than total cost then 

we say that the firm is  making a loss  (or negative economic profit) .

In Table  6 .5  we  can see  these  three  situations.

Firm A is  making an abnormal profit ( economic profit)  of $20  000.  

This  means that the  revenue earned by the  firm is  not only covering 

all the  economic costs  but is  in fact $20  000  more.  This  will make the  

entrepreneur happy as  she  was  expecting to  cover her implicit costs,  

including opportunity costs,  of $60  000  but exceeds  her expectations  

by $20  000.

Firm B  is  making normal profit ( zero  economic profit) .  The  revenue 

earned by the  firm exactly covers  all of the  economic costs.  The  

entrepreneur will be  satisfied.

Firm C  is  making losses.  Although an accountant would say that 

the  firm is  making a profit of $40  000  ($200  000  -  $1 60  000) ,  the  

entrepreneur will not be  happy since  fixed and variable  costs  (explicit 

costs)  are  covered,  but implicit costs  are  not being covered.  The  

entrepreneur will close  the  firm down and move on to  his  or her 

next best occupation.

For the  remainder of this  companion we will use  the  terms abnormal 

profit,  normal profit,  and loss,  but you must remember that these  are  

the  same as  economic profit,  zero  economic profit,  and negative  

economic profit.

Table 6.5  Revenue and  cost information  for one year for firms A,  B and  C

Firm A Firm B Firm C

Total  revenue 200 000 200 000 200 000

Total  xed  cost 40 000 40 000 40 000

Total  variable cost 80 000 1 00 000 1 20 000

Impl ici t cost 60 000 60 000 60 000

Total  cost 1 80 000 200 000 220 000
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We now need to  consider three  different scenarios:

1  the  shut-down price

2 the  break-even price

3 the  profit-maximising level of output.

The shut-down price
It is  not unusual to  see  firms continue to  operate,  in the  short run,  

even if they are  making a loss.  It is  also  not unusual to  see  firms shut 

down for a  short period of time and then open up  again.  Let us  look 

at these  two situations.

If it wants  to,  a  firm may close  down,  temporarily,  in the  short run 

and produce nothing.  If it does this,  then it will only lose  its  total fixed 

costs,  the  costs  that are  unavoidable,  such as  rent or interest 

repayments on loans.  To  make things easier,  we will now include 

opportunity cost as  a  fixed cost and not show it on its  own,  so  it is  also  

not being covered.  This  may be  better than producing and not getting 

enough revenue to  cover the  variable  costs,  thus losing the  fixed costs  

and the  part of the  variable  costs  that have not been covered.

This  can be  best explained by using an example.  Suppose  that there  

are  three  firms,  all producing comics,  and all making losses  at the  

moment.  The  firms are  called Archie,  Batcat,  and Charlie.  Their 

monthly revenue and cost figures  are  given in Table  6 .6 .

Archie Batcat Charlie

Total  revenue ($) 80 000 1 20 000 1 50 000

Total  xed  cost (inc 
opportuni ty cost)  ($) 1 00 000 1 00 000 1 00 000

Tota l  variable cost ($) 1 00 000 1 20 000 1 40 000

Total cost 200 000 220 000 240 000

Loss ($) 1 20 000 1 00 000 90 000

Table 6.6  Revenue and  cost figures for Archie,  Batcat,  and  Charl ie

Archie would be  better not producing at all in the short run and 

closing down temporarily.  This  is  because the revenue gained has failed 

to  cover all of the variable  costs,  so  Archie loses the $20  000  of variable  

costs  that are  not covered by the total revenue and all of the $1 00  000  

of fixed costs.  So  by producing,  Archie has lost $1 20  000,  whereas it 

would only lose  $1 00  000  of fixed costs  if it did not produce.

Batcat loses  $1 00  000  whether it produces  or not.  The  revenue 

gained means that the  variable  costs  are  just covered,  so  they will 

lose  the  fixed costs,  $1 00  000,  whether they produce  or not.  In this  

situation,  it is  likely that Batcat will continue to  produce  in order to  

maintain the  continuity of production,  thus  pleasing customers,  and 

to  maintain the  employment of workers  and the  usage  of inputs,  thus  

pleasing the  workforce  and the  suppliers.

Charlie  loses  $90  000  by producing,  since  their total revenue covers  

their variable  costs  and also  contributes  $1 0  000  towards their fixed 

costs.  If they did not produce  then Charlie  would lose  their fixed 

costs  of $1 00  000.  So  Charlie  will produce  in the  short run.
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However,  all three  firms are  making losses  in the  short run and they 

cannot do  this  for ever.  Whether they produce  or not in the  short 

run,  the  firms need to  plan ahead in the  long run in order to  change  

their combinations  of factors  and to  devise  a  situation where  they are  

able  to  cover all of their costs  and make normal profits.  If they cannot 

do  this  then they will have  to  close  down permanently.

From this  example,  we  can derive  a  definition for the  shut-down 

price.

In Figure  6 .1 2 ,  the  shut-down price  is  P.  At this  price,  the  firm is  able  

to  cover its  variable  costs  in the  short run,  because  P   AVC ,  and so  is  

only losing its  fixed costs.  At any price  below P,  the  firm will shut 

down in the  short run.

Although this  may seem like  theory,  there  are  in fact many real 

examples  of this  behaviour.  In Vienna,  Austria,  there  is  an ice  cream 

store  that shuts  down each October,  because  the  demand for its  

products  is  low over the  winter and so  the  revenue earned would not 

be  enough to  cover even its  variable  costs.  In April each year,  it opens  

up  again,  when demand is  beginning to  rise  and it makes  impressive  

profits  until the  end of September.  The  act of temporarily closing 

down,  because  it cannot cover its  variable  costs,  is  a  good example  of 

a  firm that is  not reaching its  shut-down price  in the  short run.

The break-even price
The break-even price  is  the  price  at which a firm is  able  to  make 

normal profit in the  long run.  This  means that it will break even,  

covering all of its  costs,  including the  opportunity cost.

The  break-even price  is  the  level of price  that enables  a  firm to  cover 

all of its  costs  in the  long run,  i.e.  it is  the  price  where  price    

average  total costs.  If price  does  not cover average  total costs  in the  

long run,  then the  firm will shut down for good.

In Figure  6 .1 2 ,  the  break-even price  is  P
1
.  At this  price,  the  firm is  

able  to  cover its  total costs,  because  P
1
   ATC ,  and so  all costs  are  

covered.

The profit-maximising level  of output
Economists  usually assume that the main aim of a firm is  to  maximise  

profits.  If this  is  the case,  then firms need to  know what level of output 

they have to  produce in order to  achieve maximum profits.

If a  firm finds that at its  present level of output the  cost of producing 

another unit (MC)  is  less  than the  revenue that the  unit would bring 

in (MR) ,  it is  clear that the  firm could increase  its  profits  by 

producing more.  Wherever the  firm finds that MRMC,  it should 

increase  production.

We can see  the  marginal cost and marginal revenue situation for a  

firm with a perfectly elastic demand curve  in Figure  6 .1 3 .

As  we  can see  in Figure  6 .1 3 (a) ,  the  MC  curve  cuts  the  MR curve  at 

two points.  The  first point where  MC    MR,  q1 ,  is  the  point of profit 

minimisation ( loss  maximisation) .  The  firm has  made  a  loss  on every 

unit produced up  to  this  level of output,  because  MC  is  greater than 

Figure 6.1 2  A general  d iagram showing 

short run  ATC,  AVC,  and  MC
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Denition

The shut-down  price  is  the  level  of price  

that enables a  rm  to  cover i ts  variable  

costs  in  the  short run ,  i .e.  i t is  the  price  

where  price    average variable  costs.  

I f price  does not cover average variable  

costs,  then  the  rm  wil l  shut down  in  

the  short run .

Figure 6.1 3  Revenue and  costs for a  firm  

with  a  perfectly elastic demand curve
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Figure 6.1 6  Using AC to show different 

profit and  loss si tuations
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Assessment Advice

I n  H L paper 3  you  may be  a sked  to  ca lcu la te  d i fferen t profi t levels  from  a  set of 

d a ta  and/or d iagrams.

You  may a lso  be  a sked  to  ca lcu la te  the  shu t down  price  and  the  break-even  

price  from  a  set of d a ta .

MR.  From q1  to  q2 ,  the  firm makes  a  profit on every extra unit 

produced,  because  the  MR is  greater than the  MC .  As  long as  the  

profit made  between q1  and q2  is  greater than the  loss  made  on the  

first q1  units,  then the  firm will be  making abnormal profits.  Any 

unit that is  produced beyond q2  will make  a  loss,  because  MC  would 

again be  above  MR.  So  if the  firm produces  more  than q2 ,  the  level 

of abnormal profit will begin to  fall.  It  is  at q2  where  profits  are  

maximised.

Because  profit minimisation is  not what a  firm would want,  to  

avoid confusion the  left hand part of the  MC  curve  is  normally 

omitted in  diagrams.  This  means  that only the  profit maximising 

output,  q2 ,  is  shown,  as  in Figure  6 . 1 3 (b) .  As  a  general rule,  we  can 

say that:

If a  firm wishes  to  maximise its  profits,  it should produce at 

the level of output where Marginal Cost (MC)  cuts  Marginal 

Revenue (MR)  from below.

The profit-maximising output for a  normal demand and MR curve  is  

shown in Figure  6 .1 4.

Profit is  maximised by producing where MC    MR,  at a level of output 

of q.  To find the price,  we look at what consumers are willing to pay for 

this quantity.  This is  shown on the demand curve.  It is  found by going 

from q up to  the demand curve and then across to the y-axis.

In order to  show a measurable  amount of profit on a  diagram,  i.e.  a  

simple  shape  like  a  rectangle,  the  average  cost curve  (AC)  is  added to  

the  diagram.

You must remember to  make sure that the MC  curve cuts  the 

AC  curve at the lowest point on the AC.

This  is  shown in Figure  6 .1 5 .

The profit-maximising output is  q and the  price  is  p.  The profit per 

unit of producing q is  the  difference between AR and AC .  Thus the  

profit per unit is  a    b .  S ince  q units  are  produced,  the  total abnormal 

profit is  the shaded area,  ab    0Q.

Whether an abnormal profit is  made will depend upon the position of 

the AC  curve.  The AC  curve is  a students  best friend!  This  is  because it 

can be  moved around to  show what we want,  i.e.  abnormal profit,  

normal profit,  or losses.  This  is  shown in Figure 6.1 6.

If the average cost is  at AC ,  then the diagram shows an abnormal profit 

of pabc.  If the  average cost is  represented by AC1 ,  then normal profit is  

being made,  because  p    c1  and so  there  is  no  abnormal profit 

rectangle.  If average  cost is  shown by AC2 ,  then a loss  is  being made 

and it is  represented by the  rectangle  pc2da.

Figure 6.1 4 The profit-maximising level  

of output for a  normal  demand curve
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Final  note on profit theory

In reality firms may not always  have  the  main aim of maximising 

profits.  Not everyone has  studied economics!  Other aims followed by 

entrepreneurs  may be:

 Revenue maximisation:  entrepreneurs  often measure  success  by the  

amount of revenue that they make.  If this  is  the  case  then they 

may attempt to  maximise  their sales  revenue by producing where  

the  marginal revenue is  zero.  They will actually produce  above  the  

profit maximising level of output.  ( See  Figure  6 .8) .

 Growth maximisation:  companies  may set their target to  achieve  

growth in the  short run,  rather than profits,  in order to  gain a  

large  market share  and then dominate  the  market in the  long run.  

Growth may be  measured in a  number of ways,  such as  the  

quantity of sales,  sales  revenue,  employment or the  percentage  of 

market share.

 Satisficing: there  are  now economic theories  that doubt whether 

entrepreneurs  ever,  in reality,  attempt to  maximise  profits.  They 

claim that what entrepreneurs  actually do  is  to  satisfice .  

Satisficing is  where  an economic agent aims to  perform 

satisfactorily rather than to  a  maximum level,  in order to  be  able  

to  pursue  other goals.  For example,  if people  own firms they will 

work hard enough to  make a reasonable  living ( cover their 

opportunity costs) ,  but will not really push themselves  further,  

preferring to  follow other goals,  such as  the  pursuit of leisure.  

In many cases  firms are  run by people  who do  not actually own 

them.  An example  of this  would be  a  firm owned by shareholders  

who are  not involved in running the  company and are  therefore  

managed by employed non-owners.  In this  case  the  managers  do  

not have  a  great deal to  gain if the  firm makes maximum profits.  

It is  likely that the  managers  will make enough profit to  keep  the  

owners  of the  firm happy,  thereby keeping their j obs,  but no  

more.  They will  satisfice .  

 Corporate social responsibility (CSR):  this  is  where  a  business  

includes  the  public interest  in its  decision making.  It 

adopts  an ethical code  that accepts  responsibility for the  

impact of its  activities  on areas  such as  the  workforce,  

consumers,  the  local community,  and the  environment.  

D ifferent businesses  may adopt different approaches  to  CSR.  

Some may concentrate  on encouraging development in the  

workforce  and the  local community through educational 

proj ects  and fair trade  projects.  Some may concentrate  on 

reducing their negative  effect on the  environment by cutting 

emissions  and the  use  of sustainable  resources.  Some may 

make  the  provision of aid to  less  developed communities  a  

priority.  In some cases  businesses  may adopt all of the  above  

approaches  to  some extent.

There  are  a  number of advantages  to  adopting a CSR approach such 

as  attracting and keeping a better workforce,  building up  reputation 

and developing brand loyalty for being an ethical business.  If 

companies  adopt appropriate  corporate  social responsibility policies  

and are  active  in addressing social and environmental issues  it can 

also  reduce  the  need for government intervention in business  
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activities.  There  has  been a solid increase  in ethical consumerism  

and CSR since  the  mid-1 980s.  As  consumers  become more  aware  of 

global and environmental issues  they are  more  likely to  favour 

businesses  that promote  ethical considerations.

However,  there  have  been concerns  regarding CSR.  Some economists  

have  argued that companies  may be  adopting a CSR approach to  gain 

a  good reputation in order to  take  peoples  attention away from their 

main product.  This  has  especially been suggested for companies  that 

produce  cigarettes  and alcohol.  

Student workpoint 6.5
Be an  inquirer

Consider the  impact of a  company on  others  and  the  envi ronment.

U sing the  in ternet,  resea rch  the  corpora te  socia l  responsib i l i ty po l icy of a  

l a rge  mu l tin a tiona l  company.  References  to  the  companys  po l icies  a re  

often  found  on  the  companys  homepage  under the  ti tle  Corpora te  

Socia l  Responsib i l i ty  or Susta inab i l i ty.

M ake  a  d isp lay poster or a  powerpoin t presen ta tion  to  i l lu stra te  you r 

companys  approach  to  CSR.

I t i s  h igh ly l ike ly th a t the  company wi l l  on ly presen t the  expected  

posi tive  ou tcomes  of i ts  a ctions.  As  you  investiga te  try to  th ink cri tica l ly 

abou t these  po l icies,  both  the  exten t to  wh ich  the  company fu l fi l s  i ts  

comm itments  and  the  reasons  for do ing so .  Doing a  b i t more  resea rch  

m igh t even  uncover some nega tive  consequences  of the  companys  

behaviou r th a t i ts  homepage  wou ld  not revea l .

Deba te  the  fo l lowing top ic wi th  you r cla ssmates:

What a re  the  rea l  motiva tions  beh ind  corpora te  socia l  responsib i l i ty?

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1  Distinguish  between  the concepts of the short run  and  the long run .  [10 marks]

2 Using an  appropriate d iagram,  expla in  the concept of d iminishing margina l  returns.  [10 marks]

3  Distinguish  between  an  economists  denition  of prot and  an  accountants denition  of prot.  [10 marks]

4  Using a  d iagram, expla in  how a  rm  might be able to stay in  business in  the short run ,  even  i f i t is   

not covering a l l  of i ts costs.  [10 marks]

5 Explain  three sources of economies of scale.  [10 marks]

6 Explain  two goals of rms other than  to maximise prots.  [10 marks]

There  a re  no  examples  of longer essay questions  a t th is  po in t a s  there  i s  l i ttle  eva lua tion   

th a t i s  possib le  a t th is  stage.
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HL paper 3  question

The  tota l  cost in formation  for a  fi rm ,  in  do l la rs  ($) ,  i s  g iven  in  the  tab le  be low:

Output (q) Total  cost 
(TC)

Total  xed 
cost (TFC)

Total  
variable cost 
(TVC)

Average 
xed cost 
(AFC)

Average 
variable cost 
(AVC)

Average 
total  cost 
(ATC)

Marginal  
cost (MC)

0 40 

1 90 40

2 1 30 20

3 1 60 1 3.33

4 200 1 0

5 250 8

6 320 6.67

a Complete the cost information  in  the table above for a l l  levels of output.  [9]

b Expla in  why the AFC values fa l l  as output increases.  [4]

c On the graph  below plot and  label  TFC,  TVC and  TC.  [4]
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d On the graph  below plot and  label  MC,  AVC and  ATC.  [4]
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e Explain  the theory that accounts for the shape of the three curves in  the graph  above (in  question  d) .  [4]
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Perfect competition7

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

HL exp la in  the  a ssumptions  of perfect competi tion

HL d istingu ish  between  the  demand  cu rve  for the  industry and  for the  

fi rm  in  perfect competi tion

HL exp la in  how the  fi rm  m a xim ises  profi t in  perfect competi tion

HL exp la in  and  i l lu stra te  short-run  profi t and  loss  s i tua tions  in  perfect 

competi tion

HL exp la in  and  i l lu stra te  the  long-run  equ i l ibrium  in  perfect competi tion

HL exp la in  and  i l lu stra te  the  movement from  short run  to  long run  in  

perfect competi tion

HL define  and  i l lu stra te  productive  efficiency

HL define  and  i l lu stra te  a l loca tive  efficiency

HL exp la in  and  i l lu stra te  productive  and  a l loca tive  efficiency in  the  short 

a nd  long run  in  perfect competi tion .

As we already know,  social scientists,  especially economists,  are  

model builders.  We use  models  to  try to  explain how things  work and 

what might be  the  possible  outcomes of certain economic situations.

Perfect competition is  a  model used as  the  starting point to  explain 

how firms operate.  It is  a  theoretical model,  based upon some very 

precise  assumptions.  However,  although it is  purely theoretical,  it is  

very important because  once  we have  built our model of a  perfectly 

competitive  market we  can then begin to  relax the  theoretical 

assumptions  that we  have  made and move towards  models  of 

markets  that are  much more  realistic.

The assumptions of perfect competition
Perfect competition is  based upon a number of assumptions.

 The industry is  made up  of a  very large  number of firms.

 Each firm is  so  small,  relative  to  the  size  of the  industry,  that it is  

not capable  of altering its  own output to  have  a  noticeable  effect 

upon the  output of the  industry as  a  whole.  This  means that a  firm 

cannot affect the  supply curve  of the  industry and so  cannot affect 

the  price  of the  product.  Individual firms have  to  sell at whatever 

price  is  set by demand and supply in the  industry as  a  whole.  We 

say that the  individual firms are  price-takers .

 The firms all produce  exactly identical products.  Their goods are  

homogeneous .  It is  not possible  to  distinguish between a good 

produced in one  firm and a good produced in another.  There  are  

no  brand names and there  is  no  marketing to  attempt to  make 

goods  different from each other.
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 Firms are  completely free  to  enter or leave  the  industry.  This  

means that the  firms already in the  industry do  not have  the  

ability to  stop  new firms from entering it and are  also  free  to  leave  

the  industry,  if they so  wish.  We say that there  are  no  barriers  to  

entry or barriers  to  exit.

 All producers  and consumers  have  a  perfect knowledge  of the  

market.  The  producers  are  fully aware  of market prices,  costs  in 

the  industry,  and the  workings of the  market.  The  consumers  are  

fully aware  of prices  in the  market,  the  quality of products,  and 

the  availability of the  goods.

Although we say that it is  completely theoretical,  there  are  some 

industries  in the  world that get quite  close  to  being perfectly 

competitive  markets.  The  industries  most often used as  examples  by 

economists  are  usually agricultural markets.

For example,  let us  consider the  growing of wheat in the  European 

Union (EU) .  There  are  some large  wheat farms in the  EU,  but they 

are  very small in relation to  the  whole  wheat-growing industry.  An 

individual farm could increase  its  output many times  over without 

having a noticeable  effect on the  total supply of wheat in the  EU.  

Thus a  single  farm is  not able  to  affect the  price  of wheat in the  EU,  

since  it cannot shift the  industry supply curve.  The  farm has  to  sell at 

whatever the  existing industry price  is.  In addition,  wheat is  wheat,  

and so  there  is  no  way to  tell one  farms  wheat from another.

So  far so  good for the  assumptions  of perfect competition.  However,  

although firms are  relatively free  to  enter or leave  the  wheat 

industry,  there  are  significant costs  in doing either and these  may 

affect the  decisions  of firms.  Also,  although information is  fairly open 

in the  industry it is  unlikely that producers  and consumers  will have  

perfect knowledge.  We can say that the  wheat industry in the  EU 

may be  close  to  being a  perfectly competitive  market,  but is  not 

precisely one.

The demand curves for the industry and the firm in 
perfect competition
We have  said that the  individual firms in perfect competition will be  

price-takers,  since  they cannot affect the  price  of the  industry and so  

must sell at whatever the  market price  is.  This  means that we  can 

make certain assumptions  about the  demand curves  for both the  firm 

and the  industry.
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Figure 7.1  The demand  curves for the industry and  the firm  in  perfect competition
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As  we  can see  in  Figure  7 . 1 ,  the  industry in  perfect competition 

will  face  normal demand and supply curves.  We  would expect 

producers  to  wish to  supply more  at  higher prices  and we  would 

expect consumers  to  demand less  as  price  rises.  We  would expect 

demand to  be  downward sloping and supply to  be  upward sloping.  

The  industry price  would therefore  be  P  and the  quantity demanded 

would be  Q.

For the  individual firms  we  know that they will  have  to  sell  at  the  

industry price ,  P,  because  they are  price- takers.  If  they try to  sell  at 

a  higher price  then consumers  will  s imply buy the  product from 

another firm,  s ince  the  goods  are  homogeneous  and so  there  is  no  

difference  in  looks  or  quality.  If  they sell  at  the  industry price  the  

firm can sell  as  much as  it  wants,  because  as  it  increases  output it 

does  not affect the  industry supply curve  and so  it  does  not alter 

the  industry price.

If the  firm can sell all that it wishes  at the  price  P then it must face  a  

perfectly elastic demand at that price.  In Figure  7 .1  we  can see  that 

the  firm derives  its  price  of P from the  equilibrium price  in the  

industry,  where  the  industry supply equals  the  industry demand.  This  

is  another explanation of the  term price-taker ,  because  the  firm has  

to  take  the  price  set in the  industry.

Profit maximization for the firm in  perfect 
competition
Firms maximize  profits  when they produce  at the  level of output 

where  MC    MR.  For perfect competition,  we  now have  to  add the  

marginal cost curve,  shown in Figure  7 .2 .

P

0

P

0Q

Quantity Quantity

P
ri
ce

 (
$
)

P
ri
ce

 (
$
)S

D

The  industry

D=AR=MR

The  firm

q

MC

MC=MR

determ ines  

the  quan ti ty

Figure 7.2  The profit-maximizing level  of output in  perfect competition

We can see  that the  firm takes  the  price  P from the  industry and,  

because  the  demand is  perfectly elastic,  PDARMR.  Profit is  

maximised where  MCMR,  which is  at the  level of output q.  We 

must remember that although the  scale  of the  price  axes  is  the  same 

for the  firm and the  industry,  this  is  not the  case  for output.  The  

quantity q is  very small in relation to  the  total industry output,  Q,  

and it would not even register on the  output axis  for the  industry.  If 

it could,  then it would be  large  enough to  shift the  supply curve  and 

thus alter the  industry price.
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Possible short-run profit and loss situations in 
perfect competition
In the  short run in perfect competition,  there  are  two possible  profit/

loss  situations:

1   Short-run abnormal profits:  In this  case,  which is  shown in Figure 7.3 ,  

the  firms in the  industry are  making abnormal profits  in the  short 

run.  This  means that they are  more  than covering their total costs,  

including the  opportunity costs.
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Figure 7.3  Short-run  abnormal  profits in  perfect competition

  As  we  can see  in Figure  7 .3 ,  the  firm is  selling at the  industry 

price,  P,  and is  maximizing profits  by producing at the  quantity q,  

where  MCMR.  At q,  the  cost per unit,  average  cost,  is  C ,  and the  

revenue per unit,  average  revenue,  is  P,  so  average  cost is  less  than 

average  revenue and the  firm is  making an abnormal profit of PC  

on each unit.  The  shaded area shows the  total abnormal profit.

2   Short-run losses:  In this  case,  shown in Figure 7.4,  the firms in the  

industry are  making losses in the short run.  This  means that they 

are  not covering their total costs.
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Figure 7.4 Short-run  losses in  perfect competition

In Figure  7 .4 the  firm is  selling at the  industry price,  P,  and is  

maximizing profits  by producing at the  quantity q,  where  

MC=MR.  However at output q,  the  cost per unit is  C ,  which is  

greater than the  price  and so  the  firm is  making a loss  of CP on 

each unit.  The  shaded area shows the  total loss.  Although making 

a loss,  the  firm is  still producing at the  profit-maximizing  level 

of output,  because  any other output would create  a  greater loss.  

In effect,  they are  loss  minimizing.
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The movement from short run to long run in  perfect 
competition
If firms are  making either short-run abnormal profits  or short-run 

losses,  other firms begin to  react and the  situation starts  to  change  

until an equilibrium point is  reached in the  long run.

Short-run abnormal profits to long-run normal profits
Let us  look first at the  situation of short-run abnormal profits.  The  

process  is  shown in Figure  7 .5 .  The  firm is  making abnormal profits  

shown by the shaded area,  but this  situation will not continue for long.

S ince  there  is  perfect knowledge  and no  barriers  to  entry,  firms 

outside  of the  industry that could also  produce  the  good will start to  

enter the  industry,  attracted by the  chance  to  make abnormal profits.  

At first,  this  will have  no  real effect,  because  the  firms are  relatively 

small.  However,  as  more  and more  firms enter the  industry,  attracted 

by the  abnormal profits,  the  industry supply curve  will start to  shift 

to  the  right.

As the  industry supply curve  starts  to  shift from S  towards  S 1 ,  the  

industry price  will begin to  fall from P towards P1 .  Because  the  firms 

in the  industry are  price-takers,  the  price  that they can charge  will 

start to  fall and their demand curves  will start to  shift downwards.  

This  means that the  abnormal profits  that they had been making will 

start to  be  competed away.
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Figure 7.5  The movement from short-run  abnormal  profit to long-run  normal  profit

This  process  will  continue  as  long  as  there  are  abnormal profits  in 

the  industry.  Eventually  the  industry  supply  curve  reaches  S 1 ,  

where  the  price  is  P1 .  At  this  point,  the  firms  are   taking  the  

price  o f  P1  and the  demand curve  is  D 1AR1MR1 .  We  now find 

that  the  firms  are  making  normal profits  with  the  price  per  unit 

equal  to  the  cost  per  unit,  i . e .  P1 C 1 .  The  entrepreneurs  o f  the  

firms  in  the  industry  are  satisfied,  because  they are  exactly 

covering  their  opportunity  costs .  However,  there  is  now no  

abnormal profit  to  attract  more  firms  into  the  industry  and so  the  

industry  is  in  a  long- run equilibrium s ituation.  No  one  will  now 

enter  and no  one  will  now leave.  The  outcome  is  a  much b igger 

industry  producing  Q1  units ,  with  smaller  firms  each  producing 

q1  units .
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Short-run losses to long-run normal profits
Now take  the  situation of short-run losses.  The  process  is  shown in 

Figure  7 .6 .  As  we  can see,  the  firm is  making losses  shown by the  

shaded area,  but this  situation will not remain the  same.

Some firms in the  industry will,  after a  time,  start to  leave  the  

industry.  At first this  will have  no  real effect,  because  the  firms are  

relatively small.  However,  as  more  and more  firms leave  the  industry,  

unable  to  achieve  normal profit,  the  industry supply curve  will start 

to  shift to  the  left.

As  the  industry supply curve  starts  to  shift from S  towards  S 1 ,  the  

industry price  will begin to  rise  from P towards  P1 .  As  the  firms  in 

the  industry are  price- takers,  the  price  that they can charge  will start 

to  rise  and their demand curves  will start to  shift upwards.  This  

means  that the  losses  that they had been making begin to  get 

smaller.
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Figure 7.6  The movement from short-run  losses to long-run  normal  profit

This process  will continue as  long as  there  are  losses  being made in the  

industry.  Eventually the  industry supply curve  reaches S 1 ,  where  the  

price  is  P1 .  At this  point,  the  firms are   taking  the  price  of P1  and  

the  demand curve  is  D 1=AR1=MR1 .  We now find that the  firms are  

making normal profits,  with the  price  per unit equal to  the  cost per 

unit,  i. e.  P1=C 1 .  Now the  entrepreneurs  of the  firms in the  industry 

are  satisfied,  because  they are  exactly covering all of their costs,  

including their opportunity costs.  There  would be  no  reason to  leave  

the  industry as  the  firm could not do  better elsewhere.  However,  

there  is  now no abnormal profit to  attract more  firms into  the  

industry and so the  industry is  in a  long-run equilibrium situation.  

No  one  will now enter and no  one  will now leave.  The  outcome will 

be  a  smaller industry producing only Q1  units,  with slightly larger 

firms,  each producing q1  units.

Long-run equilibrium in  perfect competition
We can conclude  that,  in the  long run,  firms in perfect competition 

will make normal profits.  This  is  because,  even if they are  making 

short-run abnormal profits  or short-run losses,  the  industry will 

adjust with firms entering or leaving the  industry until a  normal 

profit situation is  reached.
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Figure 7.7  Long-run  equi l ibrium  in  perfect competition

In Figure  7 .7 ,  the  firms are  making normal profits  in the  long run.  

They are  selling at the  price  P,  which they are  taking from the  

industry.  MC  is  equal to  MR so  they are  maximizing profits  by 

producing q,  and at that output P is  equal to  AC  so  they are  making 

normal profits.

In this  situation there  is  no  incentive  for firms to  enter or leave  the  

industry and so  the  equilibrium will persist until there  is  a  change  in 

either the  industry demand curve  or in the  costs  that the  firms face.  If 

this  does happen,  then firms will be  making either short-run abnormal 

profits  or short-run losses  and the  industry will once  again adjust,  

with firms entering or leaving until long-run equilibrium is  restored.

Productive and allocative efficiency in 
perfect competition

Productive efficiency
One of the efficiency measures used by economists is  that of productive  

efficiency.  A firm is  said to  be productively efficient if it produces its  

product at the lowest possible unit cost (average cost) .  This is  shown  

in Figure 7.8.

At the  output q,  the  firm in Figure  7 .8  is  able  to  produce  at the  most 

efficient level of output,  i. e.  the  lowest average  cost of production.  

This  is  the  cost c.  So  q is  known as  the  productively efficient level of 

output.

We know from chapter 6  that MC  always cuts  AC  at its  lowest point,  

and so  we  can say that the  productively efficient level is  where:

MC    AC

Productive  efficiency is  important in economics,  because  if a  firm is  

producing at the  productively efficient level of output then they are  

combining their resources  as  efficiently as  possible  and resources  are  

not being wasted by inefficient use.

Allocative efficiency
This  measure  of efficiency is  sometimes also  called the  socially 

optimum level of output.

Allocative  efficiency occurs  where  suppliers  are  producing the  

optimal mix of goods and services  required by consumers.

0

Out ut
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 (
$
)

q

MC

AC

c

Figure 7.8  Productive efficiency

Student workpoint 7.1
Be a  thinkerexplain  and  

i l lustrate

1  Why i s  a  fi rm  in  perfect 

competi tion  a  price-taker?

2   Draw the  fo l lowing 

d iagrams.  Be  su re  to  u se  a  

ru ler a nd  in clude  a ccu ra te  

l abels.  Also  be  su re  tha t 

you r MC cu rves  cross  a t 

the  m in imum  of AC.

a  A fi rm  in  perfect 

competi tion  ea rn ing 

abnorma l  profi ts

b A fi rm  in  perfect 

competi tion  m aking 

econom ic losses

c A fi rm  in  perfect 

competi tion  in  i ts  long-

run  equ i l ibrium  ea rn ing 

norma l  profi ts
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Price  reflects  the  value  that consumers  place  on a good and is  shown 

on the  demand curve  (average  revenue) .  Marginal cost reflects  the  

cost to  society of all the  resources  used in producing an extra unit of 

a  good,  including the  normal profit required for the  firm to  stay in 

business.  If price  were  to  be  greater than marginal cost,  then the  

consumers  would value  the  good more  than it cost to  make it.  If both 

sets  of stakeholders  are  to  meet at the  optimal mix,  then output 

would expand to  the  point where  price  equals  marginal cost.  

S imilarly,  if the  marginal cost were  to  be  greater than the  price,  then 

society would be  using more  resources  to  produce  the  good than the  

value  it gives  to  consumers  and output would fall.

Allocative  efficiency occurs  where  marginal cost ( the  cost of producing 

one more unit)  is  equal to  average revenue ( the price  received for a 

unit) .  Thus the  allocatively efficient level of output is  where:
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Figure 7.9  Al locative efficiency

In Figure  7 .9 ,  we  can see  the  allocatively efficient level of output for 

a  firm with a normal demand curve  and for a  firm with a perfectly 

elastic demand curve.  In both cases  we  are  looking for the  output 

where  MCAR  q1  for the  firm with a normal demand curve  and 

q2  when the  demand is  perfectly elastic.

Allocative  efficiency is  important in economics,  because  if a  firm is  

producing at the  allocatively efficient level of output there  is  a  

situation of Pareto  optimality  where  it is  impossible  to  make one  

person better off without making someone else  worse  off.  We will 

look at this  in more  detail when we consider market failure  in 

Chapter 1 2 .

Productive and allocative efficiency in the short run in perfect 
competition
If a  firm is  making abnormal profits  in the  short run in perfect 

competition,  we  can see  from Figure  7 .1 0  that although they are  

producing at the  profit-maximizing level of output,  q (where  

MCMR) ,  and the  allocatively efficient level of output,  q2  (where  

MCAR) ,  the  firm is  not producing at the  most efficient level of 

output,  q1  (where  MCAC) .
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Figure 7.1 0 Productive and allocative efficiency with  short-run profits in  perfect competition

In the  same way,  if a  firm is  making losses  in the  short run in perfect 

competition,  we  can see  from Figure  7 .1 1  that although they are  

producing at the  profit-maximising level of output,  q (where  

MCMR) ,  and the  allocatively efficient level of output,  q2  (where  

MCAR) ,  once  again the  firm is  not producing at the  most efficient 

level of output,  q1  (where  MCAC) .
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Figure 7.11  Productive and allocative efficiency with  short-run losses in  perfect competition
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Figure 7.1 2  Productive and  a l locative efficiency in  the long run  in  perfect competition

Productive and allocative efficiency in the long run in perfect 
competition
As we can see  in Figure  7 .1 2 ,  profit-maximizing firms in the  long  

run in perfect competition all produce  at the  lowest point of their 

long-run average  cost curves.  Because  we assume that there  is  perfect 

knowledge  in the  industry,  all of the  firms will face  the  same cost 

curves,  and so  they are  all selling at the  same price  and minimizing 

their average  costs  by producing where  MCAC.
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Also  shown in Figure  7 .1 2  is  the  fact that all of the  profit-maximizing 

firms in the  long run in perfect competition are  also  producing at the  

allocatively efficient level of output,  because  they produce  where  

MCAR.

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1   With  the help of a  d iagram, expla in  how i t i s  possible for  

a   rm  in  perfect competi tion  to earn  abnormal  prots in   

the short run .  [10 marks]

2  With  the help of a  d iagram, expla in  how i t i s  impossible  

for a  rm  in  perfect competi tion  to earn  abnormal  prots  

in  the long run .  [10 marks]

3  Explain  whether or not a  rm  in  perfect competition  earning  

abnormal  prots is  productively and  a l locatively efcient.   [10 marks]

Paper 1 , essay question

1   a   Expla in  the characteristics of a  perfectly competi tive  

market structure.  [10 marks]

 b  Evaluate the extent to which  i t is  possible for a  rm  in   

perfect competi tion  to earn  abnormal  prots.  [15 marks]

Student workpoint 7.2
Fi l l  i n  the  spaces  in  the  tab le  below wi th  e i ther a  yes  or a  no .

Perfect 
competition

Abnormal  
prots 
possible?

Losses 
possible?

Allocatively 
efcient?

Productively 
efcient?

Short run

Long run
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Monopoly8

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

HL exp la in  the  a ssumptions  of monopoly

HL define,  exp la in ,  a nd  give  examples  of sou rces  of monopoly power/

barriers  to  en try

HL define,  exp la in ,  a nd  i l lu stra te  a  n a tu ra l  monopoly

HL exp la in  and  i l lu stra te  the  demand  cu rve  fa cing the  monopol ist

HL exp la in  and  i l lu stra te  possib le  profi t s i tu a tions  in  monopoly

HL exp la in ,  i l lu stra te ,  and  ca lcu la te  the  revenue  m a xim izing level  of 

ou tpu t and  price

HL exp la in  and  i l lu stra te  levels  of efficiency in  monopoly

HL compare  monopoly and  perfect competi tion .

Assumptions of the model
In the  theory of monopoly,  we  assume that:

 There  is  only one  firm producing the  product so  the  firm is  the  

industry.

 Barriers  to  entry exist,  which stop  new firms from entering the  

industry and maintains  the  monopoly.

 As a consequence  of barriers  to  entry the  monopolist may be  able  

to  make abnormal profits  in the  long run.

However,  whether a  firm really is  a  monopoly depends  upon how 

narrowly we define  the  industry.  For example,  Microsoft may be  the  

only producer of a  particular kind of software,  but it does  not have  a  

monopoly of all software.  The  vegetable  shop  in your area may have  

a  monopoly of the  sale  of vegetables  in that area,  but it is  not the  

only seller of vegetables  and if the  area is  widened then the  shop  

loses  its  monopoly.

The  important question here  is  not whether or  not a  firm is  a  

monopoly,  but rather how much monopoly power the  firm has.  

To  what extent is  the  firm able  to  set  its  own prices  without 

worrying about other firms  and to  what extent can it  keep  people  

out of  the  industry?  The  strength of monopoly power possessed by 

a  firm will  really  depend upon how many competing  substitutes  

are  available .  For example,  the  underground railway in  a  city  may 

have  the  monopoly of underground travel,  but it  will  face  

competition from other industries,  such as  buses,  taxis ,  and private  

transport.
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A monopoly may continue to  be  the  only producer in an industry if  

it is  able  to  stop  other firms from entering the  industry in some way.  

These  ways  of preventing entry to  the  industry are  known as  barriers  

to  entry.  There  are  a  number of possible  barriers  to  entry as  follows.

1  Economies of scale
As we have  seen in Chapter 6 ,  firms gain average  cost advantages  as  

their size  increases:  these  are  known as  economies  of scale.  Things 

such as  specialization,  the  division of labour,  bulk-buying,  and 

financial economies  may lead to  cost savings  and lower unit costs.  If a  

monopoly is  large,  then they will be  experiencing economies  of scale.  

Any firm wishing to  enter the  industry will probably have  to  start up  

in a  relatively small way and so  will not have  the  economies  of scale  

that are  enjoyed by the  monopolist.  Even if the  new firm were  able  

to  start up  with the  same size  as  the  monopolist,  it would still not 

have  the  economies  that come from expertise  in the  industry,  such as  

managerial economies,  promotional economies,  and research and 

development.

Without equal economies  of scale,  a  would-be  entrant to  the  industry 

knows that it would not be  able  to  compete  with the  existing 

monopolist,  who would simply have  to  reduce  price  to  the  level of 

normal profits.  At this  level the  new entrant would be  making losses,  

because  the  average  costs  would be  higher,  so  the  lack of economies  

of scale  acts  as  a  deterrent to  firms that might want to  enter a  

monopoly industry.

2 Natural  monopoly
Some industries  are  classified as  natural monopolies.  An industry is  a  

natural monopoly if there  are  only enough economies  of scale  

available  in the  market to  support one  firm.  This  is  best shown by  

a  diagram,  such as  Figure  8 .1 .

In this  case,  the  monopolist is  the  industry and has  the  demand curve  

D 1 .  The  long-run average  cost curve  faced by the  monopolist is  LRAC  

and its  position and shape  are  set by the  economies  of scale  that the  

firm is  experiencing.  The  monopolist is  able  to  make abnormal profits  

by producing an output between q1  and q2 ,  because  the  average  

revenue is  greater than the  average  cost for that range  of output.
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Figure 8 .1  A natura l  monopoly

Student workpoint 8.1
Be reflectiveuse your own  experience

I n  each  case  below,  suggest wh ich  ones  a re  

monopol ies  and  a lso  define  the  wid th  of the  industry 

th a t you  a re  a ssum ing:

1  the  can teen  in  you r school

2  your doctor

3  the  loca l  refu se  d isposa l  service

4  you r school

5  the  n a tiona l  te lephone  service

6 the  n a tiona l  posta l  service.
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If another firm were  to  enter the  industry,  then the  firm would take  

demand from the  monopolist and the  monopolists  demand curve  

would shift to  the  left,  in this  case  to  D 2 .  S ince  we can assume that 

the  situation will be  the  same for both firms,  the  two firms would 

now be  in a  position where  it is  impossible  for them to  make even 

normal profits.  Their LRACs would be  above  AR at every level of 

output.

In this  industry,  the  LRAC ,  which is  shaped by the  economies  of scale  

experienced by the  monopolist,  will only give  an abnormal profit if 

the  monopolist is  able  to  satisfy all of the  demand in the  market.  The  

industry is  a  natural monopoly,  because the  market will only support 

one  firm.  Examples  of natural monopolies  include  the  industries  that 

supply utilities  such as  water,  electricity,  and gas.

3 Legal  barriers
In certain situations,  a  firm may have  been given a legal right to  be  

the  only producer in an industry,  i.e.  the  legal right to  be  a  monopoly.  

This  is  the  case  with patents,  which give  a  firm the  right to  be  the  

only producer of a  product for a  certain number of years  after it has  

been invented.  Patents  are  usually valid for approximately 20  years.  

When a patent expires  other producers  will then be  allowed to  

produce  and sell the  product.  Patents  exist as  a  means to  encourage  

invention.  If individuals  or firms put time and money into  

inventions,  only to  find that they were  copied as  soon as  they were  

successful,  then there  would be  little  incentive  to  do  so.  However,  if a  

firm knows that,  if its  invention is  successful,  it will have  a  protected 

monopoly for a  number of years,  then it is  more  likely to  invest in 

research and development.

Patents,  along with copyrights  and trademarks,  are  examples  of 

intellectual property rights.  Intellectual property refers  to  the  

creations  of the  mind.  Just as  private  property rights  allow people  to  

own physical property,  so  patents  guarantee  the  creators  of ideas  the  

rights  to  own their ideas.  A very good example  of patent protection is  

found in the  pharmaceutical industry.

Another example  of legal barriers  is  where  the  government of a  

country grants  the  right to  produce  a  product to  a  single  firm.  It may 

do  this  by setting up  a  nationalised industry,  such as  a  state  postal 

service,  and then banning other firms from entering that industry,  or 

it may simply sell the  right to  be  a  sole  supplier to  a  private  firm,  such 

as  the  right to  be  the  only network provider for mobile  phones,  once  

again banning other firms.

4 Brand loyalty
It may be  that a  monopolist produces  a  product that has  gained 

huge  brand loyalty.  The  consumers  think of the  product as  the  

brand.  For example,  in the  early days  of the  vacuum cleaner they 

were  simply known by their brand name,  Hoover.  If  the  brand 

loyalty is  so  strong then new firms  may be  put off from entering the  

industry,  since  they will feel that they are  not able  to  produce  a  

product that will  be  sufficiently different in order to  generate  such 

strong brand loyalty.

Student workpoint 8.2
Be reflectiveuse your own  

experience

Can  you  th ink of any other 

products  th a t dom ina te   

the  m arket so  heavi ly th a t the  

product i s  known  by i ts  b rand  

n ame ra ther th an  i ts  product 

n ame? Can  you  th ink of any 

products  th a t h ave  lost th is  

m arket dom inance  to  

competi tors?
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5 Anti-competitive behaviour
A monopolist may also  attempt to  stop  competition by adopting 

restrictive  practices,  which may be  legal or illegal.  For example,  an 

established monopoly should be  in a strong position to  start a price  

war  if another firm enters  the  industry.  The monopoly can lower its  

price  to  a loss-making level and should be  able  to  sustain the  losses  for 

a longer time than the  new entrant,  thus forcing the  new firm out of 

the  industry.  Indeed,  knowledge of this  possibility should be  enough 

to  dissuade new firms from even attempting to  enter the  industry.

In 2004,  the European Union Competition Commission fined 

Microsoft 497  million for bundling  its  Windows Media Player 

and messaging technologies into  its  Windows operating system.  The  

commission claimed that this  prevented potential competitors  from 

reaching consumers.  It also  ordered Microsoft to  make public technical 

information to  allow other companies the ability to  produce goods that 

are  compatible  with Microsoft to  give  Microsoft more competition.

In 2006,  Microsoft received an additional fine  of 280.5  billion for 

alleged failure  to  comply with the  2004 fine.   Microsoft appealed the  

fine,  but lost the  appeal in September 2007.  Microsoft was  fined 

Student workpoint 8.3
Be reflective

Use  the  in formation  below to  exp la in  the  possib le  

advan tages  and  d isadvan tages  of pha rmaceu tica l  

pa ten ts  for the  d i fferen t stakeholders  in volved .

D iscoveries  of new d rugs  h ave  led  to  s ign ifican t 

improvements  in  hea l th  and  longevity.  None  of th is  

wou ld  have  been  possib le  i f pha rmaceu tica l  compan ies  

h adn t h ad  the  in cen tive  to  ca rry ou t the  resea rch ,  

development,  and  testing necessa ry to  bring these  d rugs  

on to  the  m arket.  Estima tes  of the  costs  of developing 

and  testing new d rugs  in  the  U S  range  from  $800  

m i l l ion  to  $2  b i l l ion  and  i t can  take  anywhere  from  1 2  

to  1 5  years  to  bring a  new d rug on to  the  m arket.

G iven  these  figu res,  i t  i s  not su rpris ing tha t d rug 

developers  wan t to  h ave  some gua ran tee  th a t they wi l l  

be  ab le  to  be  the  exclu sive  providers  so  th a t they can  

recover the ir costs  and  m a xim ize  thei r p rofi ts .  Th is  i s  

why pa ten ts  a re  ju sti fied .  I n  fact,  pha rmaceu tica l  

compan ies  con tinua l ly lobby governments  to  h ave  

in creased  pa ten t protection  for the ir p roducts.

As  soon  a s  the  pa ten t on  a  d rug exp i res,  other 

pha rmaceu tica l  compan ies  can  produce  and  sel l  the ir 

own  version  of the  d rug.  These  a re  common ly known  

a s  generic  d rugs  or s imply generics.  A generic d rug i s  

exactly the  same  a s  i ts  pa ten ted  version  in  term s  of 

dosage,  sa fety,  strength ,  in tended  u se,  ri sks,  and  

benefi ts.  They a re  sa id  to  be  b io-equ iva len t.

The  producers  of the  generic  d rug can  develop  the  d rug 

wh i le  the  brand  name d rug i s  protected  by i ts  pa ten t 

and  re lease  i t a s  

soon  a s  the  pa ten t 

exp i res.  

Generic d rugs  a re  

vastly less  expensive  

than  the  brand  n ame 

d rugs  qu i te  s imply 

because  the  pha rmaceu tica l  compan ies  th a t produce  

the  generic d rug do  not h ave  the  huge  developmen t 

and  testing costs.  The  generics  h ave  to  meet the  

coun trys  hea l th  and  sa fety standa rds,  bu t i t  takes  much  

less  time  and  money than  the  origina l .  Wi th  lower costs,  

they can  cha rge  lower prices.

Drug compan ies  spend  a  lot o f money on  advertis ing to  

try to  m ake  su re  tha t the  consumers  of thei r d rugs  

m a in ta in  brand  loya l ty.  Th is  i s  pa rticu la rly importan t 

when  a  d rug i s  fa cing i ts  pa ten t exp i ry.  They hope  tha t 

thei r consumers  wi l l  stick wi th  thei r d rug even  when  

cheaper generics  a re  on  the  m arket.  I f the  d rug is  a  

prescription  d rug,  the  pha rmaceu tica l  compan ies  m ay 

find  ways  to  convince  doctors  th a t they shou ld  keep  

prescrib ing the  brand  n ame d rugs.

There  a re  deep  eth ica l  i ssues  involved  in  the  question  

of pa ten ts  on  l i fe-saving d rugs.  The  fact th a t peop le  d ie  

from  preven tab le  d iseases  because  they cannot a fford  

to  buy the  pa ten ted  med icines,  even  though  generic 

d rugs  m ay be  m ade  a va i lab le  a t a  fraction  of the  price ,  

i s  cu rren tly under deba te.
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again in 2008  for failure  to  comply with the  ruling,  and was  ordered 

to  pay 899  million Euros,  the  largest fine  ever given by the  

European Competition Commission.

That is  not the  end of it,  however.  In 2009,  the  EU Competition 

Commission again found Microsoft guilty of anti-competitive  

practices,  this  time for bundling its  Internet Explorer browser into  

its  Windows operating system.  According to  the  commission:  

The evidence gathered during the investigation leads the Commission to believe 

that the tying of Internet Explorer with Windows,  which makes Internet 

Explorer available on  90%  of the worlds PCs,  distorts competition  on  the 

merits between competing web browsers insofar as it provides Internet Explorer 

with  an artificial distribution advantage  which other web browsers are 

unable to match.  The Commission is concerned that through the tying,  Microsoft 

shields Internet Explorer from head to head competition with other browsers 

which is detrimental to the pace of product innovation and to the 

quality of products which consumers ultimately obtain .  In  addition,  the 

Commission is concerned that the ubiquity of Internet Explorer creates artificial 

incentives for content providers and software developers to design websites or 

software primarily for Internet Explorer which ultimately risks undermining 

competition and innovation in  the provision of services to consumers.

Source:  Europa  press release,  January 1 7th,  2009

The demand curve and the profit-maximizing level  
of output in  monopoly
As we know,  the  monopolist is  the  industry and so  the  monopolists  

demand curve  is  the  industry demand curve  and is  downward 

sloping.  The  monopolist can therefore  control either the  level of 

output or the  price  of the  product,  but not both.  S tudents  often 

assume that monopolists  can charge  whatever price  they like  and still 

sell their products,  but this  is  not the  case.  In order to  sell more  they 

must lower their price.

The  demand curve  facing a  monopolist is  shown in Figure  8 .2 .  The  

monopolist has  a  normal demand curve,  with marginal revenue 

below it,  and maximizes  profit by producing at the  level of output 

where  marginal cost is  equal to  marginal revenue.

We can see  that,  in this  case,  the  monopolist sells  a  quantity q at a  

price  per unit of P.

Possible profit situations in  monopoly
If a monopolist is  able to make abnormal profits  in the short run,  and if 

the monopolist has effective barriers to  entry,  then other firms cannot 

enter the industry and compete away the profits  that are being earned.  

In this situation,  the monopolist is  able to  make abnormal profits  in the  

long run,  for as long as the barriers to  entry hold out.  This situation is  

shown in Figure 8.3 .

The  monopolist is  maximizing profits  and is  making abnormal profits  

shown by the  shaded area,  PabC .  Without the  entry of new firms to  

the  industry this  situation will continue.
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MR
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b
C
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 p rofi ts

Figure 8 .3  Abnormal  profits in  the long 

run  in  monopoly
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Figure 8 .2  The demand  curve facing a  

monopol ist

Student workpoint 8.4
Be an  inquirerconduct 

research  and  assess the 

outcomes

1   Make  an  annota ted  time  

l ine  to  briefly exp la in  the  

series  of even ts  and  

decisions  in  the  M icrosoft 

lega l  ba ttle  with  the  

Eu ropean  U n ion  

Competi tion  Comm ission .

2  What a re  the  a rguments  for 

and  aga in st the  l a rge  fine?
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It is  sometimes assumed that a  monopolist will always earn abnormal 

profits,  but this  is  not true.  If the  monopolist produces  something for 

which there  is  little  demand,  then it will not earn abnormal profits.  If 

a  monopolist were  making losses  in the  short run,  then it would have  

the  option of closing down temporarily ( if it was  not covering its  

variable  costs)  or continuing production for the  time being.  However,  

it would plan ahead in the  long run to  see  whether changes could be  

made so  that normal profits,  at least,  could be  earned.  If this  were  not 

possible,  then the  monopolist would close  down the firm and,  since  

the  firm is  the  industry,  the  industry would cease  to  exist.  This  

situation is  shown in Figure  8.4.

Here,  the  firm is  not able  to  cover costs  in the  long run,  since  the  

average cost is  greater than the  average revenue at all levels  of output.  

S ince  there  is  nothing that can be  done to  rectify the  situation,  this  

will be  an industry in which no  firm will be  willing to  produce.  There  

will be  no  industry.

Revenue maximization in  monopoly
It is  possible  that a  monopolist may decide  to  maximise  revenue 

rather than profits.  This  situation is  shown in Figure  8.5 .

Instead of maximizing profits,  and producing where  MC    MR,  the  

monopolist will produce where  MR   0  ( see  Chapter 6 ,  Figure  6 .1 0  

and explanation) .  This  means that the  monopolist will reduce price  

from PPM  to  PRM  and at the  same time increase  output from qPM  to  qRM.

The revenue maximizing level of output is  clear from a diagram,  

since  it is  the  level of output where  the  MR curve  cuts  the  horizontal 

axis.  It can also  be  identified from a set of revenue figures  such as  the 

ones  in Table  8 .1 .

Price($) Quantity (units) TR ($) MR ($)

1 0 1 0 1 00

80

9 20 1 80

60

8 30 240

40

7 40 280

20

6 50 300

0

5 60 300

20

4 70 280

40

3 80 240
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D=AR

MC
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Figure 8 .4 A monopolist making losses 

in  the long run

Figure 8.5  Revenue maximizing as 

opposed to profit maximizing in  monopoly
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Here  we can clearly see  that,  if revenue is  maximized where  MR   0 ,  

then the  revenue maximization level of output is  between 50  and 60  

units,  i.e.  5 5  units.

Efficiency in  monopoly
Unlike  perfect competition,  the  monopolist produces  at the  level of 

output where  there  is  neither productive  efficiency nor allocative  

efficiency.  This  is  shown in Figure  8 .6 .

The monopolist is producing at the profit-maximizing level of output,  q.  

Output is being restricted in order to force up the price and to maximize  

profit.  However,  the most efficient level of output,  q1  and the allocatively 

efficient level of output,  q2 ,  are not being achieved.

Advantages and disadvantages of monopoly in 
comparison with perfect competition
Although they are  both theoretical market forms,  there  has  always 

been much debate  about the  relative  merits  and demerits  of perfect 

competition and monopolies.

The advantages of monopoly in comparison with perfect 
competition
Monopolies may be  able  to  achieve large economies of scale  simply 

because of their size.  Monopolies do not have to  be big,  but if the  

industry is  big,  then the monopolist should gain substantial economies  

of scale.  If this  pushes the MC  curve down,  then it is  possible  that the  

monopolist may produce at a higher output and at a lower price  than 

in perfect competition.  This idea of relative price  and output in 

monopoly and perfect competition is  very debateable.  The situation is  

shown in Figure 8.7.

D  = AR

MR

P 1

P2

0 Q1 Q2

Output

In dustry supply:  perfect competi tion

MC:  monopoly

P
ri
ce

 (
$
)

Figure 8 .7  Economies of sca le in  monopoly

In perfect competition,  the  equilibrium price  and quantity will be  

where  demand is  equal to  supply.  This  means  that the  price  will be  

P1  and that a  total output of Q1  will be  produced.  However,  if the  

industry is  a  monopoly,  with significant economies  of scale,  then the  

MC  curve  may well be  substantially below the  MC  curve  in perfect 

competition,  which is  the  industry supply curve.

If this  is  the case,  then the monopolist will produce where MCMR,  

maximizing profits  and producing a greater quantity than perfect 

competition,  Q2 ,  at a lower price,  P2 .
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P

0 q q 1 q2 M R
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Abnorma l

profi t

Figure 8 .6  Productive and  a l locative 

efficiency in  monopoly
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A second advantage  may be  that there  will be  higher levels  of 

investment in research and development in monopolies.  Firms in 

perfect competition are,  by definition,  relatively small,  and so  may 

find it difficult to  invest in research and development.  However,  a  

monopolist making abnormal profits  is  in a  better situation to  use  

some of those  profits  to  fund research and development.  This  would,  

in the  long run,  benefit consumers,  who would have  better products  

and even more  choice.

The disadvantages of monopoly in comparison with 
perfect competition
If significant economies  of scale  do  not exist in a  monopoly,  then the  

monopoly may restrict output and charge  a  higher price  than under 

perfect competition.

In Figure  8 .8,  there  are  no  differences  in costs  for the  monopolist 

and the  perfectly competitive  market.  If this  is  the  case,  then the  

monopolist will produce  Q2  at a  price  of P2 ,  where  MC  =  MR.  The  

perfectly competitive  market will,  however,  produce  Q1  at a  price  of 

P1 ,  where  industry supply meets  industry demand.  Thus higher prices  

and lower output would exist under monopoly.

Figure 8 .8  Monopoly versus perfect competition  without economies of scale

D  = AR

MR

P2

P1

P
ri
ce

 (
$
)

0 Q1Q2

Output

MC  (= supply under perfect competi tion )

The high profits  of monopolists  may be  considered as  unfair,  

especially by competitive  firms,  or those  on low incomes.  The  scale   

of the  problem depends  upon the  size  and power of the  monopoly.  

The  monopoly profits  of your local post office  may seem of little  

consequence  when compared to  the  profits  of a  giant national 

company.

To summarize,  there  are  three  possible  problems associated with 

monopolies  in comparison with perfect competition.

 They are  productively and allocatively inefficient.

 They can charge  a  higher price  for a  lower level of output.

 They can exercise  anti-competitive  behaviour to  keep their 

monopoly power.

These  potential problems mean that monopolies  can act against the  

public interest.  As  a  result,  all governments  have  laws and policies  to  

limit monopoly power.  This  will be  developed in Chapter 1 2 .
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Assessment advice: essay writing

I n  essay question  1  (b)  the  word  a lways  i s  in  i ta l ics .  

Th is  i s  a  word  tha t often  appears  in  exam ina tion  questions,  

bu t i f you  see  i t on  you r exam ,  i t won t be  in  i ta l ics .  I t  i s  in  

i ta l ics  here  in  order to  d raw you r a tten tion  to  i t to  let you  

know th a t i t  i s  a  key word .  I n  you r eva lu a tion ,  you  a re  l ikely 

to  exp la in  why governments  shou ld  preven t fi rm s  from  

being monopol ies,  bu t then  d iscuss  any ci rcumstances  

where  they shou ld  not.  Tha t i s ,  you  wi l l  be  a rgu ing aga in st 

the  view th a t they shou ld  always  do  so .

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1  Explain  the level  of output a t which  a  monopoly rm  wi l l  produce.  [10 marks]

2 Using a  d iagram,  expla in  the concept of a  natura l  monopoly.  [10 marks]

3  Using appropriate d iagrams,  expla in  whether a  monopoly is  l ikely to be more efcient or less  

efcient than  a  rm  in  perfect competi tion .  [10 marks]

Paper 1 , essay question  

1  a  Expla in  three barriers to entry that a l low a  rm  to be a  monopoly.  [10 marks]

 b  Evaluate the view that governments should  always  prevent rms from being monopol ies.  [15 marks]

sponse exercisepo e exerci e Data rData r

Bitter pill for pharmaceutical company Merck
Indian pharmaceutical companies 

Ranbaxy  and D r  Reddys 

Laboratories are expected to be 

major  beneficiaries  to  take 

advantage of a multi-billion dollar 

sales vacuum created by the patent 

expiry of two popular drugs in the 

US.  One of the drugs is a cholesterol-

cutting drug called Zocor and the 

other is  an antidepressant drug 

named Zoloft.

Merck earned huge profits from 

its sales of Zocor,  whose patent 

expired on 23  June.  Pfizer lost its 

patent on 30 June.  When a company 

loses its  exclusive patent for a 

branded drug,  it is no longer a 

monopoly  in the market,  and the 

market opens to generic drugmakers.  

This can lead to a drop of nearly 

80% in the drugs price,  resulting 

in a major gain for consumers as 

well as  the makers of generic 

versions of these drugs.

Indian companies are in good 

shape to gain from the patent expiries 

in developed markets like the US  

and Europe.  They have a tremendous 

ability to create,  manufacture,  and 

market generic drugs at low prices,  

aided by the availability of cheaper 

and skilled labour.

Ranbaxy is planning to produce 

Simvastatin,  a generic version of 

Zocor,  after receiving the required 

approval from the US  Food and 

Drug Administration.

Including those from India,  

billions of dollars  worth of drugs 

are scheduled to come off patent 

in 2006.
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By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

HL expla in  the  a ssumptions  of monopol istic competi tion

HL define  and  g ive  examples  of product d i fferen tia tion

HL expla in  and  i l lu stra te  the  demand  cu rve  for fi rm s  in  monopol istic 

competi tion

HL expla in  how fi rm s  m a xim ize  profi ts  in  monopol istic competi tion

HL expla in  and  i l lu stra te  short run  profi t and  loss  s i tua tions  in  

monopol istic competi tion

HL expla in  and  i l lu stra te  the  long-run  equ i l ibrium  in  monopol istic 

competi tion

HL expla in  the  movement from  short run  to  long run  in  monopol istic 

competi tion

HL expla in  and  i l lu stra te  productive  and  a l loca tive  efficiency in  the  short 

and  long run  in  monopol istic  competi tion

HL compare  and  con tra st perfect competi tion  and  monopol istic 

competi tion .

The theory of monopolistic competition was developed by Edward 

Chamberlin (1 8991 967) ,  an American economist.  He was dissatisfied 

with the two extreme theories that existed at the time,  perfect 

competition and monopoly,  so  wanted to  devise  something more  

realistic that would sit between the two existing theories.  In simple  

terms,  a monopolistically competitive market is  one with many 

competing firms where each firm has a little  bit of market power.  This  

is  why we have the term monopolistic,  as  firms have some ability to  

set their own prices.

The assumptions of monopolistic competition
The assumptions  for monopolistic competition are  as  follows.

 The industry is  made up  of a  fairly large  number of firms.

 The firms are  small,  relative  to  the  size  of the  industry.  This  means 

that the  actions of one  firm are  unlikely to  have  a  great effect on 

any of its  competitors.  The  firms assume that they are  able  to  act 

independently of each other.

 The firms all produce  slightly differentiated products.  This  means 

that it is  possible  for a  consumer to  tell one  firms  product from 

another.

 Firms are  completely free  to  enter or leave  the  industry.  That is,  

there  are  no  barriers  to  entry or exit.

The only difference from perfect competition is  that in monopolistic 

competition there  is  product differentiation.  Product differentiation 

exists  when a good or service  is  perceived to  be  different from other 

goods or services in some way.  Products  may be  differentiated by 
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Figure 9.2  Short-run  abnormal  profits in  

monopolistic competition
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brand name,  colour,  appearance,  packaging,  design,  quality of service,  

skill levels,  and many other methods.  Examples of monopolistically 

competitive  industries  are  nail (manicure)  salons,  car mechanics,  

plumbers,  and jewellers.

Although it may appear to  be  a  small difference  from the  assumptions 

of perfect competition,  this  leads  to  a  markedly different market 

structure.  As  the  products  are  differentiated there  will be  some extent 

of brand loyalty.  This  means that some of the  consumers  will be  loyal 

to  the  product and continue to  buy it if the  price  goes  up  a  little.  For 

example,  it may be  that the  customers  of a  certain plumber will stay 

with that plumber when she  raises  her prices  above  local rivals,  

because  they believe  that she  is  slightly more  skilled than her 

competitors.

This  brand loyalty means that producers  have  some element of 

independence  when they are  deciding on price.  They are,  to  an 

extent,  price-makers,  and so  they face  a  downward sloping demand 

curve.  However,  demand will be  relatively elastic since  there  are  

many,  only slightly different,  substitutes.

Have you  ever walked  down  a  street in  a  tourist area  and  seen  a  lot of restaurants 

with  simi lar menus? Expla in  why they might be considered  to be in  monopolistic 

competition.

The demand curve  facing a  monopolistically competitive  firm is  

shown in Figure  9 .1 .

The  firm faces  a  downward sloping demand curve  with a marginal 

revenue curve  that is  below it and produces  so  that it is  maximizing 

profits  where  MC    MR.  This  means that the  firm in Figure  9 .1  will 

produce  an output of q and sell that output at the  price  of P.

Possible short-run profit and loss situations in 
monopolistic competition
Just as  in perfect competition,  it is  possible  for firms in monopolistic 

competition to  make abnormal profits  in the  short run.  This  is  shown 

in Figure  9 .2 .

Figure 9.1  The demand  curve for a  fi rm  

in  monopolistic competition

P
ri
ce

 a
n
d
 C
o
st
 (
$
)

P

0 q

MR

D=AR

MC

Output

Student workpoint 9.1
Be a  thinkerconsider 

and  explain

Try to  th ink of an  example  of a  

market in  your area  that is  in  

monopolistic competition .  With  

reference to  the assumptions of 

the model,  expla in  your choice.
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In this  case,  the  firm is  maximizing profits  by producing at the  level 

of output where  MC    MR,  and the  cost per unit (AC)  of C  is  less  

than the  selling price  of P.  There  is  an abnormal profit that is  shown 

by the  shaded area.

It is  also  possible  that a  firm in monopolistic competition may be  

making losses  in the  short run and this  is  shown in Figure  9 .3 .  Once  

again,  the  firm is  producing where  MC    MR,  but this  time the  cost 

per unit,  C ,  is  above  the  price,  P,  and the  amount of losses  is  shown 

by the  shaded area.

The long-run equilibrium of the firm in monopolistic 
competition
Whether firms are  making abnormal profits  or losses  in the  short run,  

because  of the  freedom of entry and exit in the  industry,  there  will be  

a  long-run equilibrium,  where  all of the  firms in the  industry are  

making normal profits.

If the  firms are  making short-run abnormal profits,  then other  

firms will be  attracted to  the  industry.  S ince  there  are  no  barriers   

to  entry it is  possible  for these  other firms to  join the  industry.  As  

they enter,  they will take  business  away from the  existing firms,  

whose  demand curves  will start to  shift to  the  left.  If firms are  making 

short-run losses,  then some of the  firms in the  industry will start to  

leave.  The  firms that remain will find that their demand curves  start 

to  shift to  the  right as  they pick up  trade  from the  leaving firms.

This  analysis  explains  why it is  not uncommon to  see  similar shops  or 

services  spring up  in an area.  Imagine  that a  new sushi restaurant 

opens  up  in a  district.  Soon it is  so  popular that there  is  a  line  outside  

the  door every evening.  Other catering entrepreneurs  will be  

attracted to  the  possibility of doing so  well,  and so  it is  likely that 

another sushi restaurant will open up  in the  area.  It may not happen 

immediately,  but eventually this  is  likely to  result in a  fall in demand 

for the  original sushi restaurant as  some of its  customers  will switch.  

If demand continues to  be  strong,  then even more  restaurants  will 

open.  Each restaurant will try to  distinguish itself from the  others

perhaps  by staying open longer,  offering a  Happy Hour ,  special 

theme nights,  or free  childrens  meals  to  name just a  few possibilities.  

This  product differentiation is  also  known as  non-price  competition.

Whatever the short-run situation,  in the long run the firms will end  

up in the position shown in Figure 9.4,  with all making normal profits.  

The firms are  maximizing profits  by producing at the level of output 

where MC    MR and,  at that output,  the cost per unit,  C ,  is  equal to  

the price  per unit,  P.  Each firm is  exactly covering its  costs,  including its  

opportunity costs,  and so  there is  no incentive for firms to  leave the  

industry.  Firms outside the industry will not enter,  since they will be  

aware that their entrance would lead to  losses  for everyone.

Table  9 .1  summarizes  the  characteristics  of monopolistic competition 

and illustrates  how Italian restaurants in a city might be  considered to  

be  close  to  a monopolistic competition market structure.

Figure 9.3  Short-run  losses in  

monopol istic competition
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Figure 9.4 Long-run  equi l ibrium in  

monopol istic competition
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Productive and allocative efficiency in monopolistic 
competition
We know that productive  efficiency is  achieved at the  level of output 

where  a  firm produces  at the  lowest possible  cost per unit,  the  point 

where  AC  is  at a  minimum.  This  is  the  point where  the  MC  curve  

cuts  the  AC  curve.

Allocative  efficiency is  achieved at the  level of output where  the  MC  

curve  cuts  the  AR curve:  the  socially optimum level of output.

Figure  9 .5  shows the  two possible  short-run positions  in monopolistic 

competition and abnormal profits  and losses.  We see  that the  firm 

produces  at the  level of output where  profits  are  maximized,  q,  as  

opposed to  the  productively efficient level of output,  q1 ,  or the  

allocatively efficient level of output,  q2 .

In the  long run,  the  situation is  the  same.  This  is  shown in Figure  9 .6 .  

The  firm is  again producing at the  profit-maximizing level of output,  

q,  and not at the  productively efficient level of output,  q1 ,  or the  

allocatively efficient level of output q2 .

Table 9.1  I ta l ian  restaurants as an  example of a  monopol isitic competition  market 

structure

Characteristics of monopolistic 
competition market structure

Italian restaurants

Very large number of rms 

Each  rm  very smal l  rela tive to the 
size of the market



Goods are d ifferentiated   
(Different menus, emphasis on pasta, emphasis on pizzas)

No barriers to entry or exi t  Very low barriers (low capita l  costs,  no specia l  
expertise,  not l ikely to be large economies of sca le,  
some brand  loyalty)

Perfect information Fairly open,  but not perfect

Abnormal  prots possible in  short 
run,  but not in  long run

More and  more I ta l ian  restaurants wi l l  be set up as long 
as the existing ones are earning abnormal  prots.

Figure 9.6 Productive and  a l locative 

efficiency in  the long run  in  monopolistic 

competition
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Figure 9.5  Productive and  a l locative 

efficiency in  the short run  in  

monopolistic competition
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Student workpoint 9.2
Be a  thinkerexplain  and  i l lustrate  the following:

1   Why can  a  fi rm  in  monopol istic  competi tion  not ea rn  abnorma l  

profi ts  in  the  long run ?

2   Draw a  d iagram  of a  firm  in  monopolistic competition  that is  in  long-run  

equ i l ibrium .  (Th is is  l ikely to  be the most d ifficu lt d iagram  youve done  

so  far,  as  it is  cha l lenging to  draw the relationsh ips accurately!)

3  Look around  your area ,  and  try to  find  an  example of monopolistic 

competition .  Draw up  a  table  such  as  9 .1  to  apply the characteristics of 

monopolistic competition  to  your example.
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Monopolistic competition in comparison with 
perfect competition
Unlike perfect competition,  where  in the  long run the  firms are  profit-

maximizers,  productively efficient,  and allocatively efficient,  firms in 

the long run in monopolistic competition,  although maximizing 

profits,  are  neither productively nor allocatively efficient.

However,  even though the  firm in monopolistic competition is  not 

allocatively efficient,  because  it does  not produce  where  MC    AR,  

and is  not productively efficient,  because  it does  not produce  where  

MC    AC ,  the  inefficiency is  not due  to  the  firms  ability to  restrict 

output and increase  price  as  in a  monopoly.  The  inefficiency is,  in 

fact,  the  result of the  consumers  desires  for variety.  Though 

allocative  efficiency does  not occur,  it is  hard to  argue  that consumers  

are  worse  off with monopolistic competition than with perfect 

competition,  since  the  difference  is  due  entirely to  consumer desire  to  

have  differentiated products.

Rather than having a perfectly competitive  situation,  where  

consumers  pay lower prices  but are  only able  to  purchase  a  

homogeneous product,  monopolistic competition gives  consumers  

the  opportunity to  make choices.  This  is  why they are  prepared to  

pay slightly higher prices  for the  products.

Headl ine:  Fi tness  cen tres  spr i ng i ng  up  a l l  o ver  th e  c i ty

Economics  concept:  Monopo l i st i c  competi t i on    abnorma l  profi ts

Diagram(s) :  A fi rm  i n  monopol i sti c  competi ti on  earn i ng  abnormal  

profi ts  i n  the  short  run  and  the  adjustment  to  the  l ong- run  equi l i bri um

Hint:  Consi der  each  o f the  assumpti ons  o f the  monopo l i sti c  competi t i on 

market  structure  and  suggest  h ow  each  m i ght  b e  rel evant  h ere.

You be the journ
alist

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions 

1   With  the help of a  d iagram, expla in  the level  of output that a  prot-maximizing  

 rm  wi l l  produce at in  the long run  in  monopol istic competi tion .  [1 0 marks]

2  With  the help of a  d iagram, expla in  how i t is  possible for a  rm in  monopolistic  

competition  to earn  abnormal  prots in  the short run .  [1 0 marks]

3  Explain  whether or not a  rm  in  monopol istic competi tion  earning abnormal   

prots is  productively and  a l locatively efcient.  [1 0 marks]

Paper 1 , essay question

1  a   Expla in  the d i fferences between  the assumptions of perfect competi tion  and   

monopol istic competi tion .  [1 0 marks]

 b  Evaluate the view that i t would  be benecia l  i f a l l  markets were in   

perfect competi tion .  [1 5 marks]
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Oligopoly10

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

HL exp la in  the  a ssumptions  of o l igopoly

HL d istingu ish  between  co l lu s ive  o l igopoly and  non -co l lu sive  o l igopoly

HL d istingu ish  between  forma l  co l lu s ion  and  taci t co l lu s ion

HL define  a  ca rte l

HL exp la in  the  ro le  of game  theory in  o l igopoly

HL exp la in  and  i l lu stra te  the  kinked  demand  cu rve

HL exp la in  and  give  examples  of non -price  competi tion .

The assumptions of oligopoly
Oligopoly is  where  a  few firms dominate  an industry.  The  

industry may have  quite  a  few firms or not very many,  but the  

key thing is  that a  large  proportion of the  industrys  output is  

shared by just a  small number of firms.  What constitutes  a  small 

number varies,  but a  common indicator of concentration in an 

industry is  known as  the  concentration ratio.  Concentration 

ratios  are  expressed in the  form CRx where  X represents  the  

number of the  largest firms.  For example,  a  CR4 would show the  

percentage  of market share  (or output)  held by the  largest four 

firms in the  industry.  The  higher the  percentage,  the  more  

concentrated is  the  market power of the  four largest firms.  

While  other concentration ratios  such as  a  CR8  are  measured,  it 

is  the  CR4 that is  most commonly used to  make a link to  a  given 

market structure.  While  the  line  between the  concentration of 

market share  or sales  in different market structures  is  subject to  

interpretation,  Figure  1 0.1  offers  one  view.

0%                                                                50%                                   80%                    1 00%

Low

concen tra tion

Med ium

concen tra tion

H igh

concen tra tion

Monopol istic

competi tion O l igopoly Monopoly
Perfect

competi tion

Percentage market share of largest 4  firms (CR4  )

Figure 1 0.1  CR4  ratios in  d ifferent market structures

For example,  in the  US  malt beverages industry,  there  are  1 60  firms,  

and the  CR4 is  90% .  Thus the  four largest firms produce 90%  of the  

industrys  output and it is  an industry with a high concentration of 

market power among the largest four companies.  In the  frozen fish 

and seafood industry,  there  are  600  firms and the  CR4 is  1 9,  suggesting 

low concentration.  We may conclude that the  malt industry is  an 

oligopoly and the  frozen fish and seafood industry is  in monopolistic 

competition.
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Oligopolistic industries  may be  very different in nature.  Some 

produce  almost identical products,  e.g.  petrol,  where  the  product is  

almost exactly the  same and only the  names of the  oil companies  are  

different.  Some produce  highly differentiated products,  e.g.  motor 

cars.  Some produce  slightly differentiated products,  e.g.  shampoo,  but 

spend huge  budgets  to  persuade  people  that their product is  better.

In most examples  of oligopoly,  there  are  distinct barriers  to  entry,  

usually the  large-scale  production or the  strong branding of the  

dominant firms,  but this  is  not always  the  case.  In some oligopolies,  

there  may be  low barriers  to  entry.

However,  the key feature that is  common in all oligopolies  is  that there  

is  interdependence.  Whereas in perfect competition and monopolistic 

competition the firms are  all too small relative to  the size  of the  

market to  be  able  to  influence the market,  in oligopoly there is  a small 

number of large firms dominating the industry.  As there are  just a  

few firms,  each needs to  take careful notice  of each others  actions.  

Interdependence tends to  make firms want to  collude and so avoid 

surprises and unexpected outcomes.  If they can collude and act as  a  

monopoly,  then they can maximize industry profits.  However,  there is  

also  a tendency for firms to  want to  compete vigorously with each 

other in order to  gain a greater market share.

All in all,  however,  oligopoly tends  to  be  characterized by price  

rigidity.  Prices  in oligopoly tend to  change  much less  than in more  

Student workpoint 10.1
Be a  thinkerclassify the  following

How wou ld  you  cla ssi fy each  of the  fo l lowing industries  in  the  U S?

1  Breakfast cerea l  m anu factu ring:  48  fi rm s,  CR4   82 .9%

2  Texti le  m i l l s:  3 ,863  fi rm s,  CR4   1 3 .8%

3  Breweries:  494  fi rm s,  CR4   89 .7%

4  Wineries:  637  fi rm s,  CR4   43 .2%

Student workpoint 10.2
Be an  inquirer

The CR4 tel ls  us how the market share in  the industry is  concentrated  among 

the four largest firms,  but i t doesnt necessari ly revea l  the extent of the  

competition  in  the industry.  A CR4 of 80% would  suggest h igh  concentration ,  

but if that market share were to  be d ivided  up  with  the largest company 

having 65% of the market and  the other three having 5% each,  then  th is  

would  be very d ifferent from  each  of the four having 20% equal  share.

An  a l terna tive  ind ica tor of concen tra tion  in  an  industry i s  known  a s  the  

H erfindah l -Herschmann  index.

Research  task

What i s  the  H erfindah l -Herschmann  index? How m igh t i t be  a  better 

ind ica tor of concen tra tion  than  the  CR4?  Wha t a re  the  levels  of the  CR4 

va lues  th a t d istingu ish  between  d i fferen t ca tegories  of competi tion ?
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competitive  markets.  Even when there  are  production-cost changes,  

oligopolistic firms often leave  their prices  unchanged.

Collusive and non-collusive oligopoly

Collusive oligopoly exists  when the firms in an oligopolistic market 

collude to  charge the same prices for their products,  in effect acting as   

a  monopoly,  and so  divide up any monopoly profits  that may be  made.

There  are  two types  of collusion.  Formal collusion takes  place  when 

firms openly agree  on the  price  that they will all charge,  although 

sometimes  it may be  agreement on market share  or on marketing 

expenditure  instead.  Such a collusive  oligopoly is  often called a  cartel.  

S ince  this  results  in higher prices  and less  output for consumers,  this  

is  usually deemed to  be  against the  interest of consumers  and so  

collusion is  generally banned by governments  and is  against the  law 

in the  majority of countries.  If a  countrys  anti- trust authority finds  

that firms have  engaged in anti-competitive  behaviour such as  price-

fixing agreements,  then the  firms will be  penalized with fines  or 

other punishments.

Formal collusion between governments may be permitted.  The prime 

example is  OPEC  (the Organisation for Petroleum Exporting Countries) ,  

which sets production quotas and prices for the world oil markets.

Tacit collusion exists  when firms in an oligopoly charge  the  same 

prices  without any formal collusion.  This  is  not as  difficult as  it 

sounds.  A firm may charge  the  same price  as  another by looking at 

the  prices  of a  dominant firm in the  industry,  or at the  prices  of the  

main competitors.  It is  not necessary to  communicate  to  be  able  to  

charge  the  same prices.

In both formal and tacit collusion,  the  process  is  the  same.  The  firms 

behave  like  a  monopolist ( single  producer) ,  charge  the  monopoly 

price,  make monopoly profits,  and share  them according to  market 

share.  This  is  shown in Figure  1 0.2 .

Collusive  oligopoly offers  one  explanation of price  rigidity in 

oligopoly.  If firms are  colluding,  either formally or tacitly,  and they 

are  making their share  of long-run monopoly profits,  then they may 

try to  keep  prices  stable  in order that the  situation continues.

Non-collusive  oligopoly exists  when the  firms  in an oligopoly do  

not collude  and so  have  to  be  very aware  of the  reactions  of other 

firms  when making pricing decisions.  We  say that the  behaviour of 

firms  in an oligopoly is  strategic behaviour as  they must develop  

strategies  that take  into  account all  possible  actions  of rivals.  In 

order to  explain how firms  behave  in these  situations,  economists  

often use  game theory .

Game theory considers  the  optimum strategy that a  firm could 

undertake  in the  light of different possible  decisions by rival firms.  

For simplicity we  will look at a  situation where  there  are  only two 

firms making up  a  market.  This  is  known as  a  duopoly.  We assume 

that the  firms have  equal costs,  identical products  and share  the  

market evenly,  so  the  initial demand for their goods  is  the  same.  

(Rather large  assumptions! )
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Figure 1 0.2  Ol igopol ists acting as a  

monopol ist
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The situation is  shown in Table  1 0.1  where  firms A and B  are  

contemplating what would be  the  possible  profit outcomes if they 

were  to  change  the  prices  of their identical products.

Firm Bs  
price choices

$5.50

$5.00

Firm As price choices 
$5.50                                $5.00

A & B both  h igh  prices 
A gets $6m 
B gets $6m

A low price;  B h igh  price 
A gets $8m 
B gets $2m

B low price;  A h igh  price  
B  gets $8m 
A gets $2m

A & B both  low prices 
A gets $4m 
B gets $4m

Table 1 0.1  The predicted  profits for fi rms A and  B with  d ifferent possible 

price combinations

Let us  start by assuming that both firms are  currently charging a price  

of $5 .50  for their products  and so  they are  both making profits  of 

$6  million.  Now let us  assume that they are  not colluding,  but they 

are  both separately considering lowering their prices  to  $5 .00.

We can start by considering firm As  choices.  Firm A has  two choices:  

it can leave  its  price  unchanged or it can lower it.

If firm A is  pessimistic,  or cautious,  it might consider the  worst 

possible  scenarios  following its  choices,  where  firm B  responds in the  

way that is  most damaging to  firm A.  If it does  not lower its  price  and 

firm B  does,  then its  profit would fall from $6  million to  $2  million.  If 

it lowers its  price  and firm B  also  lowers its  price,  then its  profit would 

fall from $6  million to  $4 million.  This  means that the  best option,  if 

one  considers  the  worst possible  outcomes,  is  to  lower prices.  The  

firm is  maximizing its  minimum profit options  and is  therefore  

known as  a  maximin  strategy.  The  strategy is  to  adopt the  policy 

that has  the  least worst outcome.

If Firm A is  optimistic it might consider the  best possible  scenarios  

following its  choices,  where  firm B  responds in the  way that is  best 

for firm A.  If it does  not lower its  price  and firm B  does  not lower its  

price,  then firm A will make $6  million.  If firm A lowers  its  price  and 

firm B  does  not lower its  price,  then firm A will make $8  million.  

Once  again the  best option is  for firm A to  lower price.  The  strategy 

of trying to  make the  maximum profit available  is  known as  a  

maximax  strategy.  Firm As  maximin  and maximax  strategies  

are  both to  lower price.

If we  turn the  tables  and look at the  situation from the point of view 

of firm B  the  same logic applies  and so  the  maximin  and maximax  

strategies  for firm B  are  also  to  lower price.

If both firms adopt the  strategy of lowering prices,  which seems to  be  

logical,  then they will end up  making lower profits  of $4 million 

each.  Thus,  a  price  cutting exercise  is  actually harmful to  both firms.  

They would have  been better leaving their prices  where  they were.  

They would have  benefitted from the  ability to  collude,  if they could 

have  done so.



1 0    Ol igopoly

1 30

1
 M

ic
ro
e
co

n
o
m

ic
s

The different strategies  and outcomes are  shown in Figure  1 0.3 .

Decis ions  for

Firm  A

Firm  A

ma in ta in s  price

Firm  A

lowers  price

Best

worst option 

(m in im a x stra tegy)

Profi t $2M Profi t $4M

Firm  B

lowers  price

Firm  B

lowers  price

I f the  worst h appens

Firm  A

ma in ta in s  price

Firm  A

lowers  price

Best

best option 

(ma xim a x stra tegy)

Profi t $6M Profi t $8M

Firm  B

ma in ta in s  price

Fi rm  B

ma in ta in s  price

I f the  best h appens

Figure 1 0.3  Game theory outcomes for Firms A and  B

Game theory is  useful for firms if they are  able  to  predict,  relatively 

accurately,  the  outcomes that will follow any set of decisions.  

However,  this  is  not necessarily easy to  do.  Also,  the  more  firms there  

are  in an industry the  more  difficult it will be  to  estimate  all the  

possible  combinations  of decisions  and also  outcomes.  So,  game 

theory is  mostly useful when there  are  only a  few firms in an 

industry,  there  are  only a  small number of possible  options,  and the  

outcomes can be  accurately predicted.

Theory of Knowledge

The prisoners dilemma

The  concept of the  prisoners  d i lemma  was  developed  

by Flood  and  Dresher and  forma l ised  by Albert Tucker in  

1 992 .  The  prisoners  d i lemma  u ses  the  example  of two  

men  being a rrested  by the  po l ice .  The  po l ice  requ ire  

more  evidence  and  so  sepa ra te  the  men  and  offer each  

of them  the  fo l lowing cond i tions.

1   Testi fy for the  prosecu tion .  I f you  do,  you  go  free  and  

you r pa rtner in  crime  gets  1 0  yea rs  in  prison .  On ly 

the  fi rst one  to  con fess  gets  the  offer.

2   Say noth ing and  you  get 5  yea rs  in  prison .

Each  prisoner has the  choice of cooperating with  the  other 

and  saying noth ing or betraying the other,  and  so  i t ra ises  

issues of trust,  cooperation ,  and  betraya l .  I s  i t human  nature  

to  save oneself a t the  expense of others? Shou ld  one  

sacrifice ones  own  well-being for the  common  good?

The  princip le  of the  prisoners  d i lemma  can  be  appl ied  to  

rea l  world  s i tua tions,  such  a s  cycl ing.  Sometimes two  

riders  get away from  the  m a in  group  of riders  (known  as  

the  peloton) .  I f the  two  riders  coopera te,  each  taking a  

sha re  of the  lead  so  tha t the  other can  shel ter from  the  

wind ,  they wi l l  fin ish  fi rst and  second .  I f they don t 

coopera te,  the  peloton  wi l l  ca tch  them  up.  What 

sometimes  h appens  is  

tha t one  rider (the  

coopera tor)  does  a l l  

the  ha rd  work a t the  

fron t,  wh i le  the  other 

rider (the  betrayer)  s i ts  

in  the  s l ipstream  of 

the  fi rst rider (ju st 

beh ind  the  leader) .  

The  betrayer a lmost 

a lways  wins.

Theorists  h ave  

adapted  the  prisoners  d i lemma  a s  pa rt of game  theory.  

Econom ists  apply i t to  the  actions  of fi rm s,  m a in ly those  

in  o l igopoly.

1   What does  i t mean  to  say th a t fi rm s  in  an  o l igopoly 

a re  in terdependen t?

2   Exam ine  some  of the  price  and  non -price  stra tegies  

open  to  a  fi rm  in  an  o l igopoly to  improve  i ts  posi tion  

in  a  m arket.

3   Do  you  th ink i t i s  better for a  fi rm  in  an  o l igopoly to  

coopera te  with  the  others?
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One  way of attempting to  explain the  situation in  a  non-collusive  

oligopoly is  the  kinked demand curve,  devised in  the  1 930s  by an 

American economist called Paul Sweezy ( 1 91 02004) .  Although 

the  theory has  been called into  question,  it  does  provoke  some 

interesting thoughts  and discussion concerning non-collusive  

oligopoly.  The  kinked demand curve  is  shown in Figure  1 0 .4.

We start by making the  assumption that,  in reality,  a  firm only knows 

one point on its  demand curve,  the  one that it holds  at present.  This  is  

shown as  point a  in Figure  1 0.4.  Now,  consider what reactions the  

firm would expect from its  competitors  if it were  to  change its  price.

If the  firm raises  its  price  then it is  unlikely that its  competitors  would 

raise  theirs  and so  a  lot of demand would be  lost to  the  other firms.  

This  implies  that demand would be  relatively elastic above  the  point 

a ,  since  a  small increase  in price  would lead to  a  large  fall in 

quantity demanded.

If the firm were to lower its  price then it is  likely that competitors would 

follow.  More to  the point,  it is  likely that they would undercut the price  

of the first firm in order to regain any lost sales.  This implies that 

demand would be less elastic below the point a,  since a decrease in 

price is  unlikely to lead to a noticeable increase in quantity demanded.

Because  of these  expectations,  we  see  that the  demand curve  will be  

kinked around the  point a .  It will also  possess  an MR curve  that has  

the  vertical section bc,  since  each part of the  MR curve  will be  twice  

as  steeply sloping as  the  two parts  of the  demand curve.

The kinked demand curve offers  an explanation of why there  tends to  

be  price  rigidity in non-collusive  oligopoly.  There are  three  reasons.

1   Firms are  afraid to  raise  prices  above  the  current market price,  

because  other firms will not follow and so  they will lose  trade,  

sales,  and probably profit.

2   Firms are  afraid to  lower their prices  below the  current market 

price,  because  other firms will follow,  undercutting them,  and so  

creating a  price  war that may harm all the  firms involved.

3   The shape  of the  MR curve  means that if marginal costs  were  to  

rise,  then it is  possible  that MC  would still equal MR and so  the  

firms,  being profit maximizers,  would not change  their prices  or 

outputs.  This  can be  seen in Figure  1 0.4.  If we  assume that the  

firm is  operating on MC2 ,  then they are  maximizing profits  by 

producing Q  and selling at P.  Marginal costs  could rise  as  high as  

MC1  and the  firm would still be  maximizing profits  by producing 

at Q  and charging P.  Thus the  market remains  stable,  even though 

there have  been significant price  changes.

Non-price competition
Because  firms  in oligopoly tend not to  compete  in terms of price,   

the  concept of non-price  competition becomes  important.  There   

are  many kinds  of non-price  competition,  such as  the  use  of brand 

names,  packaging,  special features,  advertising,  sales  promotion,  

personal selling,  publicity,  sponsorship  deals,  and special distribution 

features,  such as  free  delivery and after- sales  service.  O ligopoly is  

Figure 1 0.4 The kinked  demand  curve
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characterized by very large  advertising and marketing expenditures  

as  firms  try to  develop  brand loyalty and make  demand for their 

products  less  elastic.  Some may argue  that this  represents  a  misuse  

of scarce  resources,  but it could also  be  argued that competition 

among the  large  companies  results  in greater choice  for consumers.

Firms undertake  all kinds  of behaviour to  guard and extend their 

market share.  This  serves  to  increase  the  barriers  to  entry to  new 

firms.  Many rivalries  among firms in oligopolies  are  well known 

nationally and internationally,  for example  Coke  and Pepsi,  or Adidas  

and Nike.  However,  many of the  branded consumer goods  that we  

purchase  are  produced in oligopolies  and we might have  no  idea that 

there  are  actually just a  few companies  dominating the  market.  A 

walk down a supermarket aisle  of washing powders  might suggest a  

vast number of competing companies  when,  in reality,  the  majority 

of the  brands are  produced by just two companiesUnilever and 

Procter &  Gamble.  These  two giant multinationals  produce  a  vast 

number of brands  that compete  with each other in a  number of 

industries,  for example,  home care  products,  personal hygiene,  

health care,  and beauty products.

DID YOU  KNOW?

Coca-Cola  Company is  the  la rgest manufactu rer,  

m arketer,  and  d istribu tor of non -a lcohol ic beverages  in  

the  world .  Along with  Pepsi  and  Cadbury Schweppes,  

they make  up  a  non -col lusive  o l igopoly tha t dom ina tes  

the  world  market in  beverages.

With  the  in tense  pace  of globa l isa tion ,  wh ich  makes  

i t easier for mu ltina tiona l  compan ies  to  opera te  

businesses  in  foreign  countries,  Coca-Cola  has  been  

able  to  acqu ire  brands  from  a l l  a round  the  world .  I t now 

has  nearly 400  d ifferen t brand  names,  sel l ing d rinks  in  

a round  200  d ifferen t countries.  I t produces  energy 

d rinks,  ju ices,  ca rbonated  soft d rinks,  sports  d rinks,  iced  

teas  and  coffees,  and  bottled  water.  Some more  famous 

brand  names include  the  range  of co las,  M inu te  M a id ,  

Five-Al ive,  Powerade,  Fan ta ,  Spri te,  Nestea ,  Lemon-Lime 

Limca  in  I nd ia ,  Kochakaden  Tea  in  J apan ,  I nka  Cola  in  

Peru ,  Cepita  Necta rs  in  Argentina ,  and  Citra  in  Zambia .

Coca -Cola  competes  aggressively wi th  Pepsi ,  wh ich  

a lso  se l l s  h und reds  of b rands  a round  the  world ,  

in clud ing Pepsi  Co la ,  Moun ta in  Dew,  7-U p,  a nd  

Tropicana .  The  in tensi ty and  the  stra tegic n a tu re  of the  

competi tion  between  these  two  g ian ts  i s  appa ren t:  

they h ave  both  h i red  world -famous  ce lebri ties  to  

adverti se  the i r products,  they h ave  been  riva ls  in  

getting fa st food  restau ran ts  to  se l l  thei r p roducts  

exclu sive ly,  they try to  m a tch  each  other brand  for 

brand  in  getting new products  on  the  m a rket,  a nd  they 

compete  heavi ly to  ga in  the  sponsorsh ip  of l a rge  

n a tiona l  a nd  in terna tiona l  even ts  th a t pu t thei r b rand  

n ames  in to  the  l imel igh t.

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1  Explain  why prices tend  to be qu i te stable in  a  non-col lusive  

ol igopoly.  [1 0 marks]

2 Explain  why rms in  ol igopol ies engage in  non-price  

competi tion .  [1 0 marks]

Paper 1 , essay question

1  a   Distinguish  between  a  col lusive and  a  non-col lusive  

ol igopoly.  [1 0 marks]

 b  Evaluate the view that governments should  mainta in   

strong pol icies to control  col lusive behaviour by ol igopolies.  [1 5 marks]

Student workpoint 10.3
Be an  inquirer

1   By referring to  the  I n ternet 

home pages  of U n i lever and  

Procter &  G amble,  m ake  a  l i st 

of 20  riva l  brands  produced  

by each  of these  gian t 

mu l tin a tiona l  compan ies.

2   Find  a  copy of a  consumer 

m agazine  of a ny type  (sports,  

computing,  women s  in terest,  

men s  in terest) .  By looking a t 

the  advertisemen ts  in  the  

m agazine,  iden ti fy the  

d i fferen t ways  tha t fi rm s  try to  

d i fferen tia te  thei r p roducts.

Student workpoint 10.4
Be inquisitiveinvestigate

Find  ou t the  n ame  of the  an ti -

tru st au thori ty in  you r coun try or 

a nother coun try of you r choice  

and  produce  a  brief report on  

one  ca se  tha t i t  h as  in vestiga ted  

in  the  l a st yea r.  I n clude  a  

summary of who  was  involved ,  

wha t the  cha rges  were,  and  

wha t,  i f any,  were  the  ou tcomes.
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Price discrimination

Price  discrimination exists  when a producer sells  the  exact same 

product to  different consumers  at different prices.  For example,  a  

childs  ticket to  fly from Vienna to  Toronto  may cost 500,  while  his  

mothers  ticket costs  700.  The  product,  a  seat on a  plane,  is  exactly 

the  same but the  price  is  different.

In order for a  producer to  be  able  to  price  discriminate,  three  

conditions  are  necessary.

1   The producer must have some price-setting ability,  i.e.  the market 

must be  imperfect.  The more price-setting ability the producer has,  

the easier it is  for price  discrimination to  take place,  which is  why it 

is  most often found in monopoly and oligopoly markets.  Price  

discrimination is  not possible  in perfect competition.

2   The consumers  must have  different price  elasticities  of demand for 

the  product.  If they do  not,  then they would not be  prepared to  

pay different prices  for the  product.  It follows that a  consumer 

with relatively inelastic demand for a  product will be  prepared  

to  pay a  higher price  than a consumer with relatively elastic 

demand,  since  elasticity tends  to  signify the  importance  of a  

product to  consumers.

3   The producer must be  able  to  separate  the  consumers,  so  that they 

are  not able  to  buy the  product and then sell it to  another 

consumer.  If this  were  not the  case,  then the  consumers  who buy 

the  product at a  low price  would simply sell to  those  who were  

paying the  higher price,  at a  price  below that one.  This  would 

destroy the  ability of the  producer to  practise  price  discrimination.

  Producers  are  able  to  separate  markets  in a  number of different 

ways.  They can do  so  by:

  Time:  Consumers  are  often prepared to  pay higher prices  at 

certain times  than at others.  For example,  commuters  heading 

to  work in the  morning on the  train are  making a necessary 

journey and so  will be  prepared to  pay a  higher fare  than a 

person who is  free  all day and would like  to  go  shopping.  The  

commuters  elasticity of demand for travel is  more  inelastic 

than that of the  shopper.  Thus the  train company charges  

higher fares  during peak times  and lower fares  during non-

peak times.

By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

HL define  and  exp la in  price  d iscrim ina tion

HL define,  i l lu stra te,  g ive  examples  of,  and  d istingu ish  between  fi rst 

degree,  second  degree,  a nd  th i rd  degree  price  d iscrim ina tion .
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  Age:  Firms may charge  different prices  to  consumers  based 

upon their ages.  For example,  children are  often charged 

lower prices  than adults  for visiting the  cinema.  The  children 

have  a  more  elastic demand,  because  their incomes are  lower.

  Gender:  Firms may charge  different prices  to  men than to  

women.  For example,  a  football club  in Sweden charges  lower 

prices  for female  supporters  than for male  supporters.  It is  

alleged that female  supporters  are  not as  keen on football as  

males,  and so  have  a  more  elastic demand.

  Income:  Firms may charge  higher prices  to  people  with high 

incomes.  For example,  lawyers  will often charge  higher fees  to  

wealthy clients  and lower fees  to  clients  who do  not have  

high incomes.  The  wealthy clients  will have  a  relatively 

inelastic demand for legal services,  since  they can afford them 

more  easily.

  Geographical distance:  Firms often sell products  in different 

regions at different prices.  This  is  possible  as  long as  the  cost of 

transferring the  product is  greater than the  difference  in the  

prices.  If this  is  the  case,  then consumers  in the  low price  

region cannot transfer the  goods to  the  high price  region,  

without incurring transport costs  that raise  their total cost 

above  the  price  in the  high price  region.  For example,  CDs  are  

sold for a  lower price  in the  USA than they are  in the  EU.  This  

is  possible  because  there  are  different price  elasticities  in the  

two countries  and the  transportation costs  between the  

countries  are  greater than the  price  differential.

  Types of consumer:  Firms sometimes  sell at different prices  to  

different users.  For example,  electricity companies  may charge  

different rates  to  industrial users  and domestic users.  The  rates  

will reflect their different elasticities  of demand for power.  

Museums may charge  people  who are  registered as  

unemployed a lower price  than the  standard rate.  Market 

traders  may charge  foreign tourists  a  higher price  for a  

product than they charge  local consumers.

If the  three  conditions  above  do  not exist,  then price  discrimination 

will not be  possible.  We need to  be  careful with price  discrimination,  

since  there  are  often cases  that seem to  be  price  discrimination,  but 

are  in fact simply examples  of sales  promotion.  For example,  students  

often say that nightclubs letting girls  in for free  while  boys have  to  

pay is  an example  of price  discrimination.  However,  in reality this  is  

not the  case.  It is  unlikely that there  is  any difference  in the  price  

elasticity of demand for nightclubs between girls  and boys.  The  

motivation for the  nightclubs  is  to  offer a  promotion that will attract 

girls  to  the  nightclubs,  so  that lots  of boys  will then go,  attracted by 

the  high number of girls!

There are  three degrees/levels  of price discrimination to  be  considered:

1   First-degree price discrimination  is  said to  take  place  when 

each consumer pays  exactly the  price  that he/she  is  prepared to  

pay.  This  is  how it is  assumed that traders  in a  bazaar or market 

operate  when they bargain to  try to  get the  highest price  that they 

can.  In Figure  1 1 .1 ,  we  see  the  case  of a  trader selling World Cup 

t- shirts  to  tourists  in a  market.

Figure 1 1 .1  First-degree price 

discrimination
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  The  trader attempts  to  bargain with the  tourists  to  sell each shirt at 

the  highest price  that the  tourist is  prepared to  pay.  If the  trader is  

successful then,  as  we  can see,  on that day the  trader will sell one  

shirt at $1 4,  one  at $1 3 ,  one  at $1 2 ,  and so  on.  If the  trader did 

not price  discriminate,  then total revenue for the  day would be  

the  shaded pale  blue  rectangle.  However,  by discriminating,  the  

trader has  eliminated the  consumer surplus  of the  tourists  and so  

the  traders  total revenue is  the  shaded pale  blue  area plus  the  

shaded dark blue  triangle.  Also,  since  the  extra revenue received 

from each shirt ( the  marginal revenue)  is  equal to  the  price  of the  

shirt,  in this  case,  D  =  MR.

2   Second-degree price discrimination  is  said to  take  place  when 

a firm charges  different prices  to  consumers  depending upon how 

much they purchase.  This  is  often how utilities  companies  (e.g.  

electricity and gas  providers)  operate.  They may charge  a  high 

price  for the  first number of units,  the  essential ones,  and then a 

lower price  for any extra units  consumed.  Figure  1 1 .2  shows the  

situation for the  pricing of text messages  by a  mobile  phone 

company.  The  first 50  messages  per month are  charged at a  rate  of 

30  each.  Any messages  sent over this  number are  charged at the  

reduced rate  of 20  per message.

3   Third-degree price discrimination  is  said to  take  place  when 

consumers  are  identified in different market segments ,  and a 

separate  price  is  charged in each market segment that recognizes  

the  different price  elasticities  in each segment.  This  is  the  most 

common form of price  discrimination.  Figure  1 1 .3  shows a typical 

example  of price  discrimination in a  cinema.

  The  management of the  cinema have  identified two distinct 

market segments  in their audience,  adults  and students.  The  

students  have  a  more  elastic demand for going to  films because  

they have  lower incomes.  Thus  the  management know that they 

will have  to  charge  a  lower price  for students  than for adults.  They 

can separate  the  market segments,  because  the  students  need to  

show some proof of their status  before  they are  allowed into  the  

cinema with a lower price  ticket.

  Figure  1 1 .3  shows the  exact situation for a  week at the  cinema.  

The  demand curve  for students,  D (S) ,  is  relatively more  elastic 

than the  demand curve  for adults,  D (A) .  The  respective  marginal 

Figure 11 .2  Second-degree price 

discrimination
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revenue curves  are  twice  as  steeply sloping as  the  demand curves.  

We assume that the  cinema is  attempting to  maximize  profits  and 

so  we  use  the  figure  for total ticket sales  on the  right hand side.  

The  marginal cost curve  is  for the  cinema as  a  whole  and the  

marginal revenue curve  is  a  total of MR(S)  and MR(A) .  This  is  

why it is  kinked.  The  cinema will maximize  profits  when MC=MR,  

so  it will serve  700  customers  per week and the  marginal cost will 

be  $5 .

  When the  marginal cost is  transferred to  each market segment,  we  

can find the  profit-maximizing position in each.  In the  student 

segment,  when MC=MR=$5 ,  profits  are  maximized by charging a 

price  of $7.50  and attracting 375  students.  In the  adult segment,  

when MC=MR=$5 ,  profits  are  maximized by charging a price  of 

$1 0.25  and attracting 325  adults.

  In third-degree  price  discrimination,  a  market may be  broken up  

into  more  than two segments,  but the  principle  will be  the  same.  

In cinemas,  there  are  many different prices  offered,  such as  

normal adult,  student,  senior citizen,  and under 1 2 ,  but they all 

take  account of different elasticities  and they are  all examples  of 

third-degree  price  discrimination.

 Whatever the  degree,  price  discrimination can be  both a good thing 

and a bad thing;  it really depends  upon the  situation and who the  

stakeholder is.

There  are  clear advantages  to  the  firm:

 Price  discrimination enables  the  producer to  gain a  higher level of 

revenue from a given amount of sales.  This  occurs  because  

consumer surplus  is  eroded.

 Price  discrimination may enable  the  producer to  produce  more  of 

the  product and thus  gain from economies  of scale.  This  could 

benefit everyone,  by lowering average  costs  and lowering prices  in 

all of the  market segments.

 Price  discrimination may enable  a  firm to  drive  competitors  out of 

the  more  elastic market.  If the  firm is  able  to  price  discriminate,  

then it may use  profits  gained in the  inelastic market segment to  

lower prices  in the  more  elastic segment and thus  undercut its  

competitors  in that segment.  This  especially occurs  in international 

trade,  where  a  firm may have  inelastic demand in the  home 

market and more  elastic demand in foreign markets.  Price  

discrimination may allow the  exporting firm to  be  aggressively 

competitive  in the  foreign markets.  According to  global trading 

rules  set out by the  World Trade  Organization,  firms may not sell 

in foreign markets  at prices  below the  costs  of production.  This  is  

known as  dumping,  and is  illegal.  However,  firms are  permitted to  

sell at lower prices  in foreign markets,  prices  that are  below the  

domestic market prices.

There  are  also  some advantages  to  the  consumer:

 Price  discrimination may allow some consumers  to  purchase  a  

product that they would not have  been able  to  if other consumers  

were  not paying a higher price  and thus subsidizing  the  poorer 

consumers.  For example,  in many countries,  lawyers  charge  high 
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prices  to  wealthy customers  and this  enables  them to  deal with 

lower- income clients  for little  or no  fee.  Doctors  often do  the  

same.

 Similarly,  price  discrimination allows some people  to  purchase  a  

product at a  lower price  than they would have  had to  pay if the  

producer had not been able  to  secure  higher prices  from others.  

For example,  many universities  charge  foreign students  higher 

tuition fees  than for domestic students.

 Price  discrimination usually increases  total output in a  market and 

so  the  product is  available  to  more  consumers.

 As stated above,  price  discrimination may lead to  economies  of 

scale,  lower unit costs,  and thus lower prices  for consumers  in all 

market segments.

The disadvantages  to  the  consumer are  that:

   Any consumer surplus  that existed before  the  price  discrimination 

will be  lost.

   Some consumers  will pay more  than the  price  that would have  

been charged in a  single,  non-discriminated market.

Case study

The Twin City Liner
The Twin C ity Liner is  a  75 -minute  boat j ourney 

on the  Danube,  connecting Vienna and 

Bratislava which are  the  capital cities  of Austria 

and S lovakia.  The  boat makes five  daily j ourneys  

from Vienna to  B ratislava and five  from 

Bratislava to  Vienna.

The prices  for the  j ourneys are  as  follows:

Departing from Vienna (Main tourist season)

Time Weekday Weekends and holidays

 8 .30 28 30

 9.00 28 30

1 2.30 28 1 9

1 6.30 1 7 1 9

1 8.30 1 7 1 9

Chi ldren   50% discount

Departing from Bratislava (Main tourist season)

Time Weekday Weekends and holidays

1 0.30 1 7 1 9

1 4.30 28 30

1 6.00 28 30

1 8.30 1 7 30

22.30 1 7 1 9

Chi ldren   50% d iscount

Here  we have  an excellent example  of price  

discrimination.  People  who want to  make the  

journey might want to  make a day of it.  If they 

are  in Vienna then this  means  that they would 

like  to  take  the  first or second boat of the  day at 

8 .30  or 9 .00  and come back in time for dinner,  

leaving Bratislava at 1 6.00  or 1 8.30.  This  will 

make the  price  of the  round trip  56.   Almost 

any other combination of j ourneys will be  less  

Student workpoint 11.1
Be inquisitiveinvestigate  the 

following

Find  th ree  rea l -world  examples  of 

price  d iscrim ina tion .  Provide  deta i ls  

of the  d i fferen t prices  charged  to  

the  d i fferen t groups.  Suggest why 

the  e lastici ties  of demand  m igh t 

be  d i fferen t between  the  m arket 

segments,  and  exp la in  how the  

producer/sel ler m anages  to  keep  

the  markets  sepa ra te  (e.g.  time,  

iden ti ty ca rd) .
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expensive  than this.  It would seem that the  Twin 

C ity Liner company feels  that this  will be  the  

most desirable  trip  and are  pricing to  take  

advantage  of peoples  different elasticities  of 

demand.  They must also  be  assuming that more  

people  will want to  make the  round trip  journey 

starting from Vienna rather than from Bratislava 

as  combinations  starting from Vienna and 

returning the  same day cost more  than their 

equivalent from Bratislava.  

The  fact that they are  charging a higher price  on 

Saturdays,  Sundays,  and holidays is  also  due  to  

differing elasticities  of demand.  These  may be  

the  only days that certain people  can travel,  thus  

their demand will be  less  elastic.  The  company 

can take  advantage  of this  by charging a 

higher price.

The  fact that children are  offered a  lower price  

is  also  an example  of price  discrimination.  They 

will still occupy a  seat,  so  the  product  is  

identical but they only pay 50%  of the  price.

It is  worth noting that up to  two years ago the  

company had one boat and ran three journeys a  

day from Vienna and three from Bratislava.  Now 

they have two boats  and have increased the  

number of journeys.  Furthermore,  the price  has  

increased.  Look at this  situation from the  

perspective of an economist.  C learly there has  

been strong demand for the service.  The extra 

demand may have led to  a price  increase,  and 

also  an increase in the supply.  The decision by the  

firm to  increase the supply of boats  (capital)  was  

an example of a change in a fixed factor of 

production,  and took the company to  a new short 

run average cost at a higher scale  of production.  

Perhaps the extra abnormal profits  earned by 

price  discriminating allowed the firm to  increase  

its  capital and therefore increase its  output?

EXAMINATION QUESTIONS

Paper 1 , part (a)  question

1  Explain  the conditions necessary for a  sel ler of a  good  to be able to  

price d iscriminate.  [10 marks]

Paper 1 , essay question  

1  a  Expla in  the concept of price d iscrimination .  [10 marks]

 b  Evaluate the effects of price d iscrimination  on  producers and  consumers.  [15 marks]

Assessment advice: using 
examples

Always  remember to  in clude  

examples  in  you r wri tten  answers.  For 

example,  in  exp la in ing the  concept of 

price  d iscrim ina tion ,  you  wi l l  be  ab le  

to  do  so  much  more  effectively i f you  

give  examples  of s i tua tions  where  

price  d iscrim ina tion  takes  p lace.  To  

eva lua te  the  effects,  you  need  to  be  

ab le  to  consider the  effects  on  the  

stakeholders  in  d i fferen t examples.

Headl ine:  Government  announces  p l ans  to  ra i se  tu i t i on  fees  for 

fo rei gn  students

Economics  concept:  Pri ce  d i scrim i nati on

Diagram:  D i fferen t  e l a st i c i t i es  o f demand  for  domesti c  students  and 

forei gn  students

Hint:  Try  to  expl a i n  wh y  th e  government  m i ght  want  to  do  th i s  and 

consi der  wh y  th e  demand  for  un i versi t i es  from  forei gn  students  m i ght 

be  l ess  e l a st i c  than  the  demand  from  domesti c  students.

You be the journ
alist
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In the  real world  markets  are  not perfect.  That is,  they are  not 

allocatively efficient ( see  Chapter 7 ,  page  1 08) .  There  are  a  number 

of things that prevent markets  from being perfect and,  therefore,  

from allocating resources  in an optimal manner.  If this  is  the  case,  

then community surplus  is  not maximized and we say that this  is  a  

market failure.  When markets  fail,  governments  are  often expected 

to  intervene in order to  attempt to  eliminate  the  market failure  and 

move towards  the  optimal allocation of resources.

We need to  look at the  reasons  why markets  might fail and the  

possible  options  that governments  have  to  try to  correct that failure.

Types of market failure

Lack of public goods
Public goods  are  goods  that would not be  provided at all in a  free  

market.  S ince  they are  goods that are  of benefit to  society,  the  lack of 

public goods  in a  free  market is  considered to  be  a  market failure.  

Examples  of public goods  would be  national defence  and flood 

barriers.  There  is  much debate  over what is  actually a  public good 

and what is  not.  A number of goods  often considered to  be  public 

goods could,  in theory,  be  supplied by the  free  market to  some 

extent,  such as  street lighting or lighthouses  and,  because  of this,  

they are  sometimes known as  quasi public goods.

By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

 define  m a rket fa i lu re

 expla in ,  a nd  give  examples  of,  meri t goods,  demeri t goods,  and  

pub l ic  goods

 define,  d istingu ish  between ,  i l lu stra te,  a nd  give  examples  of posi tive  

and  nega tive  externa l i ties  of production  and  consumption

 eva lua te ,  u s ing d iagrams,  d i fferen t government methods  of 

in terven tion  to  dea l  wi th  the  existence  of externa l i ties

 define  common  access  resou rces  and  susta inab i l i ty

 expla in ,  i l lu stra te,  and  g ive  examples  of common  access  resou rces

 expla in  and  i l lu stra te  the  th rea t to  susta inab i l i ty posed  by the  u se  of 

fossi l  fue ls  in  developed  coun tries  and  over-exp lo i ta tion  of agricu l tu ra l  

l and  in  developing coun tries

 eva lua te ,  u s ing d iagrams,  possib le  government responses  to  th rea ts  

to  susta inab i l i ty

HL expla in ,  u sing examples,  a symmetric in formation  a s  a  m arket fa i lu re

HL expla in ,  u sing examples,  the  abuse  of monopoly power a s  a  m arket 

fa i lu re.
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The reason that public goods  will not be  provided at all in a  free  

market is  that they have  two characteristicsthey are  non-

excludable  and non-rivalrousand that makes it pointless  for private  

individuals  to  provide  the  goods  themselves.  If a  good does  not have  

both of these  characteristics,  then it is  not a  public good.  If a  good is  

completely non-excludable  and non-rivalrous,  such as  national 

defence  and flood barriers,  then it is  called a  pure  public good.

A good is  said to  be  non-excludable  if it is  impossible  to  stop  other 

people  consuming it once  it has  been provided.  If a  private  individual 

erects  a  flood barrier to  protect a  house,  the  other people  in the  area 

will gain the  benefit,  even though they have  paid nothing.  This  is  

known as  the  free-rider problem.  Logically,  no  one  will pay for a  

flood barrier,  in the  hope  that someone else  will do  it.  The  good will 

not be  provided by the  free  market.

A good is  said to  be  non-rivalrous when one  person consuming it 

does  not prevent another person from consuming it as  well.  If a  

person eats  an ice  cream,  then another person cannot consume that 

ice  cream as  well.  However,  if one  person is  protected by a  flood 

barrier,  it does  not stop  other people  from being protected at the  

same time.  The  private  benefit from a flood barrier would be  very 

small relative  to  the  cost,  although the  social benefit to  all of the  

people  who were  protected by it would be  huge  and probably greater 

than the  cost.  Thus  there  is  no  incentive  for a  private  individual to  

erect a  flood barrier.

Governments  may try to  reduce  this  market failure  by intervening in 

a  number of ways.

 They may provide  the  public good themselves.  This  is  usually the  

case  with such things  as  national defence,  flood barriers,  roads,  

pavements,  street lighting,  and lighthouses.  The  use  of taxpayers  

money to  fund the  provision spreads the  cost over a  large  number 

of people  who would not be  prepared to  pay individually.

 They may subsidise  private  firms,  covering all costs,  to  provide  

the  good.

Under-supply of merit goods
Merit goods  are  goods  that will be  underprovided by the  market 

and,  because  of this,  they will be  under-consumed.  (We call them 

merit goods,  but they are  usually services. )  They are  goods  that the  

government thinks  provide  positive  benefits  for both the  people  that 

use  them and society as  a  whole,  and therefore  they think that such 

goods  should be  consumed to  a  greater degree.  All public goods are  

merit goods.  Some examples  of merit goods  are  education,  health 

care,  sports  facilities,  and the  opera.

Governments  will attempt to  increase  the  supply,  and thus the  

consumption,  of merit goods.  How they do  this  will depend upon 

how important they think the  merit good is.  In the  case  of extremely 

important merit goods,  such as  education and health care,  the  

government may well provide  them directly or subsidize  them to  the  

point where  they are  available  at no  direct cost to  the  consumer.  Of 

course,  this  does  not mean that they have  no  actual cost.  The  cost is  

simply shared among taxpayers.



1 2    Market fa i lure

1 41

1
 M

icro
e
co

n
o
m
ics

As merit goods  become less  important in the  eyes  of the  government,  

then they will be  subsidized,  but to  a  lesser extent.  Sports  facilities  are  

considered to  have  positive  benefits  for people  and so  may well gain 

subsidies  from the  government.  The  opera may be  the  same,  but 

since  the  benefits  may be  considered to  be  smaller,  the  subsidy given 

to  the  opera may well be  smaller.

Over-supply of demerit goods
Demerit goods  are  goods that will be  over-provided by the  market 

and,  because  of this,  they will be  over-consumed.  They are  goods  that 

the  government thinks  are  bad both for people  who consume them 

and for society as  a  whole,  and therefore  government would like  to  

see  them consumed to  a  lesser degree,  or not at all.  Examples  of 

demerit goods  are  cigarettes,  alcohol,  hard drugs,  and child 

pornography.

Governments  may attempt to  reduce  the  supply and/or the  demand 

for demerit goods.  How much they do  this  will depend upon how 

harmful they think the  demerit good is.  In the  case  of extremely 

harmful demerit goods,  such as  hard drugs  and child pornography,  

the  government will make them illegal and ban them completely.  

Of course,  this  does  not mean that they will completely disappear,  

because  in reality illegal black markets  appear,  attracted by the  

chance  to  make profits  by fulfilling an existing demand.

As demerit goods become less  harmful in the  eyes  of the  government,  

then they will be  taxed.  More harmful goods,  such as  cigarettes,  may 

be  taxed more highly than slightly less  harmful goods,  such as  alcohol.

The existence of externalities
An externality occurs  when the  production or consumption of a  good 

or service  has  an effect upon a third party.  If the  effect is  harmful,  

then we talk about a  negative  externality.  There  is  an external cost 

that must be  added to  the  private  costs  of the  producer or consumer 

to  reflect the  full cost to  society.  If the  effect is  beneficial,  then we talk 

about a  positive  externality.  There  has  been an external benefit to  

add to  the  private  benefits  of the  producer or consumer.

We have already come across  marginal social cost (MSC)  in Chapter 3 .  

MSC  is  equal to  marginal private  cost (MPC)  plus  or minus any 

external cost or benefit of production.  If there  are  no  externalities  of 

production then MSC    MPC .  The MPC  is  essentially the  private  

supply curve that is  based on the  firms  costs  of production.

We have  also  come across  marginal social benefit (MSB) .  MSB  is  

equal to  marginal private  benefit (MPB)  plus  or minus  any external 

cost or benefit of consumption.  If there  are  no  externalities  of 

consumption then MSB    MPB .  The  MPB  is  essentially the  private  

demand curve  that is  based on the  utility or benefits  to  consumers.

Thus,  if no  externalities  exist in a  market,  then MSC    MSB  and we 

have  social efficiency and so  maximum community surplus,  as  in 

Figure  1 2 .1 .  If externalities  do  exist,  then MSC  does  not equal MSB  

and so  we  have  a  market failure  and an inefficient allocation of 

societys  resources.

S  = M a rgina l

socia l  cost (M SC)

P
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ce

 (
$
)

Quantit  000s
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Consumer

su rp lu s

Producer

su rp lu s

d

Commun ity

Su rp lu s
P

Q

+

D  =

Margina l  socia l

benefi t (M SB)

(margina l  u ti l i ty)

Figure 1 2.1  Community surplus

Theory of Knowledge

Consider the following 
statements

 Al l  pub l ic goods  a re  meri t 

goods.

 Sports  fa ci l i ties  a re  a  meri t 

good .

 Therefore,  sports  fa ci l i ties  

a re  a  publ ic  good .

I s  the  conclusion  logica l?  Why 

or why not?
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Externalities  may be  split into  four types.

1  Negative externalities of production/external  costs

These  occur when the  production of a  good or service  creates  

external costs  that are  damaging to  third parties.  These  relate  mainly,  

but not exclusively,  to  environmental problems.  For example,  if a  

paint factory emits  fumes that are  harmful to  people  in the  area,  then 

there  is  a  cost to  the  community that is  greater than the  costs  of 

production paid by the  firm.  The  firm has  its  private  costs  but then,  

on top  of that,  is  creating external costs.  Thus  the  marginal social cost 

of the  production is  greater than the  marginal private  cost.  The  

marginal social cost is  equal to  the  marginal private  cost plus  the  

external costs.  This  is  shown in Figure  1 2 .2 .

As we can see,  the  marginal private  costs  of the  firm are  below the  

marginal social cost,  because  there  is  an extra cost to  society caused 

by the  pollution that is  created,  such as  respiratory problems for 

people  in the  neighbourhood of the  polluting firm.  The  firm will only 

be  concerned with its  private  costs  and will produce  at Q1 .  It is  not 

producing at the  socially efficient output,  Q*,  where  the  marginal 

social cost is  equal to  the  marginal social benefit and so  it is  a  market 

failure.  There  is  a  misallocation of societys  resources;  too  much paint 

is  being produced at too  low a price.  There  is  a  welfare  loss  to  society 

of the  extra units  from Q1  to  Q*,  because  the  MSC  is  greater than the  

MSB  for those  units.  This  is  shown by the  shaded triangle.

In a  free  market,  this  situation would continue because  profit-

maximizing firms will only take  into  account their private  costs  of 

production.  Therefore,  it is  up  to  the  government to  rectify the  

situation.  The  government has  a  number of options.

 It could tax the firm in order to  increase the  firms private costs  and 

so  shift the  MPC  curve upwards towards the point of social 

efficiency.  If the tax is  equal to  the external cost of the  production,  

then we say that the government has  internalized the externality.  

If the tax is  not equal to  the external cost,  then it will reduce the  

deadweight burden,  but not eliminate it.  This is shown in Figure 1 2 .3.  

There  is  still a  welfare  loss,  but it is  less  than under the  free  market 

with no  government intervention.

  Although taxes  are  seen as  a  way of making the  polluter pay,  

there  are  some  problems  with this  solution.  First,  it  is  o ften 

difficult to  measure  accurately the  pollution created and to  put 

a  value  on it,  which can be  regained by the  tax.  S econd,  it  is  

also  difficult to  identify which firms  are  polluting and to  what 

extent each firm is  responsible  for  the  pollution.  Third,  it  is  

often argued that taxes  do  not actually stop  the  pollution from 

taking place.

 The government could legislate  and could ban the  polluting firms,  

or restrict their output in some way.  It could also  pass  laws relating 

to  measurable  environmental standards in the  firms  production 

units.  To  meet the  standards,  the firms would have to  spend 

money,  thus increasing their private  costs.
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  One  problem with this  solution is  that a  ban or restriction may 

lead to  j ob  losses  and the  non-consumption of whatever was  being 

produced,  which may have  been a valuable  product.  Also,  the  cost 

of setting and then policing standards  may be  greater than the  cost 

of the  pollution.

 The government could issue  tradable  emission permits.  These  are  

a  market-based solution to  negative  externalities  of production.  

Tradable  emission permits  are  issued by the  government and give  

firms the  licence  to  create  pollution up  to  a  set level.  Once  they 

are  issued,  firms can buy,  sell,  and trade  the  permits  on the  

market.  This  is  also  known as  a  cap  and trade  system.

  The  government decides  upon the  level of pollution that it will 

permit each year and then splits  the  total level of pollution up  into  

a  number of tradable  emission permits,  each allowing a certain 

level of pollution.  The  government then allocates  these  permits  to  

individual firms.  Thus  each firm now has  a  quota of emissions that 

it is  allowed to  produce.

  It is  at this  point that the  market takes  over.  It is  now in the  

interest of the  firms to  pollute  as  little  as  possible.  If a  firm pollutes  

at a  higher level than its  permit allows,  it will need to  buy permits  

from other firms and this  will raise  its  costs.  If a  firm pollutes  less  

than they are  allowed,  then they can sell their permit and make 

money.  In the  USA,  the  emission of chlorofluorocarbons (CFCs)  is  

controlled by the  use  of tradable  emission permits.

  One  problem with this  solution is  that it does  not lead to  the  

reduction of pollution,  once  the  allowable  limit has  been set.  

Firms simply pay the  cost of polluting,  some polluting heavily and 

others  not.  Also,  the  government faces  a  difficult decision when 

setting an acceptable  level of pollution and it is  also  difficult to  

measure  a  firms  pollution output.

  A form of tradable  emission permits  is  being used on an 

international level to  attempt to  reduce  the  emission of 

greenhouse  gases  (GHG) .  The  Kyoto  Protocol is  an agreement 

made under the  United Nations  Framework Convention on 

C limate  Change.  Its  objective  is  to  cut global emissions  of 

greenhouse  gases.  The  treaty was negotiated in Kyoto,  Japan in 

1 997,  and came into  force  in February 2005 .  The  treaty covers  

more  than 1 87  countries  globally and over 65%  of global GHG 

emissions.  (Two notable  exceptions  are  the  USA and Australia,  

who have  signed the  treaty but have  not ratified it. )

  Developing countries  have  no  obligations  to  reduce  GHG 

emissions,  but they are  in a  position where  they can be  given 

tradable  carbon credits  ( tradable  permits)  when they implement 

domestic GHG projects.  Developed economies  are  allowed to  meet 

their GHG targets  by purchasing carbon credits  from the  

developing countries  that have  earned them.

2 Positive externalities of production/external  benefits

These  occur when the  production of a  good or service  creates  

external benefits  that are  good for third parties.  Let us  suppose  that 

The planet does not belong to 

those in power.  We ought to 

embrace the Kyoto Protocol in our 

own little way.  Its the little things 

we do that are important.

Wangari Maathai,  2004   
Nobel Peace Prize laureate
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a large  printing firm provides  high quality training for its  

employees.  This  is  a  cost to  the  firm.  When employees  leave  the  

printing firm and go  to  other firms,  there  is  a  benefit to  the  other 

firms  who  do  not have  to  spend money on training their new 

workers.  This  is  a  positive  externality of production to  the  new 

firms.  Society has  gained from the  training given by the  printing 

firm,  even though the  firm itself has  not.  Thus  the  marginal private  

cost of the  firm is  greater than the  marginal social cost.  This  is  

shown in Figure  1 2 .4.

As we can see,  the  printing firm produces  at a  level of output,  Q1 ,  

that is  below the  socially efficient level,  Q*.  Between Q1  and Q* there  

is  a  potential welfare  gain shown by the  shaded triangle.  If output 

could be  increased to  Q*  then welfare  would be  gained,  because  for 

all of the  units  from Q1  to  Q*,  MSB  is  greater than MSC .

Once  again,  in a  free  market situation,  it is  up  to  the  government to  

rectify the  situation,  if it wishes  to  do  so.  The  government could:

 Subsidize  the  firms that offer training.  If this  were  to  happen,  then 

the  MPC  curve  would be  shifted downwards  by the  subsidy and,  if 

a  full subsidy were  given,  then MPC  would be  the  same as  MSC  

and the  socially efficient point a  would be  reached.

  There  are  two main problems with this  solution.  First,  it is  very 

difficult for the  government to  estimate  the  level of subsidy 

deserved by every individual firm.  Second,  the  cost of the  

subsidies  would probably imply an opportunity cost and it is  likely 

that the  government would have  to  cut back on spending in other 

areas,  which may be  more  worthy than this  one.

 Provide vocational training through the state,  by setting up training 

centres for workers in certain industries.

  Although this  is  a  possibility,  the  costs  would be  high,  the  trainers  

may lack the  expertise  found in the  firms,  and it may dissuade  

firms from offering training of their own.

  Regardless  of the  costs,  or who pays  these  costs,  economies  benefit 

enormously through the  training and re- training of the  labour.  

The  improvement in the  quality of labour,  a  factor of production,  

can shift out an economys  PPC .

3 Negative externalities of consumption

There  are  many things that,  when they are  consumed by individuals,  

adversely affect third parties.  Examples  of this  would be  cigarettes  and 

secondary smoking,  cars  and air pollution,  and loud music and noise  

pollution.  The negative  externalities  of consumption produced here  

make the  marginal social benefits  in each case  less  than the  marginal 

private  benefits.  The private  utility is  diminished by the  negative  

utility suffered by the  third party.  This  is  shown in Figure  1 2 .5  with 

cigarettes  as  an example.

People who smoke presumably enjoy some private benefits  of smoking,  

but this will create  external costs for other people.  This is  commonly 

referred to  as  passive smoking,  or second-hand smoking.  Other than 

simple discomfort at the smell of cigarettes,  the costs to  others are  
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Student workpoint 12.1
Be a  thinker

Try to  exp la in  why the  resea rch  

and  development done  by fi rm s 

m ay crea te  externa l  benefi ts  of 

production .
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significant and include lung cancer,  bronchial illnesses,  and asthma,  to  

name a few.  Because there is  a free market,  consumers will maximize  

their private utility (benefit)  and consume at the level where  

MSCMPB.  They will ignore the negative externality that they are  

creating.  This means that they will over-consume cigarettes by smoking 

Q1  cigarettes  at a price of P1 .  The socially efficient output is  at Q* and so  

there is  over-consumption of Q1  to  Q*.  S ince MSC  is  greater than MSB  

for these units,  there is  a welfare loss to  society and a market failure.

The government will act to  reduce  or eliminate  the  negative  

externality and,  once  again,  there  are  a  number of options.

 It could simply ban cigarette  smoking totallymake it illegal 

to  smoke.

  However,  this  is  not so  simple,  since  this  would have  a  large  

effect upon the  tobacco  industry,  in terms of shareholders  and 

employment.  Governments  also  make a lot of revenue by taxing 

cigarettes,  which have  price  inelastic demand,  because  they are  

habit- forming.  Also,  it must not be  forgotten that governments  

need votes  and smokers  are  not likely to  vote  for a  government 

that bans  smoking.  Many governments  have  placed partial bans  

on smoking.  That is,  they have  made it illegal to  smoke in certain 

places.  These  are  usually highly controversial decisions.

 The government could impose indirect taxes on cigarettes,  in order 

to  reduce consumption.  This is  shown in Figure 1 2 .6.

  If the  government imposes  an indirect tax,  then that will shift the  

MSC  curve  upwards  to  MSC tax.  This  will reduce  consumption 

to  the  socially efficient level of output Q*,  but the  price  to  the  

consumers  will be  P2 .  The  government will gain significant 

revenue and this  may be  used to  correct some of the  negative  

externalities  caused by smoking.

  However,  the inelastic demand for cigarettes tends to mean that taxes  

do not manage to reduce quantity demanded very much and so,  

while government revenue is  raised,  quantity demanded does not fall 

to the socially efficient level (which some would say is zero! ) .

  Also,  if taxes  are  raised too  much then experience  suggests  that 

people  start to  look for other sources  of supply.  This  can be  seen in 

Europe,  where  smokers  go  to  other countries  where  cigarettes  

are  cheaper,  to  purchase  large  quantities,  for example  Austrian 

smokers  can go  over the  border to  S lovakia.  Often,  this  process  is  

illegal and so  a  black market is  formed.

 The government could provide  education about the  dangers  of 

smoking and also  fund negative  advertising in order to  reduce  

demand for cigarettes,  thus shifting the  MPB  curve  to  the  left,   

as  shown in Figure  1 2 .6 .

  However,  the  costs  of this  may be  high,  although if taxes  are  in 

place,  then the  revenue could be  used to  fund these  measures.  

Also,  there  is  doubt as  to  the  effectiveness  of education and 

advertising in terms of reducing cigarette  consumption.  Many 

teenagers,  for example,  seem prepared to  accept the  dangers  of 

smoking and are  little  affected by measures  to  put them off.
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Figure 1 2.6  Measures to reduce negative 

external i ties of consumption
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Figure 1 2.7  A positive external ity of 

consumption

4 Positive externalities of consumption

There are certain goods or services which,  when consumed (used)  will 

provide external benefits to third parties.  When people consume  

health care,  for example,  they create a positive externality for society.  If 

people are healthier,  then they will not pass on illnesses so that other 

people around them are less likely to become ill,  and a healthier 

workforce means that the economy will be more productive,  which may 

be to the benefit of the whole population.  Thus the MSB  of consuming 

health care is  greater than the MPB.  This is  shown in Figure 1 2 .7.

In a  free  market for health care,  people  will consume Q1  at a  price  of 

P1 .  However,  the  socially efficient level of consumption would be  Q*,  

where  MSB    MSC .  There  is  a  potential welfare  gain,  shown by the  

shaded triangle,  because  for the  units  from Q1  to  Q*,  MSB  is  greater 

than MSC .  If the  consumption of health care  increases  from Q1  to  Q*,  

then welfare  in society will increase.

The other important example of a positive externality of consumption is  

education,  which may also have a marked effect on the welfare of 

society if its  consumption is  increased.  Less weighty examples might be  

the use of vaccinations,  outdoor music shows,  and the use of deodorant.

If a  government wishes  to  increase  the  consumption of services that 

create  positive  externalities  of consumption,  such as  health care,  then 

there  are  a  number of options.

 The government could subsidize the supply of health care.  This is  

shown in Figure 1 2 .8.  A subsidy would shift the MSC  curve  

downwards and,  in this way,  the socially efficient level of 

consumption at Q1  could be reached,  with a price of P2 .  Indeed,  it 

may be that the government deems the importance of health care to  

be so great that it will subsidize it to the point where it is  free to the  

consumer,  or the state will supply it at no direct cost to the consumer.

  The  main problem with such a solution is  cost.  While  this  

provision is  possible  in many developed countries,  developing 

countries  are  not able  to  fund such schemes and so  do  not fully 

benefit from the  positive  externalities  that are  to  be  gained from 

the  consumption of health care.

DID YOU  KNOW?

A study publ ished  in  2005  by researchers  a t Georgia  

State  Un iversity and  the Society of Actuaries  revea led  

that the  exposure of non-smokers  to  second-hand  

smoke costs  the  American  economy $1 0  bi l l ion  per 

year.  Th is  includes $5  bi l l ion  on  the d irect med ica l  costs  

of d iseases such  as  lung cancer,  cervica l  cancer,  asthma,  

ear in fections,  low birth  weight,  and  coronary heart 

d isease,  and  another $5  b i l l ion  on  the ind irect costs  

such  as  lost wages as  a  resu lt of such  i l lnesses.  I t shou ld  

be  emphasized  that these a re  the  costs  of med ica l  

problems that a re  borne by non-smokers,  not the  

smokers themselves.
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 The government could use  positive  advertising to  encourage  

people  to  consume more  health care.  This  would shift the  MPB  

curve  to  the  right,  towards  the  MSB  curve,  and would thus  

increase  welfare.

 The problem here  is  that there  may be  a  high cost to  providing the  

advertising and,  although the  effect may be  beneficial in the  long 

run,  it takes  a  long time to  have  an effect and so  the  short-run 

benefits  may be  minimal.

 The government could pass  laws insisting that citizens  have  

vaccinations  against certain diseases,  or have  regular health 

checks,  but this  will only be  successful if the  government provides  

this  free  of charge.  Also,  people  often resent laws of this  sort being 

imposed by the  government.  They see  it as  an infringement of 

their civil liberties.

The extent to  which the  government will intervene will depend on 

the amount of the  external benefits.  In the  case  of the  merit goods  

such as  health care  and education,  the  positive  externalities  are  

massive.  Indeed,  economic growth is  heavily dependent on the  

productivity of labour,  which is  of course  dependent on the  education 

and health of the  people.  Therefore,  it is  generally a  government 

priority to  have  an effective  system for providing education and 

health care.  The  extent to  which this  is  done through direct provision 

by the  government or through the  private  sector will vary from 

country to  country.  This  highlights  one  of the  central themes of 

economics  which is  the  extent to  which governments  should 

intervene in the  allocation of resources.

Common access resources and further threats 
to sustainability
Common access  resources  have  many different names,  such as  

common-pool resources  and common property resources.

Common access  resources  are  typically natural resources,  such as  

fishing grounds,  forests,  and pastures,  or human-made systems for 

managing natural resources,  such as  irrigation systems.  One problem 

with such resources  is  that it is  very difficult or very expensive  to  

exclude  people  from using them.

The  fear is  that the  nature  of the  resource  and the  inability to  

charge  for them may encourage  overuse  or over-consumption,  and 

eventually lead to  the  depletion of the  resource.  For example,  if there  

are  fishing grounds  near to  a  village,  and villagers  have  open access  

to  them,  then individuals  will fish and take  as  many fish as  they 

want.  It is  in the  interest of each individual to  take  as  many fish as  

the  person wants,  because  each fish adds  marginal utility  for the  

individual.  Marginal utility is  the  extra satisfaction that a  person gets  

by consuming one  more  unit of a  good or service.  If this  fishing 

harms the  stock of fish,  the  damage is  shared by the  entire  group,  

including future  generations.  The  benefits  to  the  individual outweigh 

the  external cost and give  the  individual the  incentive  to  keep  using 

the  resource.  So,  a  market failure  will take  place  because  of the  over-

consumption.
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This  concept is  very much tied in with the  concept of sustainability.  

Sustainability exists  where  the  consumption needs  of the  present 

generation are  met without reducing the  ability to  meet the  needs  of 

future  generations.  C learly,  in the  fishing example  above,  this  would 

not be  the  case  since  future  generations would lose  the  benefit of 

enjoying the  resource  and so  the  consumption levels  are  not 

sustainable  in the  long run.

It has  been argued that the  lack of a  price  for common access  

resources  means that they are  almost bound to  be  over-consumed 

and so  eventually they will run out.  Alternatively,  they may be  

overused such that the  resource  is  degraded and will not be  available  

as  a  resource  for future  generations.

This issue is  of such importance,  on both national and global levels,  that 

the 2009  Nobel Prize  for Economics was awarded to  Elinor Ostrom for 

her work in this field.  (See a profile  of Ms Ostrom on the next page.)

C learly,  the  solutions  to  the  problems associated with the  overuse  

or degradation of common access  resources  depend largely on who 

uses  the  resources.  If the  resources  are  used by a  group of people  

geographically situated in one  country,  then national solutions  may 

be  employed.  Where  the  common property resource  extends to  more  

than one  country at a  time,  for example  the  worlds  oceans,  then 

international negotiations and solutions are  required.

Further threats to sustainability

Both high levels  of poverty and the  pursuit of economic growth 

result in environmental problems such as  the  over-exploitation 

of land,  soil erosion,  land degradation,  and deforestation.  For 

developing countries,  these  problems not only compound poverty 

and low standards  of living,  but the  problems of common access  

resources  or weak regulations  result in massive  negative  externalities  

and a significant threat to  sustainability.

Consider the  problem of deforestation using the  concept of common 

access  resources.  Low-income people  in rural areas  of developing 

countries  often depend on wood as  their only source  of fuel for 

cooking and use  common sources  of wood.  When the  existing trees  

are  cut down,  there  are  consequences.  The  households  who need the  

wood must travel greater distances  to  acquire  wood for fuel.  This  is  

most often the  responsibility of women and leaves  them with less  

time to  earn income for their households.  This  is  quite  likely to  keep  

low-income households  trapped in a  vicious cycle  and one  result 

will be  the  persistent overuse  of the  resources.  In terms of the  

environment,  there  are  private  costs  involved,  but there  are  likely 

consequences  involving third parties  as  a  result of soil erosion and 

land degradation.  In the  extreme,  the  loss  of vegetation may result in 

flooding and landslides,  with heavy external costs.

Such problems may be  compounded where  rural low-income 

households  rely on subsistence  agriculture.  They may have  to  use  

common access  land which is  not well suited to  the  growing of food.  

Without fertilizers,  which will be  too  expensive,  the  land will become 

exhausted and will be  less  and less  suited for agriculture.  Again,  soil 
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erosion and,  in the  extreme,  desertification,  is  the  consequence.  The  

threat is  not only to  the  low-income households,  but to  the  long-

term sustainability of the  land as  a  natural resource.

Consider the  problem of deforestation from another perspective,  

where  a  company privately owns the  forested land in a  developing 

country and where  there  may be  lenient government regulations.  

The  goal of the  company will be  to  maximize  its  profits  from the  

wood it produces.  The  company will only take  its  private  costs  into  

consideration.  However,  the  loss  of the  forest to  present and future  

generations,  including the  loss  of bio-diversity,  flooding,  and soil 

erosion,  are  external costs  that the  company will not have  to  pay.  

Thus,  there  will be  over-production and under-pricing of wood 

products.  Too  many resources  will have  been allocated to  the  

production of these  wood products.  This  problem may be  illustrated 

using a  negative  externalities  of production diagram.

The use of fossil  fuels
Another threat to  sustainability comes about as  a  result of the  heavy 

global demand for fuels.  To  produce  and transport the  massive  

amount of goods  and services  that both more  developed and rapidly 

growing developing economies  demand,  fuel is  required.  The  

extraction and use  of coal,  oil,  and natural gas  generate  external costs  

which may pose  immense  threats  to  future  generations.

When fossil fuels  are  burned,  the  gas  carbon dioxide  and other 

greenhouse  gases  (GHG)  are  emitted.  In your science  and 

geography lessons  you will have  learned that such gases  trap  heat in 

the  earths  atmosphere  and are  linked to  climate  change.  Though it is  

the  subject of intense  debate,  the  potential consequences  of climate  

change  are  vast and include  the  flooding of coastal areas,  changes  to  

agriculture  patterns,  and extreme weather.  There  are  massive  

external costs  associated with these  changes.

Elinor Ostrom  (born  1 933 )

El inor Ostrom  was  born  in  the  U SA.  She  stud ied  

po l i tica l  science  a t UCLA in  Ca l i forn ia .  I n  2009 ,  she  

became  the  fi rst woman  to  receive  a  N obel  M emoria l  

Prize  for econom ics.  She  sha red  the  awa rd  wi th  O l iver 

E .  Wi l l i am son .  I t  was  observed  tha t th is  N obel  Prize  was  

notab le  for the  fact th a t the  winners,  work focused  on  

coopera tion ,  where  much  of the  work of econom ists  

often  focuses  on  competi tion .

She  i s  considered  to  be  one  of the  foremost experts  in  

the  fie ld  of m anaging common  pool  resources ,  su ch  

a s  fi sheries,  grazing l and ,  and  o i l  d eposi ts.  H er m a in  

resea rch  in vo lved  prima ry stud ies  of how pastu res  

were  m anaged  by loca ls  in  certa in  pa rts  of Africa  and  

how i rriga tion  systems were  m anaged  in  vi l l ages  in  

western  N epa l .

Trad itiona l  th inking had  been  that in  order for these  

resources to  be  susta inable  (that is,  ava i lable  for fu ture  

generations) ,  i t was  necessary for 

them  to  be  managed  by 

governments  (th rough  

nationa l iza tion)  or private  

compan ies  (through  privatization) .

Ostrom  proposed  tha t the  

resou rces  cou ld  be  m anaged  

successfu l ly,  i .e .  su sta inab ly,  by the  people  who  u se  

them ,  ra ther th an  by a  n a tiona l  government or priva te  

compan ies.  Th is  cou ld  h appen  i f certa in  factors  were  in  

p la ce:  the  resou rces  need  to  h ave  clea r boundaries;  

they must be  th rea tened  wi th  depletion  and  not h ave  

a va i lab le  substi tu tes;  and  there  needs  to  be  a  stab le  

commun ity u sing the  resou rces,  wi th  democra tica l ly 

a greed  ru les  for u se,  in cen tives  for appropria te  u se,  

a nd  pun ishments  for overuse.

Deforestation  and  erosion  in  the h i l ls  

above Gonaives,  Haiti ,  leaving the town  

vulnerable to further flooding
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Driving cars  and trucks  results  in carbon monoxide  emissions  which 

are  a  major contributor to  air pollution.  When companies  burn coal 

to  produce  electricity,  nitrogen oxide  and sulfur oxide  are  produced.  

These  emissions  contribute  to  acid rain,  which cause  problems for 

vegetation and crops,  and damage  buildings.  The  production and 

transportation of oil is  subject to  the  risk of oil spills ,  with massive  

external costs  to  the  environment,  fish,  animals,  and coastal 

communities.  Air and water pollution as  a  result of coal mining pose  

significant health and environmental consequences  in the  regions.

The fact that producers  and consumers  of such fossil fuels  are  not 

able  to  account for the  external costs  to  future  generations  means 

that fossil fuels  are  both over-produced and over-consumed and 

represent a  significant market failure  on a global level.

Government responses to threats to sustainability

Cap and trade systems

Since  threats  to  sustainability extend beyond national borders,  and 

threaten future  generations  as  well as  present generations,  solutions  

require  international negotiations  and forward thinking.

As noted earlier,  a  cap  and trade system may be  adopted.  This  may be  

done where  governments  set national targets  for emission reductions 

and encourage  firms to  meet the  targets  by creating an economic 

incentive  to  reduce emissions.  S ince  emissions are  not confined to  

borders,  however,  an internationally coordinated approach is  

necessary to  reduce the  activities  which generate  emissions effectively.

One such approach to  reduce  the  level of emissions  is  the  Kyoto  

Protocol,  an agreement made under the  United Nations Framework 

Convention on C limate  Change (UNFCCC) .  Its  objective  is  to  cut 

global emissions of six major greenhouse  gases.  The  treaty was 

negotiated in Kyoto,  Japan in 1 997  and came into  force  in February 

2005 .  In November 2009,  1 87  countries  had ratified the  agreement,  

committing themselves  to  the  reductions.

Clean technologies

S ince  the  extraction and use  of fossil  fuels  creates  such negative  

externalities ,  much attention has  been paid to  the  use  of 

renewable  sources  of  energy as  a  solution.  Renewable  energy 

sources  include  solar power,  wind power,  hydropower,  and 

b iofuels .  These  forms  of energy are  included in  what is  known as  

 clean technologies .  O ther types  of  clean technologies  include  

efforts  to  design energy-efficient cars ,  homes,  buildings,  lighting,  

and appliances.

Governments  can assist by subsidizing the  development of clean 

technologies  or by offering tax credits  to  firms that invest in clean 

technologies.

Consider the  following simple  example  of a  firm producing electricity 

using wind power with turbines  on a  wind farm  in Figure  1 2 .9 .

Without a  subsidy,  a  wind farm will make the  quantity Q1  electricity 

available  at a  price  of P1 .

Student workpoint 12.2
Be an  inquirer

The  Kyoto  Protocol  set ou t 

d i fferen t sets  of ob jectives  for 

d i fferen t time  frames  and  for 

d i fferen t coun tries.  Resea rch  the  

cu rren t s i tua tion .  P ick one  more  

developed  and  one  less  

developed  coun try and  a ssess  

how each  i s  meeting the  ta rgets.
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A government subsidy will lower the  firms  costs  of production,  

thereby increasing the  supply from S1  to  S 1    subsidy making more  

electricity (Q2)  available  at a  lower price  (P2 )  to  consumers.  The  

addition of the  subsidy to  the  market price  means that firms will 

receive  additional revenue (both shaded areas)  and give  them the  

incentive  to  produce  higher amounts  of wind power.

S ince  this  form of electricity is  a  substitute  for electricity produced 

through the  burning of fossil fuels,  resources  will be  allocated away 

from the  use  of fossil fuels  towards the  cleaner,  renewable  form of 

energy.  And since  wind farms emit no  greenhouse  gases  when 

producing electricity,  the  externalities  of this type  of power 

generation are  minimal.  On the  down side,  a  negative  externality 

may be  that large  expanses  of wind turbines may be  seen as  

unattractive  and noisy by nearby residents.  However,  as  one  local 

Scottish politician wrote  following the  installation of a  wind farm:

The Ardrossan wind farm has  been overwhelmingly accepted by 

local people   instead of spoiling the  landscape,  we  believe  it has  

been enhanced.  The  turbines  are  impressive  looking,  bring a  

calming effect to  the  town and,  contrary to  the  belief that they 

would be  noisy,  we  have  found them to  be  silent workhorses. 

(The Guardian,  Tuesday 12 August 2008)

The extent to  which governments  are  willing to  subsidize  such 

technologies  depends  on many things.  If the  government is  strongly 

committed to  reducing its  countrys  carbon emissions,  then an 

increase  in the  use  of cleaner forms of energy may only be  possible  if 

the  prices  to  consumers  are  reduced.  In this  case,  subsidizing the  

producers  of the  alternative  energies  is  one  method of doing this.  

C learly,  there  is  an opportunity cost involved,  as  the  money that is  

spent on the  subsidies  will not be  able  to  be  spent on achieving other 

government objectives.

The United  Nations Framework Convention  
on  Climate Change (UNFCCC)

Article  1 :

The  U N FCC sets  an  overa l l  framework for 

in tergovernmenta l  efforts  to  ta ckle  the  cha l lenge  posed  

by cl im a te  change.  I t  recogn izes  th a t the  cl im a te  system  

is  a  sha red  resou rce,  the  stab i l i ty of wh ich  can  be  

a ffected  by industria l  a nd  other em issions  of ca rbon  

d ioxide  and  other greenhouse  gases.  U nder the  

Conven tion ,  governments:

 ga ther and  sha re  in formation  on  greenhouse  gas  

em issions,  n a tiona l  po l icies,  and  best practices

 l a unch  na tiona l  stra tegies  for add ressing greenhouse  

gas  em issions  and  adapting to  expected  impacts,  

in clud ing the  provis ion  of fin ancia l  and  technologica l  

support to  develop ing coun tries

 coopera te  in  prepa ring for adapta tion  to  the  impacts  

of cl im a te  change.

Article  2 :

The  ultimate  ob jective  of th is  Conven tion  and 

any related legal in struments  that the  

Conference  of the  Parties  may adopt is  to  

ach ieve ,  in  accordance  with  the  relevan t 

provisions of the  Conven tion ,  stabilization  of 

greenhouse  gas concen trations in  the  

atmosphere  at a  level that would preven t 

dangerous an th ropogen ic in terference  with  the  

climate  system .  Such  a  level should be  ach ieved 

with in  a  time-frame  sufficien t to  allow 

ecosystems to  adapt naturally to  climate  change ,  

to  ensure  that food production  is  not th reatened,  

and to  enable  econom ic development to  

proceed in  a  sustainable  manner.

Figure 1 2.9  Production  of electricity 

using wind  power with  turbines on  a  

wind  farm
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Student workpoint 12.3
Be an  inquirer

Pick a nother sou rce  o f energy 

th a t i s  u sed  a s  a n  a l tern a tive  to  

foss i l  fu e l s  (e .g  b io -fue l s ,  so l a r 

power,  n u clea r power) .  Ca rry ou t 

a  ca se  s tudy to  i d en ti fy  th e  

posi ti ve  a nd  n ega tive  extern a l i ties  

o f th i s  a l tern a tive  energy sou rce .

Taken  from  the  Foreword  to  the  World Development Report 2010   Development and 

Climate Change,  by the  World  Bank Group

Climate  change is  one  of the  most complex cha l lenges of our young century.  No  country 

is  immune.  Alone,  no  country can  take  on  the  in terconnected  cha llenges posed  by 

cl imate  change,  wh ich  include controversia l  politica l  decisions,  daunting technologica l  

change,  and  far-reach ing global  consequences.  A cl imate-smart world  is  possible  in  our 

time.  Yet,  as  the  World  Bank Group's  new World  Development Report argues,  effecting 

such  a  transformation  requ ires us  to  act now,  act together,  and  act d ifferently.

We must act now,  because  what we do  today determ ines both  the  cl imate  of tomorrow 

and  the  choices that shape our fu ture.  Today,  we are  em itting greenhouse gases  that trap  

heat in  the  a tmosphere  for decades or even  centuries.  We are  bu i ld ing power plants,  

reservoirs,  houses,  transport systems,  and  cities  that are  l ikely to  last  fty years or more.  

The  innovative  technologies and  crop  varieties  that we pi lot today can  shape energy and  

food  sources to  meet the  needs of 3  b i l l ion  more  people  by 2050.

We must act together,  because  cl imate  change is  a  crisis  of the  commons.  Cl imate  

change cannot be  solved  without countries  cooperating on  a  global  sca le  to  improve 

energy efciencies,  develop  and  deploy clean  technologies,  and  expand  natura l  sinks 

to  grow green  by absorbing gasses.  We need  to  protect human  l i fe  and  ecologica l  

resources.  Developed  countries  have  produced  most of the  em issions of the  past,  and  

have  h igh  per capita  em issions.  These  countries  shou ld  lead  the  way by sign icantly 

reducing their carbon  footprints  and  stimulating research  in to  green  a lternatives.  Yet 

most of the  world s  fu ture  em issions wi l l  be  generated  in  the  developing world .  These  

countries  wi l l  need  adequate  funds and  technology transfer so  they can  pursue lower 

carbon  paths -  without jeopard izing their development prospects.

We must act differently,  because  we cannot plan  for the  fu ture  based  on  the  cl imate  

of the  past.  Tomorrow's cl imate  needs wi l l  requ ire  us  to  bu i ld  in frastructure  that can  

withstand  new conditions and  support greater numbers  of people;  use  l im ited  land  

and  water resources  to  supply sufcient food  and  biomass for fuel  wh ile  preserving 

ecosystems;  and  recongure  the  world s  energy systems.

A phrase  which has emerged in line  with clean technologies is  

reducing the  carbon footprint ,  whereby individuals  and firms 

undertake to  reduce their own negative externalities  by adopting more  

environmentally friendly  behaviour.  Market forces are  therefore  

exerting a positive  force as  consumers  with an understanding of the  

threats  to  sustainability are  effectively requiring more responsible  

behaviour by firms.  To  meet the demand of consumers,  firms include  

a commitment to  sustainability as  part of their corporate social 

responsibility codes.  (HL students  will have been introduced to  this  in 

Chapter 6. )  For example,  a  soda-bottling company may invest largely 

in fuel-efficient refrigeration technologies to  reduce its  emissions.  

Another soda-bottling company may promote its  use  of practices that 

allow it to  increase  its  water use  efficiency.  Even oil companies present 

the  view that they are  working towards a  lower carbon future.

Many companies  have  a  slogan,  such as  Together we  can make a 

positive  difference  or Creating a  better future ,  which they use  to  

promote  their approach to  sustainability.  Firms know that consumers  

wish to  consume more  environmentally friendly products,  and seek 

to  meet consumer demand by demonstrating that they have  

sustainability policies.  Whether or not such practices  outweigh any 

negative  externalities  that the  firms create,  or whether they achieve  
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any significant improvements  in the  firms  outcomes,  must vary 

considerably from firm to  firm.  To  investigate  these  practices,  visit the  

website  of any well-known company.  It is  very likely that you will 

find a link to  its  Sustainability  practices  on the  front page.

Imperfect information
For markets  to  function perfectly,  that is  for there  to  be  no  market 

failure,  we  assume that all parties  in every transaction have  what is  

known as  perfect information or perfect knowledge.  In other words,  

if buyers  and sellers  come together in a  market there  will be  

allocative  efficiency if they are  all fully aware  of what products  are  

available  and the  range  of prices.

However,  in reality,  this  will not be  the  case  and so  economic 

decisions  are  made based on incomplete  information and so  there  is  

market failure.

One such case  is  known as  asymmetric information  where  one  party in 

an economic transaction has  access  to  more  information or better 

information than the  other party.  The  market will fail to  reach the  

allocatively efficient level of output if either party has  information 

that is  incomplete  or inaccurate  as  they will make decisions that do  

not result in the  most efficient allocation of resources.

In most cases of asymmetric information,  the producer has more  

information than the consumer,  and can charge a higher price  than is  

socially efficient.  However,  there are  also  cases where the consumer 

has more information and pays a price  that is  lower than the socially 

efficient price.  In the first case  too many resources have been allocated 

to  the good,  and in the second too few resources are  allocated.

Governments  may try to  improve  the  flow of information and set 

regulations  to  prevent producers  from taking advantage  of a  lack of 

information on the  part of consumers,  but this  is  expensive,  and may 

not be  possible  for all markets.  Additionally,  both producers  and 

consumers  value  their right  to  make private  decisions,  and may 

lobby against such government interference.

Technology has  had the  effect of increasing the  flow of information in 

markets,  and consumers  are  increasingly able  to  access  all kinds  of 

information as  a  result of research conducted on the  internet.

Imperfect competition
Monopolists,  and other imperfect markets,  restrict output in order to  

push up  prices  and maximize  profits.  Because  of this,  they are  not 

producing at the  socially efficient level of output.  Any imperfect 

market will fail to  equate  marginal social cost (MSC)  and marginal 

social benefit (MSB) .  This  is  shown in Figure  1 2 .1 0.

Because profits  are  maximized where MC    MR,  Q1  will be  produced 

at a price  of P1  and the socially efficient level of output,  Q*,  is  not 

reached.  There is  therefore a loss of consumer surplus,  shown by the  

shaded dark blue triangle,  and a loss  of producer surplus,  shown by the  

shaded pale  blue triangle.  Thus community surplus is  not maximised 

and we have a situation of market failure.  When community surplus  

falls  from the maximum,  we say that there has been a welfare loss.  

P
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$
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MSC = M SB
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0 Q1 Q*
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D  = M SB
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Figure 1 2.1 0 Imperfect competition
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Assessment advice

Note  the  u se  of the  word  best  i n  

Question  2  b .  Th is  i s  wha t we  m igh t 

refer to  a s  an  eva lua tion  ind ica tor  

a s  i t  g ives  you  a  h in t a s  to  how you  

wou ld  be  expected  to  eva lua te .  I n  th is  

ca se,  you  cou ld  exp la in  how 

governmen t po l icy m igh t reduce  the  

m a rket fa i lu re ,  bu t then  go  on  to  

exp la in  a t lea st one  market-based  

so lu tion  to  the  m arket fa i lu re .  You  

shou ld  come to  some conclusion  

based  on  you r exp lana tions.  These  

questions  u sua l ly a sk you  to  add ress  

the  theme  concern ing the  ba lance  

between  government in terven tion  

and  m arket forces  in  the  a l loca tion  

of resou rces.

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions 

1  With  the help of a  d iagram, expla in  why cigarette smoking is  an  example of 

market fa i lure.

2 Using a  d iagram,  expla in  why the provision  of heal th  care in  an  economy is 

l ikely to require government intervention .

3 Using rea l  world  examples,  expla in  how the use of bio-fuels can  reduce the 

market fa i lure caused  by overconsumption  of fossi l  fuels.

Paper 1 , essay questions

1  a  Expla in  the concept of negative external i ties of consumption .  

b  Eva luate two  pol icies that may be used  by governments to reduce 

external  costs of production .

2 a  Using d iagrams,  expla in  how a irplane  ights may create ei ther a  negative 

external i ty of consumption  or a  negative external i ty of production .

 b  Discuss the view that government pol icies are the best  way to reduce 

the market fa i lure caused  by a irl ine  ights.

Headl ine:  Government  i gn i tes  a  fi re  w i th  i ts  announcement  o f a  ban 

on  smoki ng  i n  bars  and  restaurants

Economics  concept:  Negat i ve  externa l i ty  o f consumpti on

Diagram:  Negati ve  externa l i ty  o f consumpti on    so l ut i on

Hint:  Expl a i n  wh y  th i s  w ou ld  be  such  a  controversi a l  deci s i onwho 

a re  th e  d i fferent  stakeho lders  i nvo l ved?

You be the journ
alist

This is  because the units Q1Q* are  not produced,  even though the  

marginal social benefit is  greater than the marginal social cost.  The  

welfare loss is  shown by the combination of the two triangles.

Governments  may try to  reduce  this  market failure  by intervening in 

a  number of ways.

 They may use  legal measures  to  make markets  more  competitive.  

They may pass  laws that do  not permit mergers  or takeovers  that 

give  an individual firm more  than a certain percentage  of the  

market,  e.g.  25% .  In addition,  they may pass  laws that do  not 

permit mergers  or takeovers  that enable  a  specified number of the  

largest firms in an oligopoly to  control more  than a certain 

percentage  of the  market,  e.g.  the  four largest firms may be  

restricted to  60% .

 They may set up  regulatory bodies  to  investigate  markets  where  

it is  felt that monopoly power is  being used against the  public 

interest.  For example  most countries  have  some sort of 

Monopolies  Commission  or monopoly watchdog .  These  

bodies  are  then empowered to  take  action of some kind,  or to  

recommend that the  government should take  action,  if it can be  

shown that the  public interest is  being harmed.
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In Chapters  2  to  1 2  we  looked at microeconomicsthe study of 

individual markets.  In Chapters  1 3  to  20  we  will now be  looking at 

macroeconomicsthe study of a  national economy.  Macroeconomics  

is  concerned with the  allocation of a  nations  resources  and is  

concerned with five  main variables.  These  variables,  and the  

macroeconomic objectives  associated with each variable,  are  shown 

in Table  1 3 .1  and form the  basis  of the  macroeconomic analysis  for 

the  next eight chapters.

Variable Macroeconomic objective

Economic growth A steady rate of increase of national  output

Employment A low level  of unemployment

Price stabi l i ty A low and  stable rate of ination

External  stabi l i ty A favourable ba lance of payments posi tion

Income d istribution An  equitable d istribution  of income

Table 1 3 .1  Macroeconomic objectives

In studying an economy as  a  whole,  a  significant concern is  the  level 

of the  economys  total output.  We  will see  later in this  chapter that 

By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

 l i st the  five  m a in  m acroeconom ic goa ls  

 describe  and  i l lu stra te  the  ci rcu la r flow of in come model  of the  

economy,  for a  closed  economy and  an  open  economy wi th  

governmen t and  fin ancia l  m arkets

 d istingu ish  between  the  ou tpu t approach ,  the  in come  approach ,  and  

the  expend itu re  approach  to  measu ring n a tiona l  in come

HL ca lcu la te  nom ina l  GDP from  n a tiona l  in come  da ta  u sing the  

expend i tu re  approach

HL ca lcu la te  GN P/GN I  from  da ta

HL ca lcu la te  rea l  GDP u sing a  price  defla tor

 define  and  d istinguAish  between  G ross  Domestic  Product (GDP)  and  

G ross  N a tiona l  Product (GN P)/G ross  N a tiona l  I n come (GN I )  a s  

measu res  of econom ic a ctivi ty 

 define  and  d istingu ish  between  tota l  GDP and  GN P/GN I  and  per 

cap i ta  GDP  and  GN P/GN I

 define  and  d istingu ish  between  the  nom ina l  va lue  of GDP and  GN P/

GN I  and  the  rea l  va lue  of GDP and  GN P/GN I

 expla in  the  mean ing and  s ign i ficance  of green  GDP

 eva lua te  the  u ses  of n a tiona l  in come sta tistics

 expla in  and  i l lu stra te  the  business  cycle  and  i ts  phases

 d istingu ish  between  a  decrease  in  GDP and  a  decrease  in  GDP growth .
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this  is  also  known as  the  economys  national income and we  

will look at the  different ways  in which this  national income can 

be  measured.

Circular flow of income model
To start,  we  look again at the  very simple  model of the  nations  

economy introduced in Chapter 1 .  In this  model there are  two sectors.  

Households are  the people  who buy the nations  output of goods and 

services and the owners of all of the economys factors  of production.  

They supply these factors  of production to  the firms and,  in turn,  they 

receive payment for their factors.  The firms hire the factors of production 

from households and use these factors  to  produce the nations  output 

of goods and services.  The factors  of production provided and income 

received are  shown in a simplified form in Table  1 3 .2 .

Factor of production 
(provided by rms)

Payment to the factor 
(provided by households)

Labour Wages

Land Rent

Capital Interest

Entrepreneurship Prots

Table 1 3 .2  Payment to the factors of production

This  is  the  basis  for the  circular flow of income two-sector model 

shown in Figure  1 3 .1 .  Households  provide  the  factors  of production 

( 1 )  and receive  income (2 ) .  They buy the  goods  and services  (3 )  

produced by the  firms by using the  income received (4) ,  and in this  

way the  income circulates  throughout the  economy.

Figure 1 3 .1  Two-sector circular flow of income model

Households

Firms

Expend itu re  on
goods and
services (4)

Goods and
services (3)

Factors of
production  (1 )

Wages,  rent,
in terest,  and
profits  (2)
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Leakages and injections

The two-sector model described is  very much a simplified model of 

the  economy.  Common sense  is  likely to  tell you that households  do  

not behave  in this  very simple  waythat is,  they do  not spend all of 

the  money that they receive  in income as  suggested by the  model.  

Households  can save  some of their income.  By definition,  saving 

means foregoing current consumption to  allow for consumption in 

the  future.  People  can save  by putting money in banks  or other 

financial institutions.  Saving is  known as  a  leakage  from the  circular 

flow,  as  it is  income received but not used to  finance  expenditure  on 

goods and services.  If households  do  not buy all the  output that is  

produced by the  firms then firms will have  unsold stocks  of goods 

and,  as  a  result,  they will reduce  their output.  To  reduce  output the  

firms will use  fewer factors  of production and thus  pay less  income.  

This  shows how saving will cause  the  amount of income circulating 

in the  economy to  fall.

However,  firms will have  access  to  the  savings of households  by 

borrowing money from financial institutions  such as  banks  or 

pension funds.  They can use  the  money to  increase  their stock of 

capital and expand their output.  This  is  known as  investment and is  

an injection into  the  circular flow of income,  as  it involves  income 

that does  not come straight from the  households  through their 

spending on goods and services.  Investment allows the  amount of 

income circulating in the  economy to  rise.

Even though we have  made the  model slightly more  realistic by 

adding saving and investment into  the  circular flow,  the  model is  

still limited by the  fact that there  are  only two sectors.  In reality,  

of course,  there  are  other sources  of income flow in an economy.

If households  buy goods  and services  from other countries,  then 

some of their income flows out of the  economys  circular flow.   

Thus imports  are  also  known as  a  leakage  because  they represent 

expenditure  of income not returning to  the  firms.  People  in foreign 

countries  buy the  countrys  exports  of goods and services.  Exports  are  

an injection into  the  circular flow because  they represent a  source  of 

income not coming directly from the  households.  There  is  no  reason 

to  assume that exports  will be  equal to  imports.  Countries  usually 

have  trade  imbalances.

C learly,  households  and firms  are  not  the  only  two  sectors  acting 

in  an  economy.  We  now introduce  the  government  sector.  S ome 

o f  the  income  earned by  households  must  be  paid  to  the  

government  in  the  form of  taxes .  Thus ,  taxes  are  a  leakage  from 

the  circular  flow.  Governments  spend money in  the  economy on 

a  wide  range  o f  thingsschools ,  roads ,  campaigns  to  reduce  

smoking,  and hospitals ,  to  name  a  few  examples .  Government 

spending  on  goods  and services  represents  an  inj ection  into  the  

circular  flow.  There  is  no  reason  to  assume  that  government 

spending  will  be  equal  to  tax  revenues .  As  you  will  see  in  later 

chapters ,  governments  are  ab le  to  spend more  than they  earn  in 

order  to  de liberate ly  influence  the  level  o f  leakages  and 
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inj ections  in  an  economy and thereby  affect  the  level  o f 

national  income.

It  is  important to  point out that there  is  a  category of government 

spending known as  transfer payments  that are  not included as  an 

inj ection into  the  circular flow.  Transfer payments  are  payments  to  

individuals  that are  not the  result  of an increase  in  output.  

Examples  of transfer payments  are  pensions,  unemployment 

benefits ,  and child allowance  payments.  Governments  tax the  

income  of some  households  and transfer this  income  to  others  

through the  payments.  As  it  is  a  transfer of income,  rather than 

income  in  exchange  for  output,  this  spending does  not represent 

an inj ection.  

Figure  1 3 .2  shows the  circular flow of income model with the  four 

sectorshouseholds,  firms,  the  foreign sector,  and the  government 

sectortaking into  account the  leakages  and injections.

Even the  four-sector model remains a  simplification of a  complex 

economy,  but it serves  to  illustrate  some important conclusions.  The  

economy is  in equilibrium where  leakages  are  equal to  injections.  If 

leakages  rise,  without a  corresponding increase  in injections,  then 

national output will fall to  a  new equilibrium,  as  there  will be  less  

income circulating.  If injections  rise  with no  corresponding rise  in 

leakages,  then the  economy will move to  a  new equilibrium.  This  will 

be  illustrated graphically in later chapters.

Figure 1 3 .2  Four-sector circular flow with  leakages and  in jections

Income ExpenditureImports

Taxes

Saving

Firms

Households

Investment

Exports

Government
spending
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How is national  income measured?

The most commonly used measure  of a  countrys  national income is  

gross  domestic product (GDP) .  There  are  three  different methods that 

are  all used to  calculate  this  figure.

1   The output method:  This  measures  the  actual value  of the  goods and 

services  produced.  This  is  calculated by summing all of the  value  

added by all the  firms in an economy.  When we say value  added it 

means that at each stage  of a  production process  we  deduct the  

costs  of inputs,  so  as  not to  double  count  the  inputs.  The  data is  

usually grouped according to  the  different production sectors  in 

the  economy:  agriculture  and mining (primary sector) ,  

manufacturing ( secondary sector) ,  and services  ( tertiary sector) .  

The  output method measures  the  value  of the  arrow marked as  

number (3 )  in Figure  1 3 .1 .

2  The income method:  This  measures  the  value  of all the  incomes 

earned in the  economy.  This  method measures  the  value  of the  

arrow marked as  number (2 )  in Figure  1 3 .1 .

3  The expenditure method:  This  measures  the  value  of all spending on 

goods  and services  in the  economy.  This  is  calculated by summing 

up  the  spending by all the  different sectors  in the  economy.  These  

include:

 spending by households,  known as  consumption (C )

 spending by firms,  known as  investment ( I)

 spending by governments  (G)

DID YOU  KNOW?

Econom ics  rel ies  on  the  development of models,  and  

a ttempts  a s  much  as  possib le  to  u se  the  scien ti fic 

method  to  crea te  models  and  use  the  models  to  make  

pred ictions.  The  goa l  is  to  make  them  repl ica te  the  

actua l  workings  of an  economy as  closely a s  possib le.  I f 

you  go  to  the  New Zea land  In sti tu te  of Econom ic 

Research  or the  London  Science  Museum ,  you  can  see  

one  of econom ics  most famous models,  bu t you  wou ld  

probably not recogn ise  i t a s  such !  I t stands  over s ix feet 

ta l l  and  comprises  a  number of p lastic tanks  and  tubes  

th rough  wh ich  coloured  water flows.  Linked  to  the  tanks  

a re  gauges,  s lu ices,  and  pu l leys.  Va lves  open  and  shu t 

the  tubes  to  con trol  the  flow of the  water.  Meters  

measure  the  d ifferen t water levels  and  record  these  

with  the  fel t tip  p ins  a ttached  to  the  m ach ine.  I t i s  ca l led  

the  Mon iac mach ine  and  was  bu i l t in  1 949  a t the  

London  School  of Econom ics  by a  N ew Zea land  

econom ist named  A.W.  Ph i l l ips.  I ts  va lue  l ies  in  the  way 

tha t i t dynam ica l ly demonstra tes  the  ci rcu la r flow of 

income.  The  water in  the  model  represents  a  given  

amount of income and  the  model  is  in  equ i l ibrium  

when  the  ou tflows (due  to  saving,  ta xes,  and  imports)  

a re  equa l  to  the  in flows (investment,  government 

spend ing,  and  exports) .  The  mach ine  shows how the  

equ i l ibrium  wi l l  change  as  a  resu l t of changes  to  any of 

the  flows.  I t ad justs  to  externa l  shocks  and  shows a l l  the  

ripple  effects  of the  changes.  I n  fact,  a fter every shock,  

the  model  so lves  n ine  simu ltaneous  equations  to  reach  

a  new equ i l ibrium  and  the  movement to  the  new 

equ i l ibrium  wi l l  be  visib le  by the  movements  of the  fel t 

tip  pens.  When  i t was  fi rst developed  i t became very 

popu la r with  econom ists  a round  the  world .  Severa l  

Mon iac m ach ines  were  bu i l t and  used  in  un iversi ties  in  

Bri ta in ,  Austra l ia ,  and  the  U S .  M ach ines  were  even  

bought by the  Centra l  Bank of Guatema la  and  Ford  

Motor Company.  U l timately,  developments  in  computer 

technology superseded  the  model ,  bu t i t certa in ly made  

an  impact on  the  econom ic theory of i ts  time.
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 spending by foreigners  on exports  minus spending on imports.  

This  is  known as  net exports  (XM) .

  The expenditure  method measures the  value of the  arrow marked 

as  number (4)  in Figure  1 3 .1 .

Each approach measures  the  value  of a  nations  output differently 

by looking at different sets  of data.  Nonetheless,  s ince  they are  

measuring the  same  thing,  their  values  are  necessarily an equal 

amount.  One  common and highly acceptable  definition of GDP is  

that it is  the  total value  of all  final goods  and services  produced in 

an economy in a  year.  This  clearly reflects  the  output method of 

calculation.  Another widely used definition is  that GDP is  the  total 

value  of all  spending in the  economy,  algebraically expressed as  

GDP   C    I    G    ( XM) .  This  reflects  the  expenditure  method.  

Thus,  regardless  of the  method chosen,  in  theory,  accounting will 

result in  the  same  final figure,  whether we  call  it  national output,  

national income,  or  national expenditure.

In practice,  however,  the  data that are  collected to  calculate  each of 

the  three  values  come from many different and varied sources,  and 

inevitably there  will be  inaccuracies  in the  data,  leading to  

imbalances  among the  final values.  Some of these  inaccuracies  are  

the  result of the  timing of the  data gathering;  often figures  have  to  be  

revised at later dates  when full information is  collected.

Denition

National  output   N ational  income   

N ational  expenditure

Gross domestic product (GDP)  and gross national  
product (GNP)/gross national  income (GNI)
Two  de finitions  fo r  gross  domestic  p roduct  ( GDP)  were  given 

above .  A  third  is  u se ful  to  be  ab le  to  make  a  comparison 

be tween  GDP  and  gross  national  p roduct  ( GNP) /gross  national 

income  (GNI) .  GDP  may  be  defined  as  the  to tal  o f  a ll  economic 

activity  in  a  country,  regardless  o f  who  owns  the  productive  

assets .  For  example ,  if  an  Indian  multinational  company  (MNC )  

Student workpoint 13.1
1  Using the  expend i tu re  approach ,  ca lcu la te  the  GDP of Canada  in  

2009  u sing the  da ta  be low.

(million CAD$)

Consumer expend i tu re  on  goods  and  services

Business  investment

Government expend i tu re

Exports

Imports

1  527  258

269  394

333  942

438  553

464  722

Source: Statistics Canada,  www40. statcan . ca

2  What percen tage  of GDP  i s  m ade  up  by each  of the  four  sectors  of 

the  economy?

3  Why don t econom ists  s imply ignore  the  imports  figu re,  in stead  of 

a ctua l ly deducting i t,  when  ca lcu la ting GDP?



1 3    The level  of overa l l  economic activity

1 61

2
 M

acro
e
co

n
o
m

ics

is  operating  in  C anada  and  earning  p rofits ,  then  this  income  is  

included  in  the  C anadian  GDP  and  not  in  the  Indian  GDP.  If  the  

p roduction  takes  p lace  on  C anadian  land  then  it  is  recorded  on 

the  C anadian  GDP.

Gross  national product (GNP) /gross  national income (GNI)  is  the  total 

income that is  earned by a  countrys  factors  of production regardless  

of where  the  assets  are  located.

In the  example  above,  the  profits  earned by the  Indian MNC  would 

be  included in Canadas  GDP but not Canadas  GNI because  Canada 

does  not own the  assets.  S imilarly,  Canadas  GDP would not include  

profits  earned by a  Canadian MNC  operating in B razil but its  GNI 

would include  such profits.  Thus,  GNI is  equal to  GDP plus  income 

earned from assets  abroad minus income paid to  foreign assets  

operating domestically.  The  income earned by assets  held in foreign 

countries  is  known as  property income from abroad and the  

difference  between income earned from assets  abroad minus income 

paid to  foreign assets  operating domestically is  known as  net property 

income from abroad.

GNI    GDP   net property income from abroad

Gross national  income (GNI)  and net national  income (NNI)
Throughout the  course  of a  year  a  countrys  capital  s tock will  lose  

some  of its  value.  This  is  known as  depreciation of capital  or 

capital  consumption.  This  is  due  to  several  factors .  It  may s imply 

be  due  to  wear and tear  as  machinery is  used,  there  may be  

damage  to  capital  equipment,  or  technology might make 

machinery obsolete .  In  effect,  capital  gets  used up   and the  GDP 

does  not  take  into  account this  depreciation of capital.  The  

measure  that does  take  this  into  account is  called net national 

income  (NNI) ,  which is  s imply gross  national income  minus 

depreciation ( capital  consumption) .  While  NNI gives  a  more  

realistic  view of the  real economic activity  of a  country,  in  practice  

it  is  very difficult  to  account for  depreciation.  Thus  gross  figures  

are  the  more  widely used measures.

NNI   GNI   depreciation

Nominal GDP and real  GDP
If we  were  to  compare  the  GDP of a  country from one  year to  

another we  would have  to  take  into  account the  fact that prices  in 

the  economy are  likely to  have  risen.  If prices  of goods  and services  

rise  ( inflation)  then this  will overstate  the  value  of GDP.  That is,  GDP 

will rise,  even if there  hasnt actually been an increase  in economic 

activity.  In order to  get a  true  picture  of the  change  in economic 

activity we take  the  nominal GDP,  which is  the  value  at current 

prices,  and adjust it for inflation to  get the  GDP at constant prices.  

This  is  done through the  use  of a  GDP deflator  and the  value  is  

known as  real GDP.  To  compare  GDP data over time it is  necessary 

to  use  the  real value  so  that price  changes  cannot distort the  

information.

Real GDP   Nominal GDP adjusted for inflation

Although  a  number of countries  and  

in ternational  economic bod ies sti l l  use  

the  term  GNP,  the  World  Bank and  

many other countries  and  institutions 

are  now using the  term  GN I.  Th is  is  

in  l ine  with  the  1 993  Un ited  Nations 

System  of National  Accounts (UNSNA) .  

The  a im  of the  UNSNA is  to  encourage 

countries  to  adopt a  standard  format 

and  term inology for their national  

accounting systems in  order to  make i t 

easier to  make comparisons between  

nations.

Adoption  of the  UNSNA is  encouraged  

but is  not compulsory and  a  number of 

countries,  such  as  France  and  the  U SA,  

have  notably d ifferent term inology,  

a lthough  su fcient data  is  supplied  

to  express their gures in  the  

UNSNA style.

In  l ight of th is,  for the  rest of th is  

chapter we wi l l  use  the  term  GN I  to  

represent what was GNP.

Whenever you  see  the  ad jective  rea l  

in  front of an  economic variable,  i t 

means that the  variable  has been  

ad justed  for ination .  Th is  makes it 

possible  to  compare  data  over time.
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GDP per capita
This  is  the  easiest of the  national income statistics  to  measure.  It is  

simply the  total GDP divided by the  size  of the  population.  While  the  

total economic activity of a  country is  appropriately measured using 

the  GDP figure,  if one  is  to  make any judgment about the  progress  of 

a  country in comparison with other countries  in terms of raising 

living standards  then the  GDP per capita figure  is  much more  

appropriate.

For example,  the  GDP of China is  US$  5 ,365  billion,  significantly 

higher than that of Canada,  with a  GDP of US$  1 ,556  billion.  This  

says  that the  output of China is  approximately three  and a half times 

larger than that of Canada.  However,  when we take  the  population 

into  account we find that Chinas  GDP per capita is  US$  3 ,678,  while  

the  GDP per capita of Canada is  US$  45 ,658.  Thus the  output per 

person in Canada is  almost twelve  and a half times  that of Chinas  

output per person.

Source:  IMF World  Economic Outlook Database,  Apri l  201 0

Assessment advice

I n  H L paper 3  you  m ay be  a sked  to  ca lcu la te  rea l  GDP u sing a  price  

defla tor.  

H ere  i s  a n  example  of the  kind  of question  tha t you  m ay face  and  a  

worked  so lu tion :

The  nom ina l  GDP  for coun try X in  2009  was  U S$750  b i l l ion  and  in  201 0  

i t rose  to  U S$780  b i l l ion .  I n  the  yea r in  question  coun try X h ad  

experienced  an  in fla tion  ra te  of 4% .

1  Ca lcu la te  the  rea l  GDP figu re  for 201 0  for coun try X.

2  Exp la in  why the  rea l  GDP figu re  for 201 0  i s  not the  same  a s  the  

nom ina l  figu re .

So lu tion :

1  Rea l  GDP  for 201 0    780  b i l l ion    p rice  defla tor*     

780  b i l l ion      1 00 ____ 
1 04

     750  b i l l ion

  [*A GDP price  defla tor i s  ca lcu la ted  by the  fo l lowing equa tion :

    Nomina l  GDP
  __________ 

Real  GDP
     1 00 .  I t  a ctua l ly g ives  a  good  ind ica tion  of in fla tion  in  

the  economy over the  period  in  question .  I f you  wish  to  work ou t the  

price  defla tor then  you  need  to  h ave  both  the  nom ina l  and  rea l  

va lues  for GDP.

  I f you  a re  given  the  in fla tion  ra te  and  the  nom ina l  ra te ,  a s  in  the  

question  above,  then  the  price  defla tor i s  ea sy to  ca lcu la te .  The  

defla tor i s  a  fra ction  and  i s  s imply   1 00
  _________________  

1 00    the inflation  rate
  .  The  fraction  i s  

m u l tip l ied  by the  nom ina l  figu re  to  give  a  rea l  figu re. ]

2  Because  there  was  in fla tion  of 4%  in  the  yea r the  prices  of everyth ing 

in  the  economy,  on  average,  wen t up  by 4%.  Th is  means  tha t the  

va lue  of the  goods  and  services  produced  in  the  economy in  the  yea r 

wou ld  h ave  been  4%  grea ter th an  the  previous  yea r.  I n terestingly,  

when  the  in fla tiona ry effect i s  ta ken  ou t,  the  rea l  GDP  figu re  for 201 0  

i s  the  same  a s  the  figu re  for 2009 .  Th is  means  tha t the  economy 

produced  the  same  va lue  of goods  and  services  in  both  yea rs.  The  

level  of econom ic growth  was  0%.
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Why are national  income statistics gathered?
Definitions of national income are  fairly straightforward,  but the job  of 

compiling accurate accounts is  extremely complicated and necessarily 

expensive.  Every country has an organisation that is  responsible  for 

calculating and reporting on the countrys  national accounts.  The  

United Nations provides guidelines for such work in the System of 

National Accounts (SNA) .  The data gathered are used in myriad ways.

 National income statistics  can be  seen as  a   report card  for a  

country.  Economic growth is  a  stated objective  of governments.  

Economic growth is  an increase  in a  countrys  national income 

over time.  Therefore,  people  use  the  statistics  to  judge  whether or 

not a  government has  been successful in achieving its  

macroeconomic objective  of increased growth.

 Governments  use  the  statistics  to  develop  policies.

 Economists  use  the  statistics  to  develop  models  of the  economy 

and make forecasts  about the  future.

 Businesses  use  statistics  to  make forecasts  about future  demand.

 The performance  of an economy over time can be  analysed (as  

long as  real data are  used) .

 Because  rising national income is  often equated with rising living 

standards,  people  often use  national income accounts  as  a  basis  

for evaluating the  standard of living or quality of life  of a  countrys  

population.  

 National income statistics  are  often used as  a  basis  for comparing 

different countries.

Limitations of the data
Given the  importance  of national income statistics  and their wide  

use,  it is  important to  be  aware  of possible  limitations  of the  data,  

both in terms of the  accuracy of the  data,  in terms of their uses  for 

making comparisons,  and in terms of their appropriateness  in making 

conclusions about living standards.

 Inaccuracies:  As noted above,  the data that are  used to  calculate  the  

various measures of national income come from a vastly wide range  

of sources,  including tax claims by households and firms,  output 

data,  and sales  data.  Figures tend to  become more accurate after a  

lag time as they are  revised when additional data are  included.  

Student workpoint 13.2
Be an  inquirer

Pick an  OECD  country tha t you  can  study th roughout the  macroeconom ics  

part of the  course.  The  student workpoin ts  wi l l  a l low you  to  bu i ld  a  good  

case  study of th is  country.  There  a re  severa l  resources  tha t you  can  use  to  

do  the  researchthe  na tiona l  sta tistics  office  for the  country and  the  

OECD  (www.oecd.org)  a re  two  good  sta rting poin ts.

For th is  fi rst exercise  find  the  fo l lowing in formation  and  pu t i t in to  a  

tab le .  Be  su re  to  note  the  sou rce.

1  Rea l  GDP for the  l a st 1 0  yea rs.

2  Rea l  GDP per cap i ta  for the  l a st 1 0  yea rs.

3  Rea l  GDP growth  per yea r for the  l a st 1 0  yea rs.
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Statisticians in national statistics agencies make every effort to  make 

their data as  reliable  as  possible  and in the more developed 

countries  they can be  assumed to  be fairly reliable.  The United 

Nations SNA works with all countries to  improve the methods of 

gathering data.  This improves the validity of comparisons.

 Unrecorded or under-recorded economic activityinformal markets:  It is  

important to  note  that national income accounts  can only record 

economic activity that has  been officially recorded.  They therefore  

dont include  any do- it-yourself work or other work done at 

home.  If you paint your own home,  your work will not be  

included in the  countrys  GDP,  but if you pay a house-painting 

company to  do  so  the  activity will be  recorded,  and GDP will rise,  

even though the  output is  identical.  This  is  perhaps  most 

significant for developing countries,  where  much of the  output 

does  not make it to  any recorded market.  For example,  much of 

the  food consumed in developing countries  may be  produced by 

subsistence  farmers.  These  are  people  who grow their own food.  

Although estimates  of the  value  of this  are  made,  it is  likely that 

GDP figures  are  undervalued.  Comparisons may be  difficult.  

  Apart from the do-it-yourself work and subsistence farming,  there  

is  another category of economic activity that goes unrecorded or 

under-recorded.  This may be referred to  as  the hidden economy.  

This includes activity that is  unrecorded because the actual work is  

illegal,  such as  drug trafficking.  It also includes unrecorded activity 

that is  legal,  but the people  are  doing it illegally.  For example,  if 

foreign workers do not have the appropriate  work permits  to  do  

work such as  cleaning,  building,  or working in restaurants,  then 

their work will go  unrecorded.  It also includes work that is  not 

recorded because people  want to  evade paying taxes.  For example,  

when governments impose high taxes on cigarettes,  this  provides  

smokers with additional incentive to  buy their cigarettes illegally to  

avoid paying the taxes.  High indirect and direct taxes,  along with 

government health and safety regulations,  give employers the  

incentive to  avoid the official  economy and hire  workers  

unofficially.  High income taxes give people  the incentive to  

understate  their full income.  For example,  a lawyer will have to  

declare some official income,  but may then pursue work that she  

does not declare.  If she accepts  cash for the extra work,  then she  

can avoid officially claiming the income.  Statisticians try to  estimate  

the extent of the hidden economy from country to country.  Table 1 3.3  

includes some estimates for five OECD  countries.

Hidden economy % of GDP

Greece 26.5%

Italy 26.8%

Norway 1 8.7%

Canada 1 5.7%

US 8.4%

Source:  "Shadow Economies a l l  over the World:  New estimates for 1 62  countries 
from 1 9992000",  The World  Bank Development Research  Group,  Pol icy Research  
Working Paper 5356,  July 201 0.

Table 1 3 .3  Estimates of size of h idden  economy
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  The  official GDP figure  of Norway might be  underestimated by 

1 8.7%  due  to  the  existence  of the  hidden,  or shadow,  economy,  

while  in the  US  there  is  an 8 .4%  underestimation.  It is  argued 

that,  for the  most part,  the  countries  with higher tax burdens  have  

a  higher amount of hidden economic activity.  The  fact that there  

are  different degrees  of the  hidden economy in different countries,  

and the  fact that they are  estimates,  means  that arriving at 

accurate  measures  to  compare  the  values  of GDP among countries  

may be  a  problem.

 External costs: GDP figures  do  not take  into  account the  costs  of 

resource  depletion.  Cutting down trees  leads  to  an  increase  in 

GDP,  but there  is  no  measure  to  account for  the  loss  of these  

trees.  GDP figures  do  not make  deductions  for  the  negative  

consequences  of air  and water  pollution and traffic  congestion,  

as  these  are  external  costs .  Such external costs  are  almost 

certain  to  compromise  the  quality  of life ,  even as  GDP 

increases.

 Other quality of life concerns:  GDP may grow because  people  are  

working longer hours,  or taking fewer holidays.  While  people  may 

earn higher incomes as  a  result,  they might not actually enjoy 

higher standards  of living.  GDP accounting does  not include  free  

activities  such as  volunteer work or people  caring for the  elderly 

and children at home.  These  are  all activities  that can lead to  a  

better society,  but might even be  discouraged in the  pursuit of 

economic growth.

 Composition  of output:  It is  possible  that a  large  part of a  countrys  

output is  in goods  that do  not benefit consumers,  such as  defence  

goods  or capital goods.  If this  is  the  case,  then it would be  hard to  

argue  that a  higher GDP will raise  living standards.

Green GDP

Green GDP is  a  measure  of GDP that takes  into  account any 

environmental costs  incurred from the  production of the  goods  and 

services  included in the  GDP figures.

Green GDP   GDP   environmental costs  of production

The environmental costs  of production may include  costs  such as  the  

health,  agricultural,  and industrial costs  caused by air pollution and 

water pollution.  They may also  include  the  costs  of waste  disposal 

and the  costs  of clearing up  any environmental damage,  such as  the  

BP oil spills  off the  coast of the  USA in 201 0.

China announced in 2004 that they would be  producing green 

national income accounts.  The  first set of accounts,  for the  year 2004,  

was produced in 2006.  They showed that annual pollution costs  were  

approximately 3%  of the  GDP.  However,  political disagreement and 

arguments  over the  way that the  accounts  were  calculated led to  a  

shelving of the  green accounting experiment in 2007,  with no  further 

figures  being produced.  In the  summer of 201 0  some Indian 

politicians  suggested that India will be  producing green GDP accounts  

by 201 5 .
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The business cycle

In developed country economies  we  can generally see  a  pattern 

where  there  are  periods  of rising growth,  followed by periods  of 

slowing growth and even falling growth.  This  is  known as  the  

business  cycle  or trade  cycle.  The  business  cycle  is  the  periodic 

fluctuations  in economic activity measured by changes  in real GDP.  

The  phases  of the  business  cycle  are  known as  boom,  recession,  

trough,  and recovery.  While  the  fluctuations  are,  in practice,  highly 

irregular,  the  most common illustration of the  business  cycle  shows a 

standard periodic cycle.  This  is  illustrated in Figure  1 3 .3 .

Figure 1 3 .3  The standard  business cycle
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Student workpoint 13.3
Be a  thinker

Read  the  fo l lowing extract concern ing the  o i l  sp i l l  i n  the  

Gu l f of M exico  in  201 0 .  H ow does  the  i ssue  h igh l igh t 

the  importance  of va lu ing n a tu ra l  resou rces  in  n a tiona l  

in come accoun ts?

Referring to the BP oil spill,  the U.N.  urges 
new resource accounting
LONDON,  July 1 3  (Reuters)  -  The 

Gulf of Mexico oil spill highlights 

the need for governments to 

include the value of natural 

resources,  such as fisheries,  when 

calculating the size of their 

economies,  the United Nations 

environment chief said.

A U.N.  Environment 

Programme report on Tuesday 

urged businesses to take more 

account of their impact on the 

natural resources which people 

depend on.  It said the private 

sector would act faster if 

governments more explicitly 

valued such resources,  including 

biodiversity,  a term for the wide 

array of animal and plant species.

The oil spill goes to the heart 

of a contradictory set of signals,  

said the UNEP executive director.  

He said that the money spent on 

cleaning up the spill from BP Plcs  

ruptured well in the Gulf of 

Mexico would be included in 

gross domestic product,  the 

conventional measure of economic 

activity,  but many costs to nature,  

including the health of fisheries 

and the survival of marine 

creatures,  would not.  An oil spill 

could turn out to be a positive 

thing for the GDP indicator,  while 

it has actually caused a far greater 

(negative)  impact in terms of the 

natural wealth and natural capital 

of the United States.
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In the recovery phase  we see  economic expansion,  with GDP 

increasing at a  rising rate.  This  is  largely driven by an increase in what 

is  known as  aggregate ( total)  demand in the economy,  as  households  

and businesses are  encouraged to  spend more.  To  meet the  increase in 

demand by households  firms increase  their output and take on more  

workers so  that unemployment falls.  The newly employed workers  

spend their incomes on new goods and services  and so  household 

spending increases  even more.  Just as  increasing demand for a good or 

service  can result in an increase in its  price,  so  can increasing aggregate  

demand in an economy lead to  an increase in average prices.  Thus,  as  

an economy booms  it is  likely that inflationary pressure  will build up  

and the  rate  of growth of GDP will fall as  the economy nears its  

potential output.  Economic policy makers are  likely to  react by trying 

to  slow down the growth of the economy and this  may cause  a fall in 

total demand.  This  is  the beginning of the recession part of the  cycle.

A recession is  defined as  two consecutive  quarters  of negative  GDP 

growth,  that is,  falling GDP.  (Please  note  that a  decrease  in GDP,  

where  the  economy actually gets  smaller,  is  not the  same as  a  

decrease  in GDP growth,  which is  where  the  economy continues  to  

grow,  but at a  slower rate. )  During a recession,  falling aggregate  

demand will lead firms to  lay off workers,  so  unemployment rises.  If 

more  people  are  unemployed,  there  will be  even less  spending.  Low 

levels  of demand result in lower rates  of inflation,  or even deflation.

At some point the contraction will come to  an end.  This is  known as  

the trough.  Output cannot continue to  fall for ever as  there will always 

be  some people  with jobs to  maintain a given level of consumption,  

foreigners will demand exports,  governments will continue to  spend by 

running budget deficits,  and people  will be  able  to  use  savings to  

finance their consumption.  Additionally,  the low demand for money 

for investment will result in lower interest rates.  Thus,  aggregate  

demand will pick up,  the economy will enter the recovery phase,  and 

the cycle  will repeat itself.

As  the  diagram shows,  the  second recovery is  at a  higher level of real 

GDP than the  first and each boom is  higher than the  last.  This  

illustrates  the  important point that economies  tend to  go  through 

periodic fluctuations  in real GDP around their long-term growth 

trend,  or long-term potential output.  This  is  shown in Figure  1 3 .4.

The periodic fluctuations in growth are shown as the actual output line,  

while the economys long-term trend is  shown as a steady increase in 

output.  This represents the growth rate that the economy can sustain 

over time (but is  not to  be confused with sustainable development! ) .  

The difference between actual output and potential output is  known as  

the output gap.  At point A there is  a negative output gap.  The economy 

is producing below its  trend and unemployment is  likely to be a  

problem.  At point B  there is  a positive output gap.  The economy is  

producing above its  trend,  i.e.  beyond capacity,  and inflation is  likely to  

be a problem.  This illustrates an interesting feature of economics.  In the  

short run it is  quite possible that economies will face a trade-off  

between inflation and unemployment.  When operating below trend 

unemployment will be a problem,  while operating above potential will 

result in inflationary pressure (rising rate of inflation) .  This will be  

addressed in greater detail later.

Figure 1 3 .4 Long-term  trend  and  

output gaps
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Economists  have  long studied the  causes  of business  cycles  and have  

often hypothesised about the  length and magnitude  of a   typical  

cycle.  However,  there  are  no  straight answers  to  these  questions.  One 

theory (of many)  is  that a  countrys  business  cycle  may be  linked to  

its  electoral cycle.  That is,  a  government will stimulate  an economy 

with expansionary policies  to  create  a  boom and lower 

unemployment just before  an election,  and then put less  popular 

contractionary policies  into  place  after it has  been elected.  A criticism 

of such policies  is  that they can widen the  magnitude  of the  cycle,  

with higher levels  of unemployment and inflation than there  would 

be  if the  economy were  left on its  own.

DID YOU  KNOW?

Since  the  Second  World  War,  most business  cycles  have  

la sted  th ree  to  five  years  from  peak to  peak.  The  

average  du ra tion  of an  expansion  is  44.8  months  and  

the  average  du ra tion  of a  recession  is  1 1  months.  As  a  

comparison ,  the  G rea t Depressionwh ich  saw a  decl ine  

in  econom ic activi ty from  1 929  to  1 933lasted  43  

months  from  peak to  trough .

In  la te  2007  and  thereafter m any of the  world s  

econom ies  fel l  in to  a  recession .  Th is  was  sparked  by 

what became known  as  the  sub-prime mortgage  and  

financia l  cris is  in  the  U n i ted  Sta tes.  In  l a te  2009  the  

recession  began  to  come to  an  end ,  a t d i fferen t times  

in  d i fferen t countries.  G rowth  con tinued  to  be  posi tive  

in  201 0,  bu t many econom ists  were  pred icting another 

recession  in  the  near fu tu re.  Th is  was  referred  to  a s  a  

double-d ip  recession ,  whereby GDP wou ld  decrease  

sooner than  wou ld  be  expected  in  a  norma l  business  

cycle.

However,  given  tha t the  severity and  length  of the  

recessions  in  20072009  va ried  grea tly from  country to  

country,  i t rea l ly is  qu i te  problematic to  speak about a  

norma l  business  cycle.

A link to international  economics

During  an  expansionary phase ,  when national  income  is  ris ing,  

an  economy tends  to  purchase  more  imports  o f  goods  and 

services .  Remember that  income  is  a  maj or  determinant o f 

consumption.  As  income  rises  so  does  consumption,  and much of 

what  consumers  buy is  likely  to  be  imported.  Even  if  the  final 

products  consumed are  produced domestically,  it  is  quite  possib le  

that  they will  be  made  up  of  some  imported components .  Thus,  as  

incomes  rise ,  import  spending  is  likely  to  rise .  Also ,  as  

inflationary pressure  builds  during  an  expansion,  the  prices  o f  the  

countrys  exported goods  and services  will  also  rise .  This  will 

make  its  exports  less  competitive  on  world  markets  and may lead 

to  lower  export  revenues.  Therefore ,  we  can observe  that  in  an 

economic expansion,  import  expenditure  rises  and export 

revenues  may fall,  thus  worsening  the  countrys  balance  of  trade  

in  goods  and services .  This  is  known as  its  current account 

balance ,  and will  be  dealt  with  in  Chapter  2 4.

During a contractionary phase  the  opposite  happens.  Import 

spending may fall as  people  can afford fewer imported goods  and 

services.  Export prices  may become more  competitive  internationally 

and this  may result in greater export revenues.  Thus  the  current 

account balance  may improve.

As noted at the beginning of this chapter,  governments have five main 

macroeconomic goals,  and we can link the first four to the business  

cycle.  In Table 1 3 .4 you will see that it is  difficult to  achieve all four 

goals at the same time.  We call this  the conflict among policy objectives.
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Goal Expansion Contraction

Economic growth AchievedGDP rises Not achievedGDP fa l ls

Low unemployment Achievedmore workers are 
needed  to produce the growing 
output

Not achievedas workers are 
la id  off when  less output is  
demanded

Low and  stable rate of 
ination

Not achievedinationary 
pressure bui lds

Achievedination  fa l ls

Favourable ba lance of 
payments posi tion

Not achievedas the current 
account worsens

Achievedthe current account 
improves

Table 1 3 .4 The confl ict among macroeconomic objectives

Assessment advice: interpreting data

A common  error i s  for studen ts  to  in terpret a  fa l l  i n  the  growth  of GDP a s  a  fa l l  

i n  GDP,  and  therefore  a  recession .  Consider the  d a ta  for Luxembourg:  From  

2002  to  2003  the  ra te  of growth  of GDP fe l l  from  3 .5%  to  2%.  You  must not 

th ink th a t th is  means  th a t the  actua l  ou tpu t of GDP was  less  in  2003  than  i t 

was  in  2002 .  I t means  tha t GDP grew,  bu t a t a  s lower ra te  th an  i t h ad  the  

previous  yea r.  From  2003  to  2004  the  ra te  of growth  in creased  sha rp ly to  abou t 

4 .2%  and  then  s lowed  s l igh tly in  the  next yea r to  4%.  I n  a l l  yea rs  the  GDP  of 

Luxembourg was  ri s ing.

Source:  The Economist,  1 521  Ju ly 2006
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EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1   Using a  d iagram of the circular ow of income model ,  expla in   

the three ways that national  income can  be measured.  [10 marks]

2 Distinguish  between  GDP,  GNP,  and  NNP.  [10 marks]

3 Expla in  why i t may be important to ca lculate green  GDP.

Paper 1 , essay question

1  a  Expla in  three uses of national  income statistics.  [10 marks]

 b  Evaluate the use of GDP gures as a  means of  

comparing countries.  [15 marks]

Student workpoint 13.4
Be a  thinker

Make  an  annota ted  copy of the  

business  cycle  d iagram ,  noting:

 the  d i fferen t phases  th rough  

wh ich  an  economy is  l ike ly 

to  pass

 the  posi tive  and  negative  

fea tu res  of such  phases

 the  long-run  poten tia l  

growth  l ine

 positive  and  negative  

ou tpu t gaps.Student workpoint 13.5
Be an  inquirer

Make  fou r graphs  to  i l lu stra te  the  fo l lowing in formation  abou t you r 

OECD  coun try for the  l a st five  yea rs:

1  growth  ra te  (you  h ave  the  da ta  from  workpoin t 1 3 .2 )

2  unemployment ra te

3  in fla tion  ra te

4  cu rren t a ccoun t ba lance.
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Aggregate demand (AD)
If you are  confident in your understanding of the  microeconomic 

concepts  of demand and supply,  then you have  the  necessary 

groundwork to  understand the  macroeconomic concepts  of aggregate  

demand and aggregate  supply.

In this  chapter we  begin our macroeconomic analysis  by examining 

the  concept of aggregate  demand.  By definition,  aggregate  demand is  

the  total spending on goods  and services  in a  period of time at a  given 

price  level.  On a diagram it looks  very much like  the  demand curve  

in the  sense  that it is  downward-sloping as  shown in Figure  1 4.1 .

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 d istingu ish  between  demand  and  aggrega te  demand  (AD)

 define  and  i l lu stra te  aggrega te  demand  

 define  and  describe  the  componen ts  of AD  

 exp la in  the  determ inan ts  of the  componen ts  of AD

 i l lu stra te  sh i fts  of the  AD  cu rve

 exp la in  how governments  can  u se  moneta ry and  fi sca l  po l icy to  a l ter 

the  level  o f AD  in  an  economy

 exp la in  the  n a tu re  of a  government budget.

Developing countries like 

India must make sure that their 

integration in the global economy 

helps lead to an increase in jobs,  a 

more equitable distribution 

 of income,  and decreased poverty.  

The most important way of 

doing this is for the government 

to maintain as high a rate of 

aggregate demand as possible.

webIndia1 23. com,  January 8,  2006

However,  the  demand curve  shows the  relationship  between the  

price  of one  good,  e.g.  soccer balls,  and the  demand for that one  

good.  The  fact that it is  a  demand curve  for one  market makes  it a  

microeconomic concept.  Macroeconomics  considers  the  working of 

the  whole  economy,  including all the  goods  and services  demanded.  

Where  the  microeconomic demand curve  has  the  price  of the  one  

good on the  y-axis,  the  macroeconomic aggregate  demand curve  has  

a  measure  of the  average  price  level of all goods  and services.  Where  

the  microeconomic demand curve  has  the  quantity  of the  one  good 

Figure 1 4.1  (a)  Macroeconomic aggregate demand  curve;  (b)  microeconomic 

demand curve
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on the  x-axis,  the  macroeconomic aggregate  demand curve  has  the  

total quantity of all goods  and services,  which is  national output.  

Given what you learned in Chapter 1 3 ,  you will also  realise  that 

national output is  equivalent to  national income and national 

expenditure.  In macroeconomic analysis  the  x-axis  is  commonly 

labelled real output  ( the  value  of national output adjusted for 

inflation)  or national income (Y) .  Thus the  aggregate  demand curve  

shows the  relationship  between the  average price level and real output.  

The  two different diagrams are  shown to  help  you see  and learn the  

difference  between the  microeconomic concept of demand and the  

macroeconomic concept of aggregate  demand.

The AD  diagram illustrates  the  inverse  relationship  between the  

average  price  level and the  total real output demanded;  at a  lower 

average  price  level,  a  higher quantity is  demanded.  Essentially,  this  

is  the  Law of Demand on an aggregate  level.  The  word aggregate  

means total .  Therefore,  in constructing an aggregate  demand curve,  

we  look at the  demand from all possible  sectors  within the  economy.  

This  gives  us  the  components  of aggregate  demand described in the  

next section.

Consumption
Consumption (C )  is  the  total spending by consumers  on domestic 

goods and services.  In looking at consumer demand for goods we 

look at two categories  of goodsdurable  goods  and non-durable  

goods.  Durable  goods are  goods  such as  cars,  computers,  mobile  

phones,  and bicycles  that are  used by consumers  over a  period of 

time (usually more  than one  year) .  Non-durable  goods  are  goods  

such as  rice,  toilet paper,  and newspapers  that are  used up  

immediately or over a  relatively short period of time.

Investment
Investment ( I)  is  defined as  the  addition of capital stock to  the  

economy.  Investment is  carried out by firms.  Firms have  two types  

of investment.

 Replacement investment occurs  when firms spend on capital in 

order to  maintain the  productivity of their existing capital.

 Induced investment occurs  when firms spend on capital to  increase  

their output to  respond to  higher demand in the  economy.

The economys  capital stock includes  all goods that are  made by 

people  and are  used to  produce  other goods  or services  such as  

factories,  machines,  offices,  or computers.  Investment is  not to  be  

confused with buying shares  or putting money in a  bankwe tend to  

call this   investment  in everyday English,  but it is,  in fact,   saving  

as  it is  a  leakage  from the  circular flow.

Government spending
Governments  at a  variety of levels  ( federal,  state/provincial,  

municipal/city)  spend on a wide  variety of goods and services.  These  

include  health,  education,  law and order,  transport,  social security,  

housing,  and defence.  The  amount of government spending (G)  

depends  on its  policies  and objectives.

Student workpoint 14.1
Be reflective

Make  a  l i st of five  du rab le  goods  

and  five  non -du rab le  goods  u sed  

in  you r household .
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Net exports (XM)
Exports  are  domestic  goods  and services  that are  bought by 

foreigners.  When the  firms  in  a  country sell  exports  to  foreigners,  

it  results  in  an inflow of export revenues  to  the  country.  Imports  

are  goods  and services  that are  bought from foreign producers.  

When imports  are  bought it  results  in  an outflow of import 

expenditure.  The  net trade  component of AD  is  actually export 

revenues  minus  import expenditure,  but it  is  s implified by noting it  as  

exports  minus  imports  (XM) .  The  figure  can be  e ither positive,  

whereby export revenues  exceed import expenditure,  or  negative,  

whereby import expenditure  exceeds  export revenues.  If  the  net 

figure  is  positive  it  will  add to  AD  but if  the  net figure  is  negative  it 

will  reduce  AD .

Aggregate  demand can be  presented as  a  formula,  C    I    G     

(X   M) ,  and as  a  diagram,  as  shown in Figure  1 4.2 .

The shape of the AD curve
When the  average  price  level in the  economy falls  from PL1  to  PL2 ,  

the  level of output demanded by consumers  (C )  plus  firms ( I)  plus 

governments  (G)  and the  net foreign sector (XM)  increases  from 

Y1  to  Y2 .

Note:  You will find that different books  use  different labels  for the  

x-axis.  You may find any of national income (Y) ,  national 

expenditure,  national output or real output.  Whichever one  you 

choose,  be  sure  that it is  distinct from simply quantity or Q,  which 

would indicate  a  single  market in a  microeconomic analysis.

Changes in AD
A change  in the  price  level will result in a  movement along the  AD  

curve,  from one  level of real output to  another.  A change  in any of 

the  components  of aggregate  demand will cause  a  shift in the  

demand curve  as  shown in Figure  1 4.3 .

An increase  in any of the  components  of aggregate  demand will 

result in an increase  in aggregate  demand and a shift of the  AD  curve  

to  the  right from AD1  to  AD2 .  A decrease  in any of the  components  of 

aggregate  demand will result in a  fall in aggregate  demand and a shift 

of the  AD  curve  to  the  left from AD1  to  AD3 .

Changes in  the components of aggregate demand

What causes changes in consumption?

Changes in  income

The most significant determinant of consumption is  income.  As  

incomes rise  people  have  more  money to  spend on goods and 

services,  so  consumption increases.  In a  growing economy where  

national income is  rising,  there  will be  an increase  in consumption 

and therefore  an increase  in aggregate  demand.

Figure 1 4.2  The aggregate demand  curve
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Changes in  interest rates

Spending on non-durable  goods  is  carried out with the  day-to-day 

money that people  earn ( their income) .  But some of the  money that 

is  used to  buy durable  goods  comes from money which people  

borrow from the  bank.  When people  borrow money they must pay 

for the  borrowed money by paying interest to  the  bank.  If there  is  an 

increase  in interest rates,  which is  essentially the  price  of borrowed 

money,  then there  is  likely to  be  less  borrowing (because  it is  more  

expensive  to  borrow) .  Therefore  consumption will fall,  resulting in a  

fall in AD .

For example,  borrowed money is  usually used to  buy houses.  To  buy 

a house,  most consumers  get a  loan for housing called a  mortgage.  If 

interest rates  increase  then this  loan becomes more  expensive  on a 

month-to-month basis.  This  means that people  will have  less  money 

to  spend on other goods  and services,  so  consumption will fall.  Also,  

a  rise  in the  interest rate  makes  saving more  attractive;  people  would 

prefer to  put their extra income in the  bank to  earn money rather 

than spend it on goods and services.  This  is  another reason why 

changes  in interest rates  affect consumption.

Overall,  an increase  in interest rates  leads  to  a  fall in consumption.  

On the  other hand,  a  fall in interest rates  will lead to  an increase  in 

consumption,  ceteris paribus,  as  it becomes more  attractive  to  borrow 

money to  spend on durable  goods  and services.  In addition,  if interest 

rates  fall then mortgage  repayments  may fall,  leaving more  money to  

spend on goods  and services,  and it becomes less  appealing to  save  

money in the  bank when the  return on the  savings  ( the  interest 

earned)  is  relatively low.

Changes in  wealth

The amount of consumption depends  on the  amount of wealth that 

consumers  have.  It is  very important not to  confuse  the  concepts  of 

 income  and wealth.  Income is  the  money that people  earn.  

Wealth is  made up  of the  assets  that people  own.  This  includes  

physical assets,  such as  houses,  art,  antiques,  or j ewellery,  and 

monetary/financial assets,  such as  shares  in companies,  government 

bonds,  or bank savings.  There  are  two main factors  that can change  

the  level of wealth in the  economy.

 A change in  house prices:  When house  prices  increase  across  the  

economy,  consumers  feel more  wealthy and are  likely to  feel 

confident enough to  increase  their consumption by saving less  or 

borrowing more.

 A change in  the value of stocks and shares:  Many consumers  hold 

shares  in companies.  If the  value  of those  shares  increases  then 

people  feel more  wealthy.  This  might encourage  them to  spend 

more.  Alternatively,  they might sell those  shares  and then use  the  

earnings to  increase  consumption.

Changes in  expectations/consumer confidence

If people  are  optimistic about their economic future then they are  

likely to  spend more now.  For example,  if they think that they are  

Student workpoint 14.2
Be a  thinker

I den ti fy five  goods  or services  

th a t peop le  m igh t need  a  bank 

loan  to  pu rchase.
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likely to  get a promotion in the future due to  a booming economy and 

strong sales then they will feel more confident about taking a loan or 

using up savings.  Thus,  high consumer confidence is  likely to  lead to  

increased consumption.  However,  if people  expect economic 

conditions to  worsen then they are  likely to  reduce their consumption 

today in order to  save for the future.  Economists regularly measure  

consumer confidence and put the information together in the form of 

a consumer confidence index  or consumer sentiment index.  An 

increase in the index indicates that confidence is  rising;  if this  is  the  

case,  then consumer spending is  likely to  rise  as  well.

Household  indebtedness

The extent to  which households  are  willing and able  to  borrow 

money affects  consumption.  If it is  easy to  borrow money (easy 

credit)  and interest rates  are  low then it is  likely that households  will 

take  on more  debt by getting loans  or using their credit cards  and 

spending on goods  and services  will rise.  However,  if interest rates  

then rise,  then households  will have  to  spend more  to  re-pay their 

loans and mortgages  ( the  original amount borrowed plus  the  

interest) .  In the  short run they might simply continue to  borrow but 

ultimately the  debt will have  to  be  paid and this  may well leave  

consumers  with less  money to  spend on goods  and services.

Rising household debt threatens recovery
Bloated levels of household debt 

threaten to dampen Canadas 

economic rebound as consumers 

focus on paying their bills rather 

than spending freely.  

Household debt has more than 

doubled from 1989 levels and now 

stands at a record $1  trillion  or 

$1 .47 for every dollar of disposable 

income.  With the Bank of Canada 

expected to raise interest rates,  

perhaps as early as next week,  

vulnerable Canadians could soon 

find themselves emptying their 

pockets to cover higher interest 

payments.  

The high rate of household 

indebtedness is  a source of risk [to 

the Canadian economy] ,  the 

Organization for Economic 

Co-operation and Development 

cautioned in a report on 

Wednesday.  

The combination of higher 

interest rates and large amounts of 

debt could reduce consumer 

spendinga cornerstone of the 

Canadian economy and an 

essential component of the 

countrys recovery from the 

recession.  High levels of debt also 

leave consumers financially 

vulnerable if they fall ill or lose 

their jobs.  

Many Canadians are very 

concerned about their finances.  

One physiotherapist in Ottawa 

spends 50 per cent of her income 

to pay back the credit card debt 

and student loans she accumulated 

while building her business and is 

already feeling short on cash.  Even 

a small boost in interest rates 

would force her to revisit her plans 

to attend school to become a 

chiropractor.  

It really sucks that I had to 

spend a lot of money to get set up 

and now Im kind of trapped in a 

cage if rates go up too much,  she 

said.  Ive already cut back on 

expensesI dont buy fancy 

clothes,  I dont eat out.  I dont 

want to be in a situation where 

these debts are just impossible to 

pay off.

Source: Adapted  from The Globe and 
Mail,  Thursday May 26,  201 0
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Student workpoint 14.3
Be a  th inker

Read  the  short text be low and  answer the  questions  th a t fo l low.

U se  the  da ta  from  the  text to  support you r an swers.

1  Using numbers  from  the  text,  exp la in  the  d i fference  in  consumer con fidence  in  Mexico  from :

a  M ay 201 0  to  June  201 0

b  J une  2009  to  June  201 0

c  J une  2009  to  October 2009

d  2008  to  201 0  (approximately) .

2  Why do  you  th ink tha t the  Mexican  su rvey a sks  a  sepa ra te  question  abou t consumers  wi l l in gness  to  buy 

du rab le  goods.  U se  a  defin i tion  of du rab le  goods  in  you r an swer.

3  Using a  d iagram ,  exp la in  how the  change  in  consumer con fidence  from  2009  to  201 0  m igh t be  expected  to  

a ffect Mexican  AD .

4  Suggest reasons  for the  change  in  consumer con fidence  from  2009  to  201 0.

Mexicos Consumer Condence on the Rise
Consumer confidence among 

Mexicans rose in June to its 

highest level since prior to the 

global economic crisis in 2008,  

the National Statistics Institute 

said Monday.  

The June (2010)  survey put 

consumer confidence at 87.5  

points versus 84.6 points in May,  

said the institute.  The index was at 

81  points in June 2009.  It reached 

its lowest level of 77 points in 

October 2009.

The survey consists  of five 

questions:  two about the 

household financial situation,  

two concerning the overall 

economy in the present and 

future and one question 

concerning consumers  ability to 

purchase durable goods.  

In June 2009 Mexico was at 

the low of the 2008-2009 

recession,  in which gross domestic 

product dipped 1 0%  at its  weakest 

point.  The economy was also 

badly hurt by the outbreak of the 

A/H1N1  influenza virus,  which 

scared off tourists and caused 

authorities to close restaurants,  

clubs and other public venues in 

some cities.  

GDP began its recovery late in 

the second quarter of 2009 and 

showed its first year-on-year 

growth in the first quarter of this 

year (2010) ,  rising 4.3%.  

While consumer confidence has 

shown an overall gain in the last 

eight months,  it remains below the 

levels of 2008,  when it started the 

year above 1 00.

Labour Minister Javier Lozano 

recently said that the formal labour 

market over the past year has 

recovered almost to pre-crisis 

levels.  During the crisis many 

people sought work in the informal 

economy,  such as selling goods on 

the street,  which tends to give 

them less job security and 

therefore less consumer 

confidence.  With this improvement 

in the formal labour market some 

optimism is returning.

Student workpoint 14.4
Be an  inquirer

Consumption  m akes  up  most of the  aggrega te  demand  in  most 

countries.  Consider the  na tiona l  in come da ta  in  workpoin t 1 3 .1  and  note  

the  percen tage  of aggregate  demand  tha t comes from  consumption  in  

Canada .  You  wi l l  find  tha t th is  i s  ra ther typ ica l  of the  developed  coun tries.

Investiga te  the  d istribu tion  of AD  for the  coun try th a t you  chose  in  

workpoin t 1 3 .2 .

The entire world economy rests  

on the consumer; if he ever  

stops spending money he doesnt 

have on things he doesnt  

needwere done for.

Bill Bonner
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What causes changes in investment?

Interest rates

In order to  invest,  firms need money.  The  money that firms use  for 

investment comes from several sources.  For example,  they can use  

their retained profits  or they can borrow the  money.  Both of these  

are  affected by the  interest rate.  If the  money is  to  be  borrowed,  

then an increase  in the  cost of borrowing may lead to  a  fall in 

investment.  If interest rates  are  high,  then firms  may prefer to  put 

their retained profits  in the  bank to  earn higher returns  as  savings,  

rather than use  them to  invest.  Therefore  there  is  an inverse  

relationship  between interest rates  and the  level of investment,  

as  shown in Figure  1 4.4.

A decrease  in the  interest rate,  from 7%  to  4% ,  will decrease  the  

incentive  to  save  and decrease  the  cost of borrowing,  so  is  likely to  

lead to  an increase  in borrowing that is  likely to  result in an increase  

in the  level of investment from I1  to  I2 .  An increase  in the  interest 

rate  will have  the  opposite  effect.

Changes in  the level  of national  income

As national income rises  this  leads  to  an increase  in consumption,  

as  discussed above.  If national income and consumption are  rising 

rapidly there  will be  pressure  on the  existing capacity of firms.  This  is  

likely to  encourage  firms to  invest in new plant and equipment to  

meet the  increase  in demand.  This  is  what we  refer to  as  induced 

investment.  We say that investment accelerates  when national 

income rises.

Technological  change

In any dynamic economy there  is  likely to  be  a  quick pace  of 

technological change.  In order to  keep  up  with advances  in 

technology and to  remain competitive  firms will need to  invest.

Expectations/business confidence

Businesses make decisions about the amount of investment they should 

make based to  a large extent on their expectations for the future and 

their confidence in the economic climate.  There would be little point in 

investing to increase the potential output of a firm if consumer demand 

is  likely to  fall in the future.  If businesses are very confident about the  

future of the economy and expect consumer demand to rise then they 

will want to be ready to meet the increases in consumer demand by 

investing to increase potential output and productivity.  Economists  

regularly measure the confidence of businesses and publish data in the  

form of a business confidence index.

Figure 1 4.4 The relationship between  

investment and  the interest rate
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Level  of investment
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To meet the growing demand  for cars in  

a  booming economy,  firms may need  to 

invest in  factories and  transportation  

faci l i ties
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What causes changes in government spending?
The amount and nature  of government spending depends  on a vast 

range  of factors  and the  goals  of the  government.  For example,  we  

looked at government subsidies  in Chapter 5 .  If the  government has  

made a commitment to  financially support a  given industry,  then 

government spending will rise.  If governments  are  obliged to  spend 

to  correct market failure,  then government spending will rise.  A new 

education or health policy might require  increased public spending on 

schools or hospitals.  We look at government policies to affect AD  shortly.

What causes changes in net exports?

Exports

Exports  are  goods  or services  that are  bought by foreigners.  If foreign 

incomes rise  then their consumption of imported goods  and services  

Student workpoint 14.5
Be a  th inker

Read  the  fo l lowing a rticle  adapted  from  The  Financial Times  a nd  an swer the  questions  th a t fo l low:

1  With  reference  to  the  graph ,  sta te  the  exten t of the  in crease  in  business  

con fidence  s ince  the  worst of the  recession  in  l a te  2008-ea rly 2009 .

2  Outl ine  the  reasons  for the  improvement.

3  Use  a  d iagram  to  show how the  change  in  business  expecta tions  m igh t  

i n fluence  aggrega te  demand .

German business sentiment at three-year high

A remarkable upturn in German 

economic sentiment was 

confirmed on Friday by a surge in 

business confidence,  which 

reached the highest level for three 

years in July,  as employers 

reported a steady recovery in order 

books and cuts in the numbers on 

short-time working.

The business climate index 

produced by the Munich-based Ifo 

institute rose to 1 06.2,  from a level 

of 1 01 .8  in June,  the sharpest 

increase recorded since German 

unification in 1 990.  The German 

economy is in a party mood,  said 

the president of the Ifo institute.

The monthly survey of 7,000 

German business executives 

reported expectations for the 

coming half year were also more 

optimistic than in June,  contrary 

to general concern about a 

renewed economic slowdown.

In manufacturing,  the business 

outlook has brightened strongly,  

said Professor Sinn,  with improved 

capacity utilisation of plant and 

machinery,  and export 

opportunities seen to be as 

positive as in June.  Firms  

employment plans are more 

favourable and point towards 

slight increases in staff levels.

The export-led recovery of the 

German economy also seems to be 

spreading gradually into the 

domestic economy with wholesale,  

retail and construction sectors all 

reflecting the improved business 

climate.

These are fantastic numbers,  

said Andreas Scheuerle of Deka 

bank.  Its incredible what is  going 

on.  He said that there were 

reports of some German factories 

shortening summer holiday breaks 

to deal with growing demand.

Source:  Adapted from The Financial 
Times,  July 23, 201 0 (author Quentin  Peel)

German  business cl imate
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will rise.  For example,  as  the  Chinese  national income rises,  Chinese  

people  are  more  willing and able  to  buy imported goods and services  

from Europe.  Thus,  European exports  rise  as  the  Chinese  economy 

grows.  S imilarly,  as  China grows,  investment in China expands.  This  

is  likely to  involve  some measure  of imported capital.  Thus,  as  China 

grows,  German exports  of capital equipment may also  rise.

Other than changes in the  national income of trading partners,  

changes  in the  value  of a  countrys  currency ( its  exchange rate)  can 

also  affect a  countrys  exports.  If a  countrys  exchange rate  becomes 

stronger,  then this  makes  the  countrys  exports  relatively more  

expensive  to  foreigners.  According to  the  law of demand,  this  will 

cause  the  quantity of exports  to  fall.  This  will have  an effect on the  

countrys  export revenues  ( the  way in which it affects  the  export 

revenues  depends  on the  elasticity of demand for exports;  this  will be  

addressed in a  later chapter) .  Conversely,  if the  exchange rate  falls  in 

value  then exports  will become more  competitive  and may result in 

an increase  in export revenues.

Changes  in countries  trade  policies  may also  affect the  value  of a  

countrys  exports.  If a  country decides  to  adopt a  policy of more  

liberalized ( free)  trade  then it may reduce  the  tariffs  that it charges  

on imports  and effectively allows countries  to  export more  to  that 

country.  On the  other hand,  if a  country adopts  more  protectionist 

policies  to  reduce  the  level of imports  then it will reduce  the  exports  

of other countries.

The  last broad factor to  affect export revenues is  the  relative  inflation 

rates  among trading partners.  For example,  if inflation in the  US  were  

relatively higher than in Canada then US  goods  would be  less  

competitive  in Canada and may reduce  the  export revenues  which 

the  US  earns from its  exports  to  Canada.  On the  other hand,  if the  

inflation rate  in the  US  were  relatively lower than the  Canadian rate  

then American goods  would be  more  competitive  in Canadian 

markets,  and so  American export revenues  might be  expected to  rise,  

ceteris paribus.

Imports

It has  already been established that when a countrys  national income 

is  growing there  is  likely to  be  an increase  in consumption.  As  people  

consume more  goods  and services  it will necessarily be  the  case  that 

some of these  goods  and services  will be  imported.  S imilarly,  as  

national income rises  there  is  likely to  be  greater investment.  Part of 

the  capital goods  that are  purchased will be  imported capital goods  

and/or components.  Thus,  as  national income rises  so  does  spending 

on imports.  If national income falls  there  will be  reduced spending on 

imports.

Using the same analysis  as  we used above,  you should be  able  to  see  

how changes in a countrys  exchange rate  would be  expected to  

change the  level of spending on imports.  An increase  in the  exchange 

rate  would make imported goods less  expensive  and,  depending on 

the  elasticity of demand for imports,  could reduce import expenditure.  

A decrease  in the  exchange rate  would make imported goods more 

expensive  and thus affect the  level of import expenditure.
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The type  of trade  policies  that a  country adopts  will affect its  level of 

import spending.  If a  country decides  to  adopt a  more  liberalised 

trade  policy by,  say,  reducing tariffs  ( taxes)  on imports,  then import 

expenditure  would be  expected to  rise.  However,  if a  more  

protectionist set of policies  were  to  be  adopted then import 

expenditure  would fall,  ceteris paribus.

If the  inflation rates  of trade  partners  were  to  vary notably then this  

might also  affect the  level of import spending as  noted above.

Thus,  net exports  ( the  difference between export revenues and import 

expenditure)  depends on domestic national income (affecting the  

demand for imports) ,  foreign national incomes (affecting the  demand 

for exports) ,  changes in exchange rates,  changes in trade policies,  and 

relative  inflation rates.  We spend much more time discussing changes 

in trade policies  and exchange rates  in later chapters.

Student workpoint 14.6
Be knowledgeable

1  Define  the  fo l lowing term s  iden ti fied  in  bo ld  in  the  text:

a  GDP

b  Aggregate  demand .

2  Exp la in  why Germanys  h igh -end cap ital goods are  especially sough t-after in  b oom ing   

emerging  econom ies?

3  Using in formation  from  the  text,  try to  exp la in  ch anges  to  any of the  componen ts  of AD .

For years Germany lagged  the rest 
of the eurozone,  says 
Wirtschaftswoche.  Now were 
leading i t.  Analysts reckon  that 
German  GDP  grew by up to 1 .5% in  
the second  quarter a lone.  Thats an  
annual ised  rate of  
6%twice the figure expected  for 
America  th is  year.  

The rebound  in  aggregate  
demand  i s  being driven  by exports,  
which  account for a  comparatively 
hefty 40% of GDP.  They jumped  by 
9 .2% month-on-month  in  May,  an  
annua l  rate of 22 .9%,  the strongest 
growth  since the early 1 990s.  IHS 
G lobal  Insight expects exports to 
cl imb by 1 0% th is year,  compared  to 
6%7% in  other major European  
economies.  Germanys h igh-end  
capita l  goods are especia l ly sought-

after in  booming emerging 
economies.  There,  Germany has a  
stronger presence than  i ts  European  
riva ls.

With  exports and  now domestic 
investment picking up,  the labour 
market is  improving.  The 
unemployment rate is  at an  
1 8-month  low of 7.7%.  The missing 
piece of the puzzle is  consumption.  
So far,  at least,  households have 
shown l i ttle incl ination  to open  their 
wal lets.  Retai l  sa les are sti l l  2 .4% 
below last years recession-hit levels.  
Consumer confidence is a lso under 
i ts long-term average.

Wage growth  is  a lso slow,  due to 
the previous rise in  unemployment,  
and  fisca l  tightening is  on  the way 
next year.  G iven  a l l  that,  ana lysts 

argue that the outlook for consumer 
spending is  not encouraging.

Domestic demand  is  the 
Achi l les  heel  of the German  
recovery,  says one ana lyst.  The 
trouble is  that the global  outlook is  
deteriorating as  company restocking 
slows and  government fisca l  
stimulus programmes fade.  The 
deepening mess in  the eurozone 
periphery doesnt help  either.  The 
eurozone sti l l  accounts for 45% of 
Germanys exports.

The German  economy is  h igh ly 
geared  to  globa l  growth.  And  with  
growth  everywhere slowing,  i t looks 
l ikely to struggle over the next few 
months.  

Source: Adapted  from Money Week,  
Ju ly 1 6,  201 0

Situation favourable in Germany, but the 
outlook is not bright
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Government policies affecting aggregate demand
Governments  have  two broad categories  of policies  available  to  affect 

the  level of aggregate  demand in the  economy.  These  are  known as  

fiscal policy and monetary policy.

Fiscal  policy
Fiscal policy is  defined as  the  set of a  governments  policies  relating 

to  its  spending and taxation rates.  D irect taxes  ( taxes  on income)  

and indirect taxes  ( taxes  on goods and services)  can be  raised or 

lowered to  alter the  amount of disposable  income consumers  have.  

Governments  use  expansionary fiscal policy to  increase  aggregate  

demand and contractionary,  or deflationary,  fiscal policy to  reduce  

aggregate  demand.

Expansionary fiscal  policy

 If a  government would like  to  encourage  greater consumption,  

then it can lower income taxes  to  increase  disposable  income.  

This  is  likely to  increase  AD.

 If a  government would like  to  encourage  greater investment,  

then it  can lower corporate  taxes  so  that firms  enjoy higher 

after- tax profits  that can be  used for  investment.  This  is  likely 

to  increase  AD .

 Governments  have  major investment projects  themselves  and 

may increase  their spending in order to  improve  or increase  public 

services.  This  directly impacts  upon AD.

The government budget

When  we  refer to  government or pub l ic  spend ing,  we  

a re  speaking abou t the  tota l  spend ing by a l l  l evels  of 

governmen t in  a  coun try,  in clud ing the  cen tra l  (e .g.  

federa l  or n a tiona l )  government,  regiona l  (e .g.  sta te  or 

provincia l )  governments,  and  loca l  (mun icipa l )  

governmen ts.

Broad ly speaking,  there  a re  th ree  ca tegories  of pub l ic 

spend ing.  Capi ta l  expend i tu res  in clude  any spend ing 

tha t adds  to  the  cap i ta l  stock of the  economy,  such  a s  

the  spend ing on  the  up-grad ing of a  n a tiona l  h ighway 

or the  bu i ld ing of schools  and  hosp ita ls .  Cu rren t 

expend i tu re  tends  to  be  on -go ing spend ing such  a s  the  

pu rchases  of textbooks  in  schools  or the  paymen t of 

wages  to  publ ic sector employees.  The  l a st ca tegory i s  

transfer payments,  wh ich  in clude  any benefi ts  pa id  to  

people  in  the  economy for wh ich  no  goods  and  

services  a re  produced  in  retu rn .  These  in clude  

payments  such  a s  unemployment benefi ts ,  ch i ld  

support payments,  d isab i l i ty paymen ts,  a nd  pensions.  

Governments  receive  the i r in come  from  d i fferen t 

sou rces.  These  in clude  the  payment of in come ta xes  

and  socia l  secu ri ty payments  by households,  socia l  

secu ri ty payments  and  corpora te  ta xes  by fi rm s,  ind i rect 

ta xes  pa id  on  expend i tu re  on  goods  and  services,  and  

ta ri ffs  pa id  on  the  pu rchase  of imported  products.  O ther 

th an  in come from  ta xes,  governmen ts  a lso  ea rn  money 

from  the  profi ts  of government-owned  (na tiona l ized)  

businesses  or i f they se l l  n a tiona l ized  industries.  

I n come  i s  a l so  ea rned  when  governments  ren t ou t 

governmen t-owned  bu i ld ings  or l and .

Each  year governments  issue their na tiona l  budgets,  

where  they lay ou t their expected  spend ing and  revenues  

for the  com ing year.  Th is  is  known  as  the  fisca l  stance.  

I f they expect to  earn  more  than  they spend  i t is  ca l led  a  

budget su rplus.  I f they p lan  to  spend  more  than  they 

earn  i t is  a  budget deficit and  i f expected  revenues a re  

equa l  to  expend itu res then  i t is  a  ba lanced  budget.  

To  fin ance  a  budget defici t (or to  run  a  budget defici t)  

the  government wi l l  h ave  to  borrow money,  e i ther from  

the  households  and  fi rm s  wi th in  the  coun try or by 

borrowing from  abroad .  The  governmen t does  th is  by 

se l l ing government bonds.  Peop le  buy the  bonds  a s  a  

form  of saving;  they lend  money to  the  government 

and  a re  even tua l ly pa id  back,  a long wi th  extra  paymen t 

wh ich  i s  the  in terest pa id  by the  governmen t.  When  a  

governmen t runs  a  defici t in  one  yea r th is  i s  a dded  to  

the  tota l  debt a ccumu la ted  by the  government.  

Therefore,  in  any given  budget,  the  government h as  to  

a l loca te  some money to  paying back the  loans  and  the  

in terest on  the  loans  taken  in  the  past.  I f a  government 

h as  a  budget su rp lus  in  a  g iven  yea r th is  can  be  u sed  

to  pay back the  government debt.

Theory of Knowledge

I n  th is  ch apter you  h ave  read  

two  a rticles  abou t the  German  

economy.  The  a rticles  were  

wri tten  wi th in  one  week and  

they come  from  d i fferen t 

sou rces.  The  a rticles  a re  not 

completely con trad ictory,  bu t 

they do  h igh l igh t d i fferen t 

views  abou t the  prospects  for 

the  German  economy.  Why do  

you  th ink tha t the  a rticles  

presen t these  d i fferen t views? 

Wha t does  th is  te l l  you  abou t 

the  n a tu re  of knowledge  in  

econom ics?
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Monetary policy
Monetary policy is  defined as  the  set of official policies  governing the  

supply of money in the  economy and the  level of interest rates  in an 

economy.  The  level of money supply in an economy is  an advanced 

topic that is  not dealt with in the  IB  D iploma Programme syllabus.  

However,  you must be  aware  of how changes in interest rates  can 

affect the  level of AD  in an economy.

In any economy,  there  is  a  vast array of different interest rates.  

Advertisements  offering low mortgage rates  or competitive  

financing  are  examples  of the  interest rates  offered by private  profit-

making businesses  such as  commercial banks.  Although banks are  

regulated by the  government,  they are  mainly free  to  set these  rates  

themselves.  When we talk about interest rates  as  a tool of monetary 

policy we are  talking about the  base rate  ( or discount rate or  prime rate)  

that is  set by a countrys  central bank.  The central bank is  not a 

private  profit-making bank but is  essentially the  governments  bank 

and the  ultimate  authority in control of the  money supply in an 

economy.  In some countries  the  government controls  the  central 

bank,  but in most industrialized countries  these  days the  central bank 

is  an independent body with the  primary responsibility of maintaining 

a low and stable  rate  of inflation in the  economy.  Changes in the  

central banks  base  rate  ultimately impact upon all borrowing and 

lending in the  economy and are  an important signal of a  countrys  

monetary policy.  Even though the central bank may be  largely 

independent we usually consider its  activities  as  part of government 

monetary policy.

Changes  in the  central banks  base  rate  can affect the  level of AD  in 

the  economy.  To  increase  aggregate  demand the  central bank might 

lower the  base  rate.  This  ultimately reduces  the  cost of borrowing and 

can lead to  increases  in both consumption and investment.  This  

would be  known as  expansionary or  loose  monetary policy.  To  

operate  a  contractionary or  tight  monetary policy to  reduce  

aggregate  demand,  the  central bank would increase  the  base  rate.

Student workpoint 14.7
Be a  thinker

Expla in  the  e lements  th a t wou ld  

be  in cluded  in  a  con tractiona ry 

fi sca l  po l icy.  I l lu stra te  the  effects  

of a  con tractiona ry fisca l  po l icy 

on  AD .

Student workpoint 14.8
Be a  thinker

Draw an  aggrega te  demand  

d iagram  to  i l lu stra te  an  in crease  

in  AD ,  a nd  one  tha t shows a  

decrease  in  AD .  Be  su re  to  l abel  

the  a xes  a ccu ra te ly.  Decide  

whether each  of the  fo l lowing 

fa ctors  wou ld  lead  to  an  in crease  

or a  decrease  in  AD  and  wri te  

ou t the  po in t benea th  the  

appropria te  d iagram .  I n  each  

exp lana tion ,  exp la in  wh ich  

componen t(s)  of AD  i s  l i ke ly to  

be  a ffected  and  why.

Example:  A fa l l  i n  in come ta x i s  

l i ke ly to  lead  to  an  in crease  in  

AD  because  consumers  

d isposable  in comes  wi l l  ri se ,  

lead ing to  an  in crease  in  

consumption ,  ceteris  paribus.

1  a  fa l l  i n  house  prices

2  a  rise  in  consumer 

con fidence

3  an  in crease  in  foreign  

in comes

4  a  fa l l  i n  the  consumer 

con fidence  index

5  a  decrease  in  in terest ra tes.

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1   Using a  d iagram,  expla in  the d i fferences between  an   

increase in  demand  and  an  increase in  aggregate demand.  [10 marks]

2  Expla in  three factors that could  cause an  increase in  the  

level  of consumption  in  an  economy.  [10 marks]

3  Using a  d iagram,  expla in  how the government can  use  

sca l  pol icy to a l ter the level  of AD in  the economy.  [10 marks]

4  Using a  d iagram,  expla in  how a  change in  interest rates  

i s  l ikely to affect the level  of investment in  an  economy.  [10 marks]

Assessment advice: analysis and evaluation
We wil l  save questions that involve more analysis and  evaluation  unti l  we have 
taken  the vita l  step of looking at the interaction  between  aggregate demand  and  
aggregate supply.
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Aggregate supply

In this  chapter we  continue our macroeconomic analysis  by 

introducing the  concept of aggregate  supply.  The  concept of the  

supply side  of the  economy is  extremely important in the  study 

of the  overall productive  capacity of the  economy.  By definition,  

aggregate  supply is  the  total amount of goods  and services  that all 

industries  in the  economy will produce  at every given price  level.  It 

is  essentially the  sum of the  supply curves  of all the  industries  in the  

economy.  In contrast to  the  theory of aggregate  demand,  however,  

we  distinguish between the  short run and the  long run in looking at 

aggregate  supply.

Short-run aggregate supply

Graphically,  the  short-run aggregate  supply curve  (SRAS)  looks  very 

much like  a  microeconomic supply curve  in that it is  upward-sloping.  

There is  a positive relationship between the price  level and the amount 

of output that a  countrys  industries  will supply.  This  relationship  is  

shown in Figure  1 5 .1

At any given price  level,  industries  will supply a  certain level of 

output.  Let us  look at what happens in the  short run if the  countrys  

industries  want to  increase  the  level of output.  It is  necessary to  

understand what is  meant by the  short run.  In our macroeconomic 

analysis,  the  short run is  defined as  the  period of time when the  

prices  of the  factors  of production do  not change.  Most importantly,  

the  price  of labourthe wage  rateis fixed.

If a  larger level of output is  to  be  produced,  firms are  likely to  face  

higher average  costs  of production.  For example,  in order to  produce  

more,  firms will have  to  provide  incentives  to  workers  to  produce  a  

larger amount.  Most commonly this  is  done by paying overtime  

wages.  These  might be  one  and a half times the  normal wage  and 

so  costs  rise.  Higher level students  should recall that the  law of 

diminishing returns  means that marginal and average  costs  will rise  

as  output increases  in the  short run.  In the  short run then,  an 

increase  in output will be  accompanied by an increase  in average  

costs.  Industries  will pass  on an increase  in costs  in the  form of a  

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 define  short-run  aggrega te  supp ly (SRAS)

 i l lu stra te  SRAS

 exp la in  the  causes  of a  sh i ft in  SRAS

 d istingu ish  between  short-run  aggrega te  supp ly (SRAS)  and  long-run  

aggrega te  supply (LRAS)

 d istingu ish  between  a  Keynesian   LRAS  and  a  new cla ssica l  LRAS

 exp la in  the  sou rce  of in creases  in  the  LRAS .

Figure 1 5.1  The SRAS curve
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higher price  level.  This  explains  why the  SRAS  curve  is  upward 

sloping.  In Figure  1 5 .1 ,  an increase  in the  level of output from Y1  to  Y2  

will be  accompanied by an increase  in the  price  level from P1  to  P2 .

Shifts in SRAS

We have  shown that the  SRAS  curve  shows the  relationship  between 

the  average  price  level and the  level of national output under the  

ceteris paribus  assumption.  That is,  we  assume that factor costs  remain 

constant.  A change  in the  price  level results  in a  change  in the  level 

of output and is  shown as  a  movement along the  SRAS  curve  as  

shown in Figure  1 5 .1 .  This  is  similar to  the  microeconomic supply 

curve,  where  an increase  in the  price  leads  to  an increase  in the  

quantity supplied,  and is  shown as  a  movement along the  supply 

curve.  But,  just as  with the  microeconomic supply curve,  a  change  

in anything other than the  price  will lead to  a  shift in the  whole  

curve.  Thus a  change  in any of the  factors  other than  the price level 

will result in a  shift in the  SRAS  curve.  These  may be  referred to  as  

 supply-side  shocks .

Figure  1 5 .2  shows an increase  in the  short-run aggregate  supply 

(SRAS1    SRAS2)  and a decrease in the SRAS  (SRAS1    SRAS3) .

The  most straightforward explanation of supply-side  shocks  is  that 

they are  factors  that cause  changes in the  costs  of production.  S imilar 

to  our microeconomic analysis,  a  decrease  in costs  results  in an 

increase  in aggregate  supply,  while  an increase  in costs  results  in a  

decrease  in aggregate  supply.

Typical examples  of changes  in the  costs  of production include  the  

following.

 A change in  wage rates:  An increase  in wages  will result in an 

increase  in the  costs  of production to  firms and therefore  a  fall in 

aggregate  supply.  If,  for example,  the  government raised the  legal 

minimum wage  it would increase  labour costs.  If labour unions in 

manufacturing industries,  whose  priority is  usually to  ensure  good 

wages  and conditions  for workers,  were  to  negotiate  higher wages  

for manufacturing workers,  then this  would also  result in a  fall in 

the  SRAS.

 A change in  the costs of raw materials:  For a  change  to  have  an effect 

on aggregate  supply we are  assuming an increase  in the  price  of 

significant,  widely used raw materials.  An increase  in the  price   

of rubber would affect industries  that use  rubber as  a  factor,  but  

this  might not be  significant enough to  affect aggregate  supply 

noticeably.  However,  a  change  in the  price  of oil would have  an 

impact on all industries,  as  oil is  widely used in most production 

processes.

 A change in  the price of imports:  This  point is  linked to  the  previous  

point.  If the  capital or raw materials  used by a  countrys  industries  

are  imported,  then a rise  in import prices  will increase  the  costs  of 

production.  This  can occur due  to  changes  in the  exchange rate  of 

a  countrys  currency.  For example,  if the  value  of the  euro  falls  

then this  makes the  import price  of the  raw materials  and capital 

used by European producers  relatively more  expensive,  raising 

their costs  of production.

Figure 1 5.2  Shifts in  the SRAS curve
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 A change in  government indirect taxes or subsidies:  An increase  in 

indirect taxes  effectively increases  the  costs  of production to  firms 

and therefore  results  in a  fall in the  SRAS  curve.  Conversely,  a  

fall in indirect taxes  will result in an increase  in the  SRAS  curve.  

S ince  subsidies  are  a  payment from governments  to  firms,  then 

an increase  in government subsidies  reduces  firms  costs  of 

production,  resulting in a  decrease  in the  SRAS  while  a  decrease  

in subsidies  will increase  firms  costs  of production and shift the  

SRAS  curve  to  the  left.

Combining AD and AS in the short run
The economy will operate  where  aggregate  demand is  equal to  

aggregate  supply.  This  is  shown in Figure  1 5 .3 .

At the average price  level (PL) ,  all the output produced by the  

countrys  producers is  consumed.  There is  no incentive for producers  

to  either increase output or raise  prices.  The concept of macroeconomic 

equilibrium will be  discussed in more detail in the next chapter.

Long-run aggregate supply
There  is  considerable  debate  regarding the  long-run aggregate  supply 

curve  (LRAS) .  There  are  two different schools  of thought  

concerning the  shape  of the  LRAS.  The  first one  discussed is  often 

referred to  as  the  new classical (or monetarist)  LRAS  and this  may be  

viewed as  the  more  broadly-used model.  However,  there  is  a  model 

which challenges  some of the  assumptions  of this  model,  known as  

the  Keynesian  AS .  This  model was  developed by the  followers  of 

the  famous economist John Maynard Keynes ( see  box in Chapter 1 6) .  

The  different-shaped LRAS  curves  lie  at the  basis  of controversies  

about different policies  to  be  used by governments.

New classical  LRAS

New classical economists  include  a number of different branches of 

economists  including monetarists,   supply-side  economists ,  and 

economists  from the  Austrian school .  In very simple  terms,  what 

these  economists  have  in common is  their belief in the  efficiency of 

market forces  and their view that there  should be  the  very minimum 

of government intervention in the  allocation of resources  in the  

economy.

In this  view,  the  LRAS  curve  is  perfectly inelastic,  or vertical,  at 

what is  known as  the   full employment level of output .  This  full 

employment level of output represents  the  potential output that 

could be  produced if the  economy were  operating at full capacity and 

is  annotated as  Yf on a  macroeconomic diagram.  It is  important to  

realize  that full employment does  not mean that there  is  zero  

unemployment,  but this  is  something that we  will cover in more  

detail later.

This  view asserts  that the  potential output is  based entirely on the  

quantity and quality (productivity)  of the  factors  of production and 

not on the  price  level.  Thus,  the  LRAS  is  independent of the  price  

level.  This  model is  illustrated in Figure  1 5 .4.  The  price  level might 

rise  from P1  to  P2  but the  level of output does  not change.

Figure 1 5.3  Short-run  macroeconomic 
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Figure 1 5.4 New classica l  LRAS curve
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Student workpoint 15.1
Be a  thinker

Draw a  SRAS  curve  and  label  i t 

SRAS1 .  Be  su re  to  label  the  a xes  

accurately.  Now show a  new 

SRAS  curve  demonstra ting an  

increase  in  SRAS.  Label  th is  

SRAS2.  Expla in  two  possible  

reasons  for th is  increase  in  SRAS.
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Keynesian AS

The shape  of the  curve  that is  known as  the  Keynesian AS  shows 

three  possible  phases  and does  not really distinguish between the  

short run and the  long run.  These  are  shown in Figure  1 5 .5  as  

regions ( 1 ) ,  ( 2 ) ,  and (3 ) .

1   In this  view,  the aggregate supply curve will be  perfectly elastic  

at low levels  of economic activity.  Producers in the economy can 

raise  their levels  of output without incurring higher average costs  

because of the existence of spare capacity  in the economy.  That is,  

there are  high levels  of unused factors  such as  unemployed labour 

and under-utilized capital.  Should there be  a need for greater 

output,  these  can be  used to  their fullest capacity at constant 

average costs.  This  corresponds to  the region (1 )  in Figure  1 5 .5 .

2  As the  economy approaches  its  potential output (Yf)  and the  

spare  capacity is  used up ,  the  economys  available  factors  of 

production become increasingly scarce.  As  producers  continue to  

try to  increase  output,  they will have  to  bid for the  increasingly 

scarce  factors.  Higher prices  for the  factors  of production mean 

higher costs  for the  producers,  and the  price  level will rise  to  

compensate  for the  higher costs.  This  corresponds to  region (2 )  

with an upward-sloping LRAS.

3  When the  economy reaches  its  full capacity (Yf) ,  it is  impossible  to  

increase  output any further because  all factors  of production are  

fully employed.  This  suggests  that LRAS  is  perfectly inelastic and is  

shown as  region (3 ) .  This  third range  corresponds exactly to  the  

LRAS  of the  new classical economists.  At this  stage  output cannot 

be  increased without an increase  in the  quantity or improvement 

in the  quality (productivity)  of the  factors  of production.

Shifts in the LRAS

As a countrys  factors  of production are  constantly changing we 

would expect to  see  steady increases  in its  LRAS.  This  is  effectively 

an illustration of potential economic growth.  An outward shift of a  

countrys  LRAS  curve  means that its  productive  potential has  

increased.  In fact,  a  shift in the  LRAS  can be  likened to  an outward 

shift of the  production possibilities  curve  (PPC) .

A shift in the  LRAS  can be  shown from either a  Keynesian 

perspective,  as  in Figure  1 5 .6  (a) ,  or a  new classical perspective,  as  in 

Figure  1 5 .6  (b) .  The  increase  in the  full employment level of output 

is  equivalent to  the  outward shift of the  PPC  in Figure  1 5 .7 .

Figure 1 5.5  Keynesian  LRAS curve

AS

A
ve

ra
g
e
 p
ri
ce

 l
e
ve

l 
($
)

Rea l  output (Y)
0 Yf

(1 )
(2 )

(3 )

Student workpoint 15.2
Be a  thinker

Draw the  Keynesian  aggrega te  

supply cu rve  and  add  notes  to  

you r d iagram  to  describe  each  of 

the  phases.

Figure 1 5.6  A sh ift in  the LRAS curve (a)  from the Keynesian  

perspective and  (b)  from the new classical  perspective
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In very simple  terms,  the  LRAS  curve  will shift to  the  right if there  is  

an improvement in the quality of the  factors  of productionthat 

is,  an increase  in the  productivity (output per unit of input)  of the  

resources  used in productionor increase in the quantity  of the  

factors  of production.  E ither of these  may be  affected by advances  in 

technology,  so  improvements  in technology are  of vital importance  to  

the  supply side  of any economy.  To  see  how this  might come about it 

is  worth considering each factor of production to  understand how the  

quantity or productivity might increase.

Factor of production Increase in quantity Improvement in  quality 
(increase in productivity)  

Land  (a l l  natura l  resources)   Land  reclamation
   I ncreased  access to supply 

of resources
   Discovery of new 

resources

   Technological  
advancements that a l low 
for increased  access to 
resources or the d iscovery 
of new resources

   Ferti l isers
   I rrigation

Labour   entrepreneurship    I ncrease in  birth  rate
   Immigration
   Decrease in  the natura l  

rate of unemployment 
(this particular type of 
unemployment will be  
covered later)

   Education
   Tra in ing
   Re-train ing
   Apprenticeship 

programmes

Capita l    I nvestment    Technological  
advancements that 
contribute to more 
efcient capi ta l

   Research  and  
development

Many of the  sources  of these  supply side  changes  come naturally 

through market forces.  For example,  students  in school are  attracted 

to  study engineering,  scientific research,  or entrepreneurship  because  

they have  an incentive  to  earn higher wages.  Immigrants  are  

attracted to  a  country because  they are  similarly motivated by the  

incentive  to  achieve  a  higher standard of living than they would at 

home.  Businesses  are  motivated by the  desire  to  earn higher profits  

and will therefore  engage  in research and development to  improve  

productivity of their resources.  Raw material producers  are  similarly 

incentivized by the  profit motive  to  develop  improved resource  

extraction technologies.

Regardless  of the  extent to  which market forces  contribute  to  more  

and better factors  of production,  governments  also  have  a  very 

important role  to  play.  The  policies  that a  government uses  to  

increase  the  quantity or improve  the  quality of the  factors  of 

production are  known as  supply side  policies  and these  can be  

divided into  two types  of policies:  interventionist policies  and market-

based policies.  Given their importance  we come back to  the  concept 

of supply side  policies  frequently over the  rest of this  course  

companion,  but for now it is  important to  identify what some of 

them are  and look briefly at how they work.
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DID  YOU  KNOW?

People  often  refer to  unnecessary and  excessive  

regu la tions  with  the  in su l ting term  red  tape  and  

governments  often  prom ise  to  cu t red  tape  in  order to  

encourage  businesses  and  en trepreneursh ip .  Viewers  of 

the  popu la r American  television  show,  The  West Wing   

m igh t th ink tha t the  expression  comes from  i ts  u se  in  

the  American  Civi l  War,  where  veterans  of the  war had  

d i fficu l ty in  accessing their war records  due  to  the  

bound ing of the  documents  in  red  tape.  However,  i t i s  

bel ieved  tha t the  expression  actua l ly origina tes  from  

1 7 th  cen tu ry England  where  th ick and  wordy lega l  

documents  were  bound  with  red  cloth  ribbon .

Supply-side policies

The overarching goal of supply-side  policies  is  to  increase  the  

potential output of the  economy by bringing about an increase  in the  

quantity of the  factors  of production and/or improving the  quality of 

the  factors  of production.  We can divide  these  policies  into  two 

categories:  market-based policies  and interventionist policies.

Interventionist supply-side policies

As the  name suggests,  these  policies  are  based on the  idea that the  

government has  a  fundamental role  to  play in actively encouraging 

growth.

 Investment in  human capital:  In order to  constantly increase  the  

quality/productivity of a  countrys  labour force,  education and 

training needs  to  be  available.  You should remember that 

education creates  positive  externalities.  That is,  the  benefits  of 

education and training are  felt not just by those  people  that 

receive  the  education,  but are  felt across  the  economy as  a  more  

educated and more  trained workforce  increases  the  potential 

output of the  economy.  Although education and training would 

be  provided in a  pure  market system,  it would be  underprovided,  

and thus  it is  the  responsibility of the  government to  ensure  that 

the  countrys  education facilities  are  geared to  providing the  

necessary skills  and knowledge  for a  dynamic economy.  This  

involves  both the  skills  and knowledge  that young people  need 

to  enter the  labour force  as  well as  the  retraining of workers  to  

help  them adjust to  changing economic circumstances.  Such 

training can take  place  in schools,  universities,  public training 

institutions,  and apprenticeship  programmes.  Governments  can 

also  support private  schools,  private  universities,  and private  

training institutions with subsidies  or tax benefits.  They can also  

support firms which provide  training and apprenticeship  

programmes.  All of these  methods should help  to  raise  the  

levels  of human capital of an economy.

 Research and development (R&D):  It is  important that an economys  

firms are  able  to  stay up-to-date  with modern developments,  to  

develop new production techniques,  and to  constantly seek 
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improved methods  of production.  All of these  may increase  the  

economys  potential output,  but all involve  extensive  spending on 

research and development.  Governments  can actively encourage  

research and development by firms by offering tax incentives.  For 

example,  they could allow firms not to  pay taxes  on the  retained 

profits  used for R&D.  This  is  known as  a  tax credit.  Firms may be  

reluctant to  spend on R&D  if they think that they will not be  able  

to  reap  the  full benefits  of their spending.  Governments  can thus 

encourage  R&D  by guaranteeing intellectual property rights  such 

as  patents  and copyrights.  Alternatively,  governments  themselves  

could finance  R&D  in public research facilities  and universities.

 Provision  and maintenance of infrastructure:  Infrastructure  may 

be  defined as  the  large  scale  capital,  usually provided by the  

government,  which is  necessary for economic activity to  take 

place.  It includes capital such as  roads,  electricity,  water supply,  

sanitation,  waste  management,  railways,  airports,  ports,  

telecommunications,  internet access,  and public transportation.  We 

could also  consider other institutions such as  the  education and 

health systems or the  legal and security framework of a  country 

as  a type  of infrastructure  as  these  are  necessary for economic 

activity.  S ince  these  are  all necessary for economic activity to  take 

place,  the  productive  potential of an economy as  illustrated by its  

LRAS  will be  enhanced by improved infrastructure.

 Direct support for businesses/industrial policies:  Governments  have  

agencies  or ministries  who are  responsible  for developing policies  

that support and encourage  the  development of industry ( e.g.  a  

Ministry of Industry,  Ministry of Industry and Trade,  or Commerce  

Department) .  Some of their mandates  could include:  improving 

the  competitive  nature  of industries  through the  maintenance  of 

anti-monopoly laws,  helping small and medium enterprises  to  

become established and to  grow,  supporting export companies  in 

their access  to  markets  abroad,  and advising government on the  

ways in which education can meet the  needs  of businesses.

In addition to  the  tax credits  that governments  might make available,  

they also  support certain industries  through financial subsidies.

The interventionist policies  described above  are  necessary in an 

economy and therefore  are  not considered to  be  controversial.  They 

have  the  characteristics  of merit goods  in that while  they could be  

provided by the  market system,  they would be  underprovided.  The  

economy would not benefit from the  potential welfare  gain in terms 

of the  greatest possible  increase  in the  LRAS.  Therefore,  government 

intervention is  needed.  

Each of the  policies  has  both a demand side  and a supply side  

implication;  the  spending by the  government represents  an addition 

to  aggregate  demand in the  economy and each has  the  goal of 

increasing the  long run aggregate  supply of the  economy.  However,  

it should be  noted that,  while  the  demand side  effects  may be  felt 

quite  quickly,  for the  most part there  is  a  fairly lengthy time- lag 

between the  implementation of these  policies  and their effect on 

the potential output.

Plaque outside the Czech  Ministry of 

Trade and  Industry in  Prague,  the capita l  

of the Czech  Republ ic
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Furthermore,  the  extent to  which they can be  provided may be  

limited by budget constraints  as  each item of spending in a  

government budget involves  an opportunity cost.  It is  also  worth 

considering that it is  inevitable  that in any democracy the  extent to  

which each is  provided depends  on the  ideological aims of the  

government at the  time and the  power of various  interest groups.  

Controversies  also  arise  concerning the  provision and the  funding 

of education.  For example,  governments  might grapple  with the  

question of how many resources  should be  allocated for the  

provision of science  education versus  arts  education or people  might 

disagree  on the  type  of examinations  which should be  in the  

education system.

Market-based supply-side policies
These  policies  focus  on allowing markets  to  operate  more  freely,  

with minimal government intervention.  The  word  incentives  is  

often used with such policies,  as  they are  designed to  increase  the  

incentives  for labour to  work harder and more  productively and 

to  increase  the  incentives  for firms to  invest and to  increase  

productivity.  These  may also  be  described as  institutional changes  

as  they affect the  structures,  institutions,  and rules  that govern 

economic stakeholders.  

 Reduction in  household income taxes:  When people  work harder and 

earn more  money it is  possible  that they will have  to  pay higher 

taxes  on the  higher levels  of income.  Higher taxes  may act as  a  

disincentive  to  work,  as  people  would prefer to  substitute  more  

work for more  leisure  time rather than pay higher taxes  on the  

extra income.  If income taxes  are  reduced,  so  that people  arent 

taxed more  for working more,  then they might have  the  incentive  

to  work harder and to  become more  productive,  thus  increasing 

the  potential output of the  economy.

 Reductions in  corporate taxes:  If businesses  are  able  to  keep  more  

of their profits  then they will have  more  money available  for 

investment.  As  investment is  the  addition of capital stock to  the  

economy,  greater investment means more  capital,  thus  an increase  

in a  factor of production.  Firms also  use  their profits  for research 

and development,  so  more  profits  mean more  research and 

development which leads  to  advances  in technology as  well.  If 

businesses  know that they are  going to  be  able  to  keep a larger 

share  of their profits,  rather than give  it to  the  government in 

taxes,  then they will have  more  incentive  to  produce  efficiently.  

Given the  importance  of the  profit motive  in stimulating 

competition,  the  potential for the  firm to  earn higher profits  

is  likely to  generate  positive  supply-side  benefits.

 Labour market reforms:

 Reduction  in  trade union power:  The  responsibilities  of trade  

unions  include  protecting workers  well-being,  rights,  and 

incomes.  It may be  perceived that trade  unions  raise  the  costs  

of workers  above  the  level that would be  the  case  in a  non-

union environment.  Thus,  the  argument is  that reducing (or,  in 
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the  extreme,  eliminating)  trade  union power will reduce  the  

ability of unions  to  negotiate  higher costs  of labour,  therefore  

lower the  costs  of production to  firms and increase  the  number 

of workers  that firms may hire.

 Reduction  or elimination of minimum wages:  By the  same token,  it 

can be  argued that because  a  government-set minimum wage  

will keep the  price  of labour above  its  free  market level,  a  

reduction or abolition of the  minimum wage  would decrease  

the  cost of labour and thus  increase  aggregate  supply.

 Reduction  in  unemployment benefits:  If unemployed people  are  

given generous  benefits  from the  government,  it may be  argued 

that they will have  less  incentive  to  find and take  jobs  that are  

available.  Market-oriented supply side  economists  recommend 

that unemployment benefits  be  reduced to  encourage  

unemployed people  to  take  available  j obs  in the  economy.  Of 

course  this  policy only works  if j obs  are  in fact available.  

 Deregulation:  if governments have placed many regulations on the  

operations of businesses  then this  may increase  their costs  of 

production,  thereby reducing potential output in the  economy.  

Such regulations include environmental laws,  health and safety 

regulations,  or laws concerning working hours,  leave,  and holidays.  

A reduction in the  number and/or the severity of regulations,  i.e.  

deregulation,  will help  to  increase  aggregate  supply.

 Privatisation:  This  is  the  sale  of public government-owned firms 

(nationalized firms)  to  the  private  sector.  It is  argued by free  

market economists  that privately-owned,  profit-maximizing 

firms will be  much more  efficient than nationalized firms and 

will therefore  increase  the  potential output of the  economy.  

Nationalized firms tend to  have  different goals  from private  firms,  

such as  maintenance  of employment or the  provision of a  service  

to  an isolated market,  and this  means  that they may operate  

inefficiently.

 Policies to  increase competition:  Competition has  the  effect of 

encouraging greater efficiency.  Therefore,  any policies  that 

increase  competition,  such as  enforcing strict anti-monopoly laws,  

will increase  efficiency and improve  the  productive  potential of an 

economy.  With reference  to  international trade,  policies  that make 

a country more  open to  international trade  ( trade  liberalization)  

are  likely to  improve  the  efficiency of domestic firms.

All of the  market-based policies  explained above  emphasize  the  

reduced role  of the  government in the  economy and the  importance  

of allowing all markets,  especially labour markets,  to  operate  freely,  

without interference.  While  they may generate  positive  outcomes in 

terms of economic growth,  there  are  also  possible  negative  outcomes.  

These  include  a possible  reduction in living standards for low-income 

or unionized workers  leading to  increased income inequality,  

negative  consequences  on the  environment if environmental 

regulations  are  relaxed so  that there  are  more  negative  externalities  

of production,  potential reduction in worker safety if health and 

safety regulations are  relaxed,  and a worsening in working conditions  

if regulations concerning working hours  are  changed.

Student workpoint 15.3
Be an  inquirer

I n  rea l i ty,  a l l  governments  employ 

a  m ixtu re  of m arket-based  and  

in terven tion ist supply-s ide  

po l icies.  I n vestiga te  the  po l icies  

on  the  po in ts  l i sted  above  for 

you r chosen  OECD  coun try.

Student workpoint 15.4
Be an  inquirer

Look up  the  n ame  of the  

government agency or m in istry 

responsib le  for supporting 

industry in  you r chosen  OECD  

coun try.  Presen t an  overview 

of i ts  responsib i l i ties  and  

ach ievements.
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EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1   With  the help of a  d iagram,  expla in  three possible causes of  

a  decrease in  the SRAS curve.  [10 marks]

2  With  the help of d iagrams,  expla in  the d i fference between   

the Keynesian  LRAC and  the new classica l  LRAC.  [10 marks]

3  How might a  reduction  in  taxes be considered  as both  a   

demand-side pol icy and  a  supply-side pol icy? [10 marks]

4  How might government spending on  infrastructure be seen   

as both  a  demand-side pol icy and  a  supply-side pol icy.

Paper 1 , essay question

1  a    Using a  d iagram,  expla in  the concept of potentia l   

economic growth .  [10 marks]

 b Evaluate three pol icies that might be used  to increase LRAS.  [15 marks]

Headl ine:  Government  str i kes  fear  i n  th e  h earts  o f w orkers  and  trade 

un i ons  w i th  i ts  new  package  o f suppl y- si de  po l i c i es  desi gned  to 

encourage  econom i c  grow th

Economics  concept:  Suppl y- si de  po l i c i es

Diagram:  Long- run  aggregate  suppl y  curve  from  the  new  cl assi ca l  vi ew

Hints:  The  reason  that  a  n ew  c l assi ca l  LRAS curve  i s  appropriate  h ere 

i s  b ecause  i t  i s  l i kel y  to  b e  th e  market- ori en ted  suppl y- si de  po l i c i es 

that  w i l l  w orry  w orkers.

You be the journ
alist

Student workpoint 15.5
Be a  thinker

How m igh t each  of the  fo l lowing expend i tu res  by government con tribu te  to  an  in crease  in  the  LRAS  cu rve?

Construction  of the Zakim  Bunker H i l l  Bridge,  Boston,  MassachusettsAn  apprentice sheet metal  worker
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Remember that national income is  equivalent to  the  level of output 

that a  country produces  and is  a  key sign of the  economic health 

of an economy.  The  actual level of output,  and its  corresponding 

price  level,  are  determined by the  interaction between aggregate  

demand and aggregate  supply.  Our next important concept is  that 

of the  equilibrium level of national income (or output) .  S imply 

put,  the  equilibrium level of national income is  where  aggregate  

demand is  equal to  aggregate  supply.  But,  as  shown in the  previous  

chapter,  economists  distinguish between a short-run and a long-run 

aggregate  supply curve;  therefore  we have  a  short-run and a long-

run macroeconomic equilibrium.

Although we  dont  get  into  a  detailed look at  unemployment and 

inflation  until  Chapters  1 7  and 1 8 ,  there  are  constant references  

to  these  two  maj or  macroeconomic  topics  in  this  chapter.  

Joblessness  and rapidly  ris ing  prices  are  a  s ignificant problem in 

any economy.

Short-run equilibrium output
The  economy is  in  short- run equilibrium where  aggregate  demand 

equals  short- run aggregate  supply ( SRAS) .  Graphically,  it  looks  

very much like  the  short- run equilibrium for a  particular market,  

but of course  the  labels  on the  axes  are  different,  as  shown in 

Figure  1 6 . 1 .

The  economy is  in short-run equilibrium where  aggregate  demand 

equals  short-run aggregate  supply,  producing an output level of Y at 

the  price  level of P.  The  output produced by the  economy is  exactly 

equal to  the  total demand in the  economy and so  there  is  no  reason 

for producers  to  change  their levels  of output.  Because  aggregate  

demand is  equal to  aggregate  supply,  there  is  no  upward or 

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 iden ti fy the  equ i l ibrium  level  o f n a tiona l  in come/ou tpu t

 use  a  d iagram  to  exp la in  the  determ ina tion  of equ i l ibrium  ou tpu t in  

the  short run

 d iscuss  the  d i fference  between  Keynesian  (in terven tion ist)  and   

n ew cla ssica l  (free  m arket)  econom ists  in  thei r view of 

m acroeconom ic equ i l ibrium  in  the  long run

 exp la in  and  i l lu stra te  th a t the  d i fference  between  the  equ i l ibrium  

level  of n a tiona l  in come and  the  fu l l  employment level  o f n a tiona l  

in come wi l l  resu l t in  an  in fla tiona ry or defla tiona ry gap

HL exp la in  the  n a tu re  and  importance  of the  Keynesian  mu l tip l ier effect 

of in jections  on  n a tiona l  in come

HL ca lcu la te  the  va lue  of the  mu l tip l ier

HL i l lu stra te  the  mu l tip l ier effect u s ing AD/AS  ana lysis .

Figure 1 6.1  Short-run  equi l ibrium  output
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downward pressure  on the  price  level.  In other words,  there  is  no  

inflationary or deflationary pressure.  As  long as  nothing changes to  

influence  AD  or AS ,  the  economy rests  at this  equilibrium.

Long-run equilibrium output
The long-run equilibrium is  where  aggregate  demand is  equal to  

long-run aggregate  supply.  Given that there  is  disagreement among 

economists  as  to  the  shape  of the  long-run aggregate  supply curve,  

we  distinguish between the  Keynesian equilibrium output in the  long 

run and the  new classical equilibrium output.

New classical  perspective
According to  new classical economists,  the  economy will always  

move towards  its  long-run equilibrium at the  full employment level 

of output.  Thus,  the  long-run equilibrium is  where  the  aggregate  

demand curve  meets  the  vertical long-run aggregate  supply curve  as  

shown in Figure  1 6.2 .

The  impact of any changes  in  aggregate  demand will  be  on the  

price  level only.  This  is  illustrated in  Figure  1 6 .3 ,  where  an increase  

in  aggregate  demand from AD 1  to  AD2  results  in  an increase  in  the  

price  level from P1  to  P2  without any increase  in  the  level of real 

output.

It is  valuable  to  look at the  adjustment from the  short run to  the  

long run in order to  understand the  new classical perspective.  The  

Keynesians  and new classical economists  agree  on the  shape  of the  

short-run aggregate  supply curve,  but,  as  stated above,  the  new 

classical economists  argue  that the  economy will always move 

automatically to  its  long-run equilibrium.  The  word automatically  

in the  last sentence  means without any government intervention  

and illustrates  the  significance  that the  new classical economists  place  

on free  markets.  In their view,  there  may be  a  short-run increase  in 

output if there  is  an increase  in aggregate  demand,  but the  economy 

will always  return to  its  long-run equilibrium.

The  new classical perspective  showing a  combination of the  short 

run and the  long run is  illustrated in Figure  1 6 .4 and 1 6.5 .  Initially,  

the  economy is  at its  long-run equilibrium at Yf.  If there  is  an 

increase  in aggregate  demand,  AD1  to  AD2 ,  due  to  changes  in any of 

the  components  of aggregate  demand then,  in the  short run,  there  

will be  an increase  in output from Yf to  Y1 .  In this  case  the  economy 

would be  experiencing what is  known as  an inflationary gap,  where  

the  economy is  in equilibrium at a  level of output that is  greater 

than the  full employment level of output.  This  is  illustrated in 

Figure  1 6.4.  However,  according to  the  new classical economists,  this  

is  only  possible  in the  short run.  It is  possible  for output to  increase  

along the  short- run aggregate  supply curve  by paying existing 

workers  overtime wages as  a short-term solution.  But as  the  economy 

is  originally at the  full employment level of output,  there  are  no  

unemployed resources.  In their effort to  increase  their output,  the  

firms  in the  economy are  competing for increasingly scarce  labour 

and capital and,  as  the  diagram shows,  the  increase  in aggregate  

demand results  in an increase  in the  price  level from P1  to  P2
 as  

Figure 1 6.2  The new classical  

perspective of long-run  equi l ibrium
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Figure 1 6.3  The new classical  

perspective of the impact of an  increase 

in  AD in  the long run
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Figure 1 6.4 An  inflationary gap in  the 

new classica l  model
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shown in Figure  1 6 .5 .  The  increase  in the  average  price  level means  

that,  on average,  all  prices  in the  economy have  risen as  the  firms  

bid up  the  prices  of the  factors  of production in order to  increase  

their output.  The  rise  in the  price  level means  an increase  in costs  to  

firms  as  the  prices  of the  factors  of production (e.g.  the  prices  of 

labour,  raw materials,  and capital)  have  risen.  At this  point,  you 

must remember what happens  to  short-run aggregate  supply when 

the  costs  of production rise.  The  result is  a  shift in the  short- run 

aggregate  supply from SRAS1  to  SRAS2 .  Although firms  were  willing 

to  supply a  higher level of output due  to  the  higher prices  they were  

receiving in the  short run,  their higher costs  of production result in 

no  real gain,  so  they reduce  output back to  Yf.  The  final result is  that 

output returns  to  its  full employment level,  but at a  higher price  

level (P3 ) .

We  can use  similar analysis  to  see  what happens  if aggregate  

demand falls.  Consider Figure  1 6 .7 .  Originally,  the  economy is   

at  its  long-run equilibrium where  AD1  intersects  with SRAS1 ,  at 

output Yf and price  level P1 .  A fall in  aggregate  demand from AD1  

to  AD2 ,  due  to  changes  in any of the  components  of aggregate  

demand,  results  in  a  fall in the  level of national output from Yf to  Y1  

and a  decrease  in the  price  level.  In this  case,  the  economy would 

be  experiencing what is  known as  a  deflationary gap,  where  the  

economy is  in equilibrium at a  level of output that is  less  than the  

full  employment level of output.  This  is  illustrated in Figure  1 6 .6 .  

In the  short run,  the  economy will produce  at less  than full 

employment output,  however,  this  deflationary gap  will not persist.  

The  fall in  the  price  level means  that the  prices  of the  economys  

factors  of production have  fallen.  This  is  shown in Figure  1 6 .7 .  This  

means  that firms  costs  of production fall and this  results  in a  shift 

in the  short run aggregate  supply from SRAS1  to  SRAS2 .  As  the  

diagram shows,  the  economy returns  to  its  long-run equilibrium at 

the  full  employment level of output,  at a  lower price  level.

The  diagrams and explanations  illustrate  the  new classical perspective  

of the  long-run equilibrium in the  economy.  What is  important is  the  

conclusion that the  long-run equilibrium level of output is  equal to  

the  full employment level of income and that the  economy will move 

towards  this  equilibrium without any government intervention as  a  

result of free  market forces.  According to  this  model,  an increase  in 

aggregate  demand will be  purely inflationary in the  long run and 

thus there  is  no  role  for the  government to  play in trying to  

deliberately steer the  economy towards full employment.  Although 

there  may be  deviations  from full employment in the  short run,  new 

classical economists  would not see  a  role  for the  government in filling 

these  gaps.  They would recommend leaving the  economy to  market 

forces,  rather than using government policies  to  manage  the  level of 

aggregate  demand.

Keynesian perspective

In each case  the  equilibrium level of output is  where  aggregate  

demand is  equal to  long-run aggregate  supply.  According to  the  

Keynesian economists,  however,  this  equilibrium level of output may 

occur at different levels.  S ignificantly,  they believe  that the  economy 

may be  in long-run equilibrium at a  level of output below the  full 

Figure 1 6.5  The new classical  perspective 

of the impact of an  increase in  AD in  the 

short run  and  in  the long run
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Figure 1 6.6  A deflationary gap in  the 

new classical  model
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Figure 1 6.7 The new classical  perspective 

of the impact of a  decrease in  AD in  the 

short run  and  in  the long run
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Figure 1 6.8  The Keynesian  perspective 

of long-run  equi l ibrium  output below the 

fu l l  employment level  of output
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employment level of national income (Yf) .  This  will be  the  case  if the  

economy is  operating at a  level where  there  is  spare  capacity.  In this  

view,  the  equilibrium level of output depends  mainly on the  level 

of aggregate  demand in the  economy.  Figure  1 6.8  illustrates  this  

important view of the  Keynesian perspective.

If aggregate  demand is  at  the  level shown in Figure  1 6 .8 ,  then 

equilibrium will  occur at  a  real output level of Y,  with a  price  level 

of P.  As  noted in the  previous  chapter,  aggregate  supply can be  

perfectly elastic because  of the  existence  of spare  capacity,  with 

high levels  of unused factors  of production such as  unemployed 

workers  and/or underutilized capital.  It  is  important to  observe  that 

in  this  case,  the  equilibrium level of output is  below the  full 

employment level of output.  We  say that there  is  a  deflationary gap  

whereby the  level of aggregate  demand in the  economy is  not 

sufficient to  buy up  the  potential output that could be  produced by 

the  economy at the  full  employment level of output.  This  may also  

be  referred to  as  an output gap  and,  though not easily measurable,  

could be  shown as  the  distance  from a  point inside  a  countrys  

hypothetical production possibilities  curve  to  a  point on the  curve,  

as  shown in Figure  1 6 .9 .

In the  Keynesian view,  aggregate  demand can increase  such that 

there  is  an increase  in the  level of real output,  without any 

consequent increase  in the  price  level.  This  is  shown in Figure  1 6.1 0.

If there  is  an increase  in aggregate  demand from AD
1
 to  AD

2
,  then 

there  will be  an increase  in real output from Y
1
 to  Y

2
,  but no  change  

in the  price  level.  This  is  due  to  the  existence  of spare capacity in the  

economy.  Producers  can employ the  unused factors  of production 

to  increase  output with no  increase  in costs.  Thus,  there  is  no  

inflationary pressure.

If aggregate  demand increases  further,  to  AD3  in Figure  1 6.1 1 ,  then 

the  economy starts  to  experience  inflationary pressure  as  available  

factors  of production become scarcer and their prices  are  bid up.  The  

price  level rises  from P
1
 to  P

2
 to  compensate  producers  for their 

higher costs.

If the  economy is  operating at full employment and there  is  an 

increase  in aggregate  demand,  then the  outcome will be  purely 

inflationary .  That is,  there  is  no  increase  in output and the  only 

change  is  an increase  in the  price  level.  This  is  because  it is  impossible  

for the  economy to  produce  any further increase  in output in the  

long run,  given the  existing factors  of production.  This  is  illustrated in 

Figure  1 6.1 2 .

An increase  in aggregate  demand from AD1  to  AD2  results  in no  

change  in output as  the  economy cannot produce  output beyond the  

full employment level of output.  The  only impact is  an increase  in 

the  price  level from P1  to  P2 .  We say that there  is  an inflationary gap  

whereby the  level of aggregate  demand cannot be  satisfied given the  

existing resources.  As  a  result,  the  price  level rises  to  allocate  the  

scarce  resources  among the  competing components  of aggregate  

demand,  i.e.  consumers,  producers,  the  government,  and the  

foreign sector.

Figure 1 6.9  Output gap i l lustrating the 

difference between  an  economys actual  

output and  its potentia l  output
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Figure 1 6.1 0 The Keynesian  perspective 

of the impact of an  increase in  AD when  

the economy is operating below ful l  

employment
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Figure 1 6.11  The Keynesian  perspective 

of the impact of an  increase in  AD when  

the economy is close to ful l  employment

A
v
e
ra
g
e
 p

ri
c
e
 l
e
v
e
l

Rea l  ou tput (Y)

0

AD3

AD2

Y1 Y2 Yf

P1

P2

LRAS

Figure 1 6.1 2  The Keynesian  perspective 

of the impact of an  increase in  AD when  

the economy is at fu l l  employment
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Demand-side policies
The  diagrams  and explanations  illustrate  the  Keynesian perspective  

of different possible  long-run positions  of the  economy.  What is  

important is  the  conclusion that the  long-run equilibrium level of 

output is  not necessarily equal to  the  full  employment level of 

income and that the  economy can become stuck in equilibrium at a  

level of output that is  below full  employment.  This  has  significant 

implications  for the  role  of the  government in  the  economy.  

Governments  seeking to  intervene,  to  steer the  economy towards  

full  employment,  will  use  demand-side  or demand management 

policies.  These  involve  the  fiscal and monetary policies  introduced 

in Chapter 1 4.  Expansionary policies  are  used to  increase  aggregate  

demand to  increase  the  equilibrium level of output as  in Figure  1 6.1 0.  

Increasing the  level of output implies  an increase  in  the  demand for 

labour and so  such policies  are  designed to  reduce  unemployment.  

Contractionary policies  are  used to  decrease  aggregate  demand to  

reduce  the  inflationary pressure  that is  caused when the  price  

level rises.

John  Maynard  Keynes (1 8831 946)

Keynes  (pronounced  Canes)  was  one  of the  most 

in fluen tia l  econom ists  of the  twen tieth  cen tu ry.  H e  was  

born  in  Cambridge,  England  in to  a  h igh ly in te l lectua l  

fam i ly and  was  educa ted  in  the  e l i te  a cadem ic Bri ti sh  

in sti tu tions  of Eton  and  Cambridge.  Al though  h igh ly 

in te l l igen t,  Keynes  d id  not dwel l  exclu sively on  

academ ics,  bu t found  ample  time  for l i tera ry pu rsu i ts  

and  po l i tica l  a ctivi ties.  H e  was  wel l -known  for h is  

connection  wi th  the  progressive  l i tera ry B loomsbury 

G roup  in  London ,  wh ich  in cluded  many in tel lectua ls  

such  a s  Bertrand  Russel l  a nd  Vi rgin ia  Woolf.  H e  jo ined  

the  Bri ti sh  civi l  service  in  1 906 .  I n  order to  en ter the  

civi l  service  he  h ad  to  wri te  en trance  exam ina tions  and ,  

i ron ica l ly,  he  was  not a s  successfu l  in  h is  econom ics  

exam  as  one  m igh t expectbut a s  he  exp la ined  l a ter,   

 I  eviden tly knew more  abou t econom ics  th an  my 

exam iners.

Fol lowing a  short period  wi th  the  civi l  service,  he  wen t 

back to  study a t Cambridge  and  then  wen t to  work a t 

the  Bri ti sh  Treasu ry.  H e  was  the  principa l  represen ta tive  

of the  Bri ti sh  Treasu ry a t the  Pa ris  Peace  Con ference  in  

Versa i l les  in  1 91 9 ,  bu t he  was  very much  aga in st the  

conclu sions  of the  con ference  in  

wh ich  Germany was  expected  

to  m ake  m assive  payments  to  

the  Al l ied  coun tries  a s  

repa ra tions  for World  War One.  

As  a  resu l t,  h e  resigned  from  the  

Treasu ry and  wrote  The  Econom ic 

Con sequences  o f the  Peace .  H is  a rgument was  tha t i t 

wou ld  be  impossib le  for Germany to  pay the  amoun ts  

demanded  of i t.  H e  pred icted  tha t the  consequences  

wou ld  be  very d amaging and  he  tu rned  ou t to  be  

qu i te  righ t.

The  views  for wh ich  Keynes  i s  most wel l -known  

were  publ ished  in  1 936  in  The  General Theory o f 

Employmen t,  In terest and Money.  I t  was  based  on  h is  

study of the  in creasingly poor Bri tish  economy in  the  

1 920s.  Prior to  h is  time,  the  govern ing econom ic 

orthodoxy was  th a t of the  cla ssica l  econom ists,  who  

be l ieved  in  la issez faire  and  m in im a l  government 

in terven tion .  Keynes,  however,  observed  tha t the  

persisten t levels  of h igh  unemployment of the  1 920s  

Student workpoint 16.1
Be a  th inker

Using the  Keynesian  model ,  d raw an  AD/AS  d iagram  wi th  AD  a t a  level  

th a t crea tes  a  defla tiona ry gap.  Show and  exp la in  wha t can  h appen  i f 

the  governmen t wan ts  to  reduce  unemployment and  does  so  by u s ing 

expansiona ry fisca l  po l icy.
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Changes in  long-run aggregate supply

Remember from Chapter 1 5  that a  countrys  long-run aggregate  

supply is  based on the  quantity and quality of its  factors  of 

production and that these  change.  Therefore,  the  full employment 

level of output also  changes.  As  economic growth occurs,  the  LRAS  

curve  shifts  to  the  right.  As  noted earlier,  this  represents  an increase  

in the  potential output of the  economy.  A country seeking to  increase  

the  rate  of economic growth and the  full employment level of real 

output will use  supply-side  policies  to  increase  the  quantity or 

improve  the  quality of its  factors  of production.  The  impact of such 

were  not go ing to  d isappea r i f left to  m arket forces.  H e  

exp la ined  the  problem  in  terms  of a  shortage  of 

aggrega te  demand  in  the  economy and  promoted  the  

idea  tha t the  governmen t shou ld  in tervene  in  the  

economy to  fi l l  the  gap.  The  theories  estab l ished  by 

Keynes  were  adapted  to  crea te  the  Keynesian  long-run  

aggrega te  supply cu rve  th a t we  u se  in  th is  chapter.  

Accord ing to  Keynes,  the  government shou ld  run  a  

budget defici t du ring a  period  of low econom ic activi ty,  

spend ing more  than  i t ea rned  in  ta x revenues.  Such  

demand  management po l icies  a re  the  core  of 

Keynesian  econom ics.  They became the  new econom ic 

pa rad igm  and  rema ined  so  un ti l  the  l a te  1 960s  and  

ea rly 1 970s,  when  they came  under in creasing 

cha l lenge  from  the  new cla ssica l  school  of though t.

During the 1 970s and  through  the 1 980s and  1 990s the  

parad igm  that dominated  economic policy-making in  much  

of the more developed  countries was the new classica l  

model.  In  the 1 980s the economic policies fol lowed  by 

politica l  leaders in  Great Brita in  (Prime M in ister Margaret 

Thatcher)  and  the United  States (President Rona ld  

Reagan)  were very much  oriented  to  the free-market 

supply side policies and  very much  aga inst the demand-

management strategies of previous policy makers.  In  fact,  i t 

was not uncommon  to  read  in  certa in  circles that 

Keynesian  polices had  been  rejected  outright.

H owever,  d u rin g wha t h ave  come  to  be  known  a s  th e  

G rea t Recess ion s  o f 20072009 ,  th ere  was  a  reviva l  

o f Keynesian -style  po l i cies .  Due  to  fa l l i n g l eve l s  o f 

con sumption  a nd  i n vestmen t a n d  the  rap id ly  ri s in g 

u nemploymen t th a t a ccompan ied  th i s ,  th ere  was  a  

perception  

among m any 

th a t econom ies  

were  s tu ck 

i n  d efl a tion a ry 

gaps  th a t 

requ i red  

governmen t 

i n terven tion .  

G overnmen ts  

i n  m any 

coun tries  

deve loped  

fi sca l  s tim u lu s  

pa ckages  

i n vo lving a  ra nge  o f expan s iona ry fi sca l  po l i cy too l s .

At th e  tim e  of wri tin g,  th e  ou tcome  of th e  m ass ive  

expan siona ry po l i cies  rem a in s  u n clea r a n d  op in ion s  

rem a in  d ivided .  On  one  h and ,  i t  i s  poss ib le  th a t th ey 

h a ve  l i fted  econom ies  ou t o f recess ion ,  a nd  i f th i s  i s  

th e  ca se  then  M r.  Keynes  i s  certa in ly to  be  th anked .  

On  the  o ther h and ,  th e  enormous  debts  th a t coun tries  

h a ve  a ccumu la ted  i n  spend ing the i r way ou t o f 

recess ion  m igh t cau se  m uch  d amage  i n  th e  fu tu re  

(and  even  a nother recess ion )  when  ta xes  h ave  to  be  

ra i sed  a nd  governmen t spend ing cu t to  fi n ance  the  

debt.  By th e  tim e  you  read  th i s  cou rse  compan ion  

there  i s  l i ke ly to  be  some  conclu s ion  abou t whether 

th e  expan sion a ry Keynes ian  ta cti cs  were  the  

appropria te  so lu tion  or n ot!

Figure 1 6.1 3  The Keynesian  perspective 

of the impact of an  increase in  the LRAS 

when  the economy is operating below 

ful l  employment
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Student workpoint 16.2
Be a  thinker

Using the  new cla ssica l  model ,  d raw an  AD/AS  d iagram  wi th  the  

economy in  short-run  equ i l ibrium  a t the  fu l l  employment level  of 

in come.  Show and  exp la in  wha t can  h appen  in  the  short run  and  the  

long run  i f the  governmen t were  to  in crease  i ts  governmen t spend ing.
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policies  depends to  a  large  extent on the  view of the  economy that 

one  takes.

For Keynesian economists,  the  impact of an increase  in the  LRAS  

depends on the  initial equilibrium position of the  economy.  If the  

economy is  operating below the  full employment level of output,  

then the  increase  in the  long-run aggregate  supply will have  no  effect 

on the  equilibrium output,  as  shown in Figure  1 6.1 3 .

The economy is  initially in equilibrium at Y below full employment.  

An increase  in the  long-run aggregate  supply increases  the  potential 

of the  economy to  produce  a  higher level of output,  but the  aggregate  

demand is  not sufficient to  buy up  this  potential.  The  equilibrium 

will remain at Y.  While  Keynesian economists  certainly do  not 

underestimate  the  importance  of supply-side  policies  in achieving 

economic growth,  this  emphasizes  their view that the  government 

must intervene if the  economy is  operating below full employment.

An increase  in the  long-run aggregate  supply from a new classical 

viewpoint will have  an entirely favourable  impact as  shown in Figure  

1 6.1 4.  There  will be  an increase  in the  full employment level of 

income from Yf1 to  Yf2  and a fall in the  price  level from P1  to  P2 .  This  

is  why such economists  are  sometimes referred to  as  supply-side  

economists .  According to  this  view,  supply-side  policies  are  the  most 

effective  way of achieving a countrys  macroeconomic goals.

Figure 1 6.1 4 The new classica l  

perspective of the impact of an  

increase in  the LRAS
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Theory of Knowledge

Paradigm shift
I n  Theory of Knowledge,  you  m igh t come across  the  

concept of a  pa rad igm  sh i ft.  I n  1 962 ,  Thomas  Kuhn  

in troduced  th is  concept in  the  n a tu ra l  sciences  to  

exp la in  th a t advances  in  science  do  not come abou t in  a  

gradua l ,  evolu tiona ry m anner,  bu t occu r in  a  

revo lu tiona ry way a s  scien tists  a ctua l ly ch ange  the  

complete  way tha t they look a t the  world .  Accord ing to  

Kuhn ,  a l l  scien tists  work with in  a  g iven  pa rad igm .  Th is  

i s  essen tia l ly a  framework tha t exp la in s  and  ju sti fies  

the  theories  of the i r d iscip l ine .  There  a re  d i fferen t 

pa rad igms  in  d i fferen t fie ld s;  for example,  the  theoretica l  

pa rad igm  on  wh ich  a l l  chem ists  ba se  thei r work i s  th a t 

m a tter i s  composed  of a toms  m ade  up  of nega tively-

cha rged  e lectrons  su rround ing a  posi tive ly-cha rged  

nucleus.  Wi th in  a  g iven  d iscip l ine,  the  vast m a jori ty of 

theorists  a ccept the  pa rad igm .  I t form s  the  basis  of a l l  

thei r th inking and  i t a ccu ra tely exp la in s  and  ju sti fies  a l l  

the  knowledge  with in  th a t d iscip l ine.

Accord ing to  the  theories  of Kuhn ,  pa rad igms a re  strikingly 

resistan t to  change.  I f anomal ies  occur tha t cannot be  

expla ined  with in  the  parad igm  they tend  to  be  

d isregarded .  However,  i t i s  possible  for pa rad igms to  sh ift.  

I f a  sign ificant number of anomal ies  a rise,  i t m ay come to  

the  poin t where  the  existing framework of theories  can  no  

longer rel iably account for the  d iscrepancies.  There  may 

be  some times when  the  scien tists  cl ing to  their o ld  

framework,  bel ieving that the  d iscrepancies  a re  the  

exception  ra ther than  the  ru le,  bu t,  u l timately,  the  o ld  

parad igm  is  d iscarded  as  i t cannot account for mounting 

evidence aga inst i t.  Thus  a  scientific revolu tion  occurs.

The  clea rest example  of th is  in  the  na tu ra l  sciences  

involves  the  scien ti fic revolu tion  in  wh ich  the  dom inan t 

world  view tha t the  sun ,  p lanets,  and  the  moon  revolved  

a round  the  ea rth ,  a s  estab l ished  by Ptolemy in  the  fi rst 

cen tu ry,  was  eventua l ly replaced .  For abou t 2000  years  

th is  pa rad igm  was  widely accepted  in  sp i te  of the  

number of anoma l ies  th a t occurred .  I n  the  1 530s  

Copern icus  presen ted  a  rad ica l  cha l lenge  to  the  

Ptolema ic pa rad igm  in  presen ting the  hel iocen tric system  

whereby the  ea rth  revolves  a round  the  sun .  For a t least a  

cen tu ry th is  view was  so  unacceptable  to  a stronomers  

and  the  church  tha t one  of the  fo l lowers  of h is  ideas  was  

actua l ly bu rned  a t the  stake  in  1 600.  I t was  considered  

to  be  heretica l  to  cha l lenge  the  view tha t Ea rth  was  a t i ts  

God-given  position  a t the  cen tre  of the  un iverse.  

U l tim ately,  the  work of m any scien tists,  includ ing I saac 

Newton ,  was  in strumenta l  in  establ ish ing the  hel iocentric 

system  as  the  new pa rad igm  for a stronomers.  Th is  i s  

known  a s  a  pa rad igm  sh i ft.

Kuhn s  work i l lu stra tes  a  common  fea tu re  of humankind .  

Al l  d iscip l ines  h ave  certa in  ways  of looking a t th ings  th a t 
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The multiplier effect
If a  government decides  to  fill a  deflationary gap  by increasing its  

own spending,  the  final increase  in aggregate  demand will actually be  

greater than the  amount of spending.  In fact,  any increase  in 

aggregate  demand will result in a  proportionately larger increase  in 

national income.  This  is  explained by the  multiplier effect.  In order to  

understand this  concept,  it is  necessary to  remember the  concepts  of 

injections  and withdrawals  introduced in Chapter 1 3 .

Government spending and business  investment are  injections  into  

the  circular flow of income and any injections are  multiplied through 

the  economy as  people  receive  a  share  of the  income and then spend 

a part of what they receive.

For example,  a  government spends $1 00  million on a school building 

project.  This  $1 00  million goes  to  a  vast number of people  for the  

factors  of production that they provide.  The  money goes  as  income 

for the  labour provided by people  such architects,  engineers,  builders,  

electricians,  plumbers  and designers.  The  providers  of the  capital and 

raw materials  such as  concrete,  steel,  minerals,  water,  and electricity 

also  receive  a  share  of this  spending.  So,  $1 00  million ends up  as  

income in the  pockets  of people  who provide  the  factors  of 

production for the  building project.  What do  the  people  do  with this  

income?  Some of it goes  back to  the  government as  taxes,  some of it 

is  saved,  some of it is  spent on foreign goods  and services,  and the  

rest is  spent on domestically produced goods  and services.  You should 

recognize  the  first three  options  as  withdrawals  from the  circular flow 

of income.  The  money that is  spent goes  as  income to  a  new set of 

tend  to  be  fa i rly en trenched .  When  new ideas  come 

a long th a t cha l lenge  the  pa rad igms  tha t gu ide  theorists  

in  a  g iven  fie ld ,  i t  i s  very d i fficu l t to  a ccept them .  I n  

s lang terms,  we  cou ld  say th a t i t i s  h a rd  to  th ink 

ou tside  the  box.

We  can  app ly th i s  p rin cip le  to  econom ic th eories .  

Before  the  tim e  of J ohn  M ayna rd  Keynes,  the  m a in  

econom ic th eories  were  ba sed  on  the  work of th e  

cl a ss ica l  econom ists ,  whose  pa rad igm  rested  on  a  

be l ief i n  th e  power of th e  free  m a rket to  a ch ieve  the  

most efficien t a l loca tion  o f resou rces  a nd  a  conviction  

th a t th ere  shou ld  be  m in im a l  governmen t in terven tion  

i n  the  economy.  Th is  was  essen ti a l l y  the  pa rad igm  

among m ost econom ists  a nd  the i r views  were  wide ly 

a ccepted  among Western  governmen ts .  The  m ass ive  

u nemploymen t o f th e  1 930s  presen ted  a n  a noma ly;  

a ccord ing to  th e  theories  o f the  pa rad igm ,  su ch  

u nemploymen t shou ld  not pers i st.  Thu s,  governmen ts  

were  not en cou raged  to  i n tervene  to  h e lp  so lve  the  

p rob lem .  Keynes  p roposi tion  th a t i t  wa s  a ctu a l ly 

governmen ts  responsib i l i ty to  in tervene  to  pump 

aggrega te  demand  in to  a  s lu ggish  economy took a  

very l ong tim e  to  be  a ccepted ,  a s  i t  was  su ch  a  

ch a l lenge  to  th e  gu id ing pa rad igm .  U l tim a te ly i t  wa s  

a ccepted ,  a s  governmen t a fter governmen t rea l i zed  

th a t d emand  m anagemen t cou ld  be  u sed  to  fin e-tune  

the  economy.  For a pproxim a te ly 30  yea rs ,  Keynesian  

demand  theory became  the  new pa rad igm  th a t gu ided  

econom ic po l icy.  

I t  shou ld  be  noted ,  however,  th a t a  pa rad igm  in  the  

socia l  sciences  wi l l  be  less  rig id  th an  a  pa rad igm  in  the  

n a tu ra l  sciences  and  m ay not sa tisfy a l l  theorists  wi th in  

the  fie ld .  For example ,  wh i le  Keynesian  econom ics  

dom ina ted  much  pub l ic  po l icy,  there  was  a lways  some 

opposi tion  to  the  theories  derived  from  the  tenets  of 

the  pa rad igm .  There  were  sti l l  cla ssica l  econom ists  

opposing Keynesian  econom ic po l icies  and ,  by the  

1 970s,  econom ic ci rcumstances  h ad  changed  so  

considerab ly th a t Keynesian  po l icies  were  no  longer 

widely a cceptab le.

Then ,  in  2008 ,  there  was  a  reviva l  o f Keynesian  theory 

a s  h is  ideas  m ade  thei r way back in to  po l icy,  a l though  

aga in  there  were  opponen ts.  Whether those  opponen ts  

were  righ t   to  cha l lenge  the  demand-side  in terven tion  

of econom ic po l icy m akers  i s  a  question  th a t cannot be  

answered  wi th  a  s imple  yes  or no .  Th is  g ives  ri se  to  a  

number of knowledge  i ssues.



1 6    Macroeconomic equi l ibrium

200

2
 M

ac
ro
e
co

n
o
m
ic
s

recipients,  who then behave  in the  same waythey pay some in 

taxes,  some is  saved,  some is  spent on imports,  and the  rest is  spent 

on domestic goods  and services.  During each round,  some income 

is  withdrawn from the  circular flow and some stays  to  be  re-spent.

Consider this simplified numerical example.  The government spends  

$1 00  million in an economy.  In the economy,  the average behaviour is  

observed as  follows:  20%  of all additional income goes to  taxes,  1 0%  is  

saved,  and 1 0%  is  used to  buy imports of goods and services.  This  

means that the remaining income,  which represents 60%  of all 

additional income,  is  spent on domestic goods and services.  This is  

known as  the marginal propensity to consume (MPC)  and is  expressed as  

a decimal.  In this particular economy the MPC  is  0.6.  When the  

government spends its  $1 00 million,  it goes to  people  such as  

architects,  plumbers,  engineers,  electricians,  providers of raw materials,  

etc.  They pay $20  million in taxes,  $1 0  million leaks from the circular 

flow as  savings,  and $1 0  million is  spent on imports.  The rest,  $60  

million,  is  spent.  They spend it on a wide range of things such as  food,  

clothing,  entertainment,  books,  and car repairs,  and the recipients of 

this  $60  million behave in the same way,  with 40%  leaving the circular 

flow and 60%  remaining to  be  re-spent as  other peoples  income.

Table  1 8.2  illustrates  the  rounds of spending and re-spending.

In i tia l  spending by government in  $mi l l ions 1 00.00

2nd  round  of spending   60% of 1 00 60.00 

3rd  round  of spending   60% of 60 36.00

4th  round  of spending   60% of 36 21 .60

5th  round  of spending 1 2.96

6th  round  of spending 7.78

7th  round 4.67

8th  round 2.80

9th 1 .68

1 0th 1 .01

11 th 0.60

1 2th 0.36

1 3th 0.22

1 4th 0.1 3

1 8th 0.08

1 6th 0.05

1 8th 0.03

1 8th 0.02

1 9th 0.01

20th 0.01

Tota l  spending,  including in i tia l  spending by government 249.99

Table 1 8.2  The multipl ier effect

The final addition to  national income,  when all the  money has  been 

spent and re-spent,  amounts  to  $250  million,  i.e.  2 .5  times  the  

original government spending of $1 00  million.  In this  example,  the  
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multiplier is  equivalent to  the  value  2 .5 .  Any injection into  the  

circular flow of this  economy would contribute  2 .5  times its  amount 

to  national income.

Rather than complete  a  rather complicated table  to  find the  value  of 

the  multiplier,  there  are  formulas  that can be  used.  The  value  of the  

multiplier can be  calculated by using either the  marginal propensity 

to  consume (mpc)  or the  value  of the  marginal propensity to  

withdraw (mpw) .  The  mpw is  the  value  of the  marginal propensity to  

save  (mps)  plus  the  marginal rate  of taxation (mrt)  plus  the  marginal 

propensity to  import (mpm) .

Formulas:

The  multiplier     1
 _______ 

1    mpc
   OR    1

 _______________  
mps    mpm    mrt

       1
 _____ mpw   

From the  example  above,  where  the  mpc   0 .6 ,  the  multiplier is:  

      1
 ______ 

1    0 . 6
       1  ___ 

0 .4
     2 .5

or

the  mps    0 . 1 ,  mrt   0 .2 ,  and the  mpm   0 .1 ,  the  multiplier is:  

     1
 ____________  

0 . 1    0 . 2    0 . 1
       1  ___ 

0 .4
     2 .5

Example

Q a Calculate  the  multiplier for an economy where  the  

marginal propensity to  consume is  0 .75 .

Q b By how much will national income increase  in total if 

there  is  an investment of $50,000?

Ans.  a The multiplier     1
 ________ 

1    0 . 7 5
  

     1
 ____ 

0 . 2 5
  

   4

Ans.  b An investment of $50,000  will result in a  final increase  

in national income of $200,000  (4   $50,000) .

Any change  in any of the  withdrawals  from the  circular flow will 

result in a  change  in the  economys  multiplier.  If the  taxation rate  

increases,  for example,  then the  value  of the  multiplier will fall.  If the  

marginal propensity to  import falls,  then there  will be  an increase  in 

the  multiplier.

If a  government is  planning to  intervene  to  try to  fill a  deflationary 

gap,  it must have  some idea of two things.  First,  it must try to  

estimate  the  gap  between equilibrium output and full employment 

output.  Second,  it must have  some estimate  of the  value  of the  

multiplier so  as  to  be  able  to  judge  the  suitable  increase  in aggregate  

demand that is  necessary to  inject into  the  economy in order to  fill 

the  gap.  The  difficulties  in estimating both of these  values  illustrate  

one  of the  limitations of government fiscal policy aimed at managing 

aggregate  demand in the  economy.
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EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1   With  the help of a  d iagram,  expla in  the d i fference between  the equi l ibrium  level   

of output and  the fu l l  employment level  of output.  [10 marks]

2  With  the help of a  d iagram, expla in  the effects of an  increase in  long-run   

aggregate supply on  national  income and  the price level .  [10 marks]

3  With  the help of a  d iagram i l lustrating the new classical  perspective,  expla in  how an   

increase in  aggregate demand  wi l l  a ffect an  economy in  the short run  and  the long run .  [10 marks]

HL Creating your own  numerica l  example,  expla in  two factors that would  cause the  

va lue of a  countrys multipl ier to increase.  [10 marks]

Paper 1 , essay question

1  a  Expla in  the components of aggregate demand.  [10 marks]

 b  Evaluate the extent to which  an  increase in  aggregate demand  is benecia l   

for an  economy.  [15 marks]

Student workpoint 16.3
Be a  th inker

Show you r workings  for each  of the  fo l lowing.

1   An  economy has a  margina l  propensity to  consume of 0 .8 .  Ca lcu la te:

 a   i ts  m argin a l  p ropensi ty to  wi thd raw

 b  i ts  mu l tip l ier

 c   the  amoun t of in jections  th a t wou ld  be  needed  i f n a tiona l  in come 

i s  to  ri se  by $1 0  m i l l ion .

2   I n  a  country,  the  margina l  propensity to  save is  0 .1 ,  the  margina l  ra te  of 

ta xation  is  0 .3 ,  and  the margina l  propensity to  import is  0 .1 .  How wi l l  

the  va lue  of the  mu ltipl ier change i f the  government lowers ta xes,  such  

that the  margina l  ra te  of ta xation  drops to  0.2?
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Low unemployment

As we know,  a  low level of unemployment is  one  of the  main 

macroeconomic goals  of every government.  Unemployment is  a  

highly publicized topic;  a  low and/or falling unemployment rate  is  

widely interpreted as  a  sign of improved health of an economy.  The  

following article  introduces  a  few of the  key issues  surrounding the  

topic of unemployment.  It is  useful to  have  a  quick look at these  

before  developing the  theory.

Canadian unemployment rate edges up to 6.4%
Canadas jobless rate increased 

slightly to 6.4%  in April as job 

growth slowed,  Statistics Canada 

said Friday.  The rate rose a tenth 

of a percentage point from March,  

but still remained near 30-year 

lows.

Statistics Canada said 22  000 

new jobsall full timewere 

added to the nations payrolls last 

month,  significantly more than 

the 1 5  000 that economists had 

expected.

That brings the number of jobs 

created since the start of the year 

to 1 24 000.  Employment in the 

first four months is  growing by 

twice the rate of the same period 

last year.

Ontario led the country in job 

creation for the second straight 

month as the province added 

23  800 jobs,  mostly among adult 

women.  Ontario has added 

1 08 000 new jobs over the past 

1 2  months as growth in service 

sector positions has outweighed 

losses in manufacturing.

Employment in Quebec fell by 

about 24 000 in April for the 

provinces first significant decline 

this year.  It was the only province 

to record a new job loss last month.  

Job creation in Alberta and 

British Columbia was relatively 

flat last month after outpacing the 

rest of the country for the past 

1 2  months.  Those two provinces 

still have the lowest jobless rates 

in the country.  

For once,  manufacturing jobs 

actually rose.  Stats Can said 

24 500 factory jobs were added 

in April.  That still leaves the 

countrys manufacturers with 

1 65  000 fewer jobs than in 2002  

when the Canadian dollar began 

its relentless rise towards the 

current level of 90 cents US.

Statistics  Canada said that 

strong full- time employment 

growth over the last year and 

an unemployment rate  perched 

around its  record low continue 

to  push wages  up.  The average 

hourly wage in April was  up 

3 .1%  from April 2005 .

Source: CBC News,  May 5 ,  2006

Some of the  points  raised in the  article  are  as  follows.

 Unemployment essentially means just what it saysjobless .

 A change  in the  unemployment rate  of even a tenth of a  

percentage  point is  considered to  be  news.

By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

 expla in  wha t i s  mean t by unemploymen t

 expla in  the  d i fficu l ties  in vo lved  in  measu ring unemployment

 d iscuss  the  costs  of unemploymen t

 d istingu ish  between  the  d i fferen t causes  of u nemployment

 eva lua te  the  measu res  tha t m ay be  taken  to  reduce  unemployment.
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 The unemployment rate  is  affected by how many jobs  are  created 

in the  economy.

 The number of j obs  created will vary in different industries  ( e.g.  

manufacturing or services)  and may be  different for different 

groups  of people  (e.g.  men or women) .

 While  a  country will publicize  a  national unemployment rate  

(Canada   6 .4% ) ,  the  rates  in different regions will differ from 

this  national average.

 Many things  will affect the  unemployment rate,  e.g.  exchange 

rates,  costs  of raw materials,  and international economic 

conditions.

 The unemployment rate  will have  an effect on wage  rates.

What is unemployment and how is it measured?
According to  the  International Labour Organization ( ILO) ,  

unemployment is  defined as  people  of working age  who are  

without work,  available  for work,  and actively seeking employment   

(www.ilo.org) .

By definition,  the  unemployment rate  is  the  number of people  who 

are  unemployed expressed as  a percentage of the  total labour force  

(not the  whole  population) .  The labour force,  otherwise  known as  the  

work force,  is  essentially the  economically active  population.  

Although it varies  from country to  country,  there  is  a  specified age  at 

which people  are  eligible  to  start work and to  retire.  Anybody outside  

this  age  is  not part of the  work force.  S tudents attending school are  

not part of the  work force,  as  they are  not looking for work.  S imilarly,  

parents who stay at home to  look after children are  not considered to  

be  part of the  labour force.  People  who are  not considered to  be  part 

of the labour force  would include children,  students,  stay-at-home 

parents,  retired people,  and others who are  choosing not to  (or are  

not able  to)  work.  Even though they do not have jobs,  such groups 

are  not considered to  be  unemployed.  Because  they are  not actively 

seeking employment,  they are  not part of the  labour force.

It may be  surprising to  realize  that it is  actually quite  difficult to  

measure  the  size  of the  labour force  and the  number of people  that 

are  unemployed.  Each country has  its  own national system for 

measuring the  number of people  that are  unemployed.  Information is  

gathered from national censuses  and surveys  of the  population,  along 

with administrative  records such as  unemployment insurance  records  

and social security information.  It is  worth noting that there  may be  

inaccuracies  in such data and there  may also  be  inconsistency in the  

definitions across  different countries.

The  following gives  an example  of possible  differences  in 

measurement.  Unemployment data may be  based on the  people  

who  are  registered as  unemployed,  as  in Austria  or Switzerland.  

Alternatively,  it  may be  calculated as  the  number of people  who  are  

claiming unemployment benefits,  as  in B ritain and Belgium.  

However,  even within these  two  approaches,  there  may be  

problems measuring the  true  number of people  unemployed.  For 

example,  the  incentive  to  register as  unemployed is  likely to  depend 

on the  availability of unemployment benefits.  A person who  is  not 

entitled to  any benefits  is  not likely to  register as  unemployed.
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Hidden unemployment
One problem that exists  in the  calculation of unemployment is  

the  existence  of hidden  unemployment.  Hidden unemployment 

consists  of several different groups  of people.  The  first group 

includes those  people  who have  been unemployed for a  long 

period of time and have  given up  the  search for work.  S ince  they 

are  no  longer looking for work,  presumably having lost hope,  

they are  no  longer considered to  be  unemployed.  Another group 

of people  who make up  the  hidden unemployed are  people  who 

have  part- time work but would really like  to  be  working full 

time.  S ince  they are  working part time they are  obviously not 

considered as  unemployed.  They might not be  earning as  much 

as  they would like,  or need,  and would like  to  find a full- time 

j ob,  but have  to  stay in the  part-time job  as  it provides  better 

income than having no  j ob.  Yet another group of people  hidden 

from official unemployment figures  are  people  who are  working 

in j obs  for which they are  greatly over-qualified.  Again,  such people  

would like  to  find work that utilizes  their skills  and pays  higher 

income,  but must stay in the  lower-skilled job  as  it is  better than  

no  job  at all.

DID YOU  KNOW?

What does the International  Labour 

Organization  do?

The  In terna tiona l  Labour Organ iza tion  is  the  U N  

specia l ized  agency wh ich  seeks  promotion  of socia l  

ju stice  and  in terna tiona l ly recogn ized  human  and  labour 

righ ts.  I t was  founded  in  1 920  and  is  the  on ly su rviving 

ma jor crea tion  of the  Trea ty of Versa i l les  wh ich  brought 

the  League  of N a tions  in to  being;  i t became the  fi rst 

specia l ized  agency of the  U N  in  1 946 .

The  I LO  formu la tes  in terna tiona l  labour standards  in  the  

form  of Conventions  and  Recommendations  setting 

m in imum  standards  of basic labour righ ts:  freedom  of 

a ssocia tion ,  the  righ t to  organ ize,  co l lective  ba rga in ing,  

abol i tion  of forced  labour,  equa l i ty of opportun i ty and  

trea tment,  and  other standards  regu la ting cond itions  

across  the  en ti re  spectrum  of work-rela ted  issues.  I t 

provides  techn ica l  a ssistance  primari ly in  the  fie lds  of:

 voca tiona l  tra in ing and  voca tiona l  rehabi l i ta tion

 employmen t po l icy

 l abou r adm in istra tion

 l abou r l aw and  industria l  re la tions

 working cond i tions

 management development

 coopera tives

 socia l  secu ri ty

 l abou r sta tistics  and  occupa tiona l  sa fety and  hea l th .

I t promotes  the  development of independent 

employers  and  workers  organ iza tions  and  provides  

tra in ing and  advisory services  to  those  organ iza tions.  

With in  the  U N  system ,  the  I LO  has  a  un ique  tripa rti te  

structu re,  wi th  workers  and  employers  pa rticipa ting as  

equa l  pa rtners  with  governments  in  the  work of i ts  

govern ing organs.

Source:  www.i lo.org

Student workpoint 17.1
Be an  inquirer

You  have  a l ready ga thered  the  da ta  for the  unemployment ra te  in  you r 

chosen  OECD  coun try.  N ow find  ou t exactly how the  government 

defines  and  ca lcu la tes  the  unemploymen t ra te.
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Distribution of unemployment
Along with differences  in methods  of measurement,  and the  

existence  of hidden unemployment,  it is  worth pointing out another 

limitation of the  unemployment rate.  As  with many other indicators,  

a  national unemployment rate  establishes  an average  for a  whole  

country,  and this  is  very likely to  mask inequalities  among different 

groups within an economy.  One should be  careful in using the  

national rate  as  a  basis  for making conclusions about different groups  

of people.  These  are  some of the  typical disparities  that exist among 

different groups  of people  within a country:

 Geographical disparities: Unemployment is likely to vary quite markedly 

among regions in a country,  as most countries do have some regions 

that are more prosperous than others.  Inner city unemployment 

might be quite a bit higher than suburban or rural unemployment.

 Age disparities:  Unemployment rates  in the  under-25  age  group are  

higher than the  national averages  in many countries.

 Ethnic differences:  E thnic minorities  often suffer from higher 

unemployment rates  than the  national average.  This  may be  the  

result of differences  in educational opportunities  or possibly due  

to  attitudes  and/or prejudices  of employers.

 Gender disparities:  Unemployment rates  among women have tended 

to  be  much higher than rates  for men in many industrialized 

countries.  There  may be  all kinds of reasons for this:  differences  in 

education,  discrimination by employers,  or other social factors.

Student workpoint 17.2
Be knowledgeable

1   Read  th rough  the  description  of the  m anda te  of the  I LO  in  the  D id  

you  know? box.

2   Have a  look a t the  homepage of the  I LO  (www.i lo.org)  to  develop  an  

awareness of the  type  of work carried  out by th is  in ternationa l  

organ isation .  At the  time of writing,  some of the  d iscussions include:

 The  Go  for the  Goa l    End  Ch i ld  Labour  campa ign  coincid ing 

with  the  footba l l  World  Cup  in  Sou th  Africa

 The  estab l ishmen t of a  N ew In terna tiona l  Labou r S tanda rd  on  

H IV and  AIDS  to  figh t a ga in st the  stigma  and  d iscrim ina tion  

aga in st workers  l i ving wi th  H IV or bel ieved  to  be  H IV posi tive

 the  work in vo lved  in  ensu ring th a t the  benefi ts  of globa l iza tion  

can  reach  more  people

 a  pa rtnersh ip  wi th  the  Al l  Ch ina  Federa tion  of Trade  U n ions  to  

promote  gender equa l i ty and  decen t work in  Ch ina  th rough  

strengthen ing workers  educa tion  and  socia l  d ia logue  

 the  i ssue  th a t a l though  Cambod ia  i s  emerging a s  one  of the  

brigh test econom ic growth  stories  of Sou theast Asia ,  over 

3 1 3  000  ch i ld ren  a re  trapped  in  the  worst form s  of exp lo i ta tion  

such  a s  d rug tra fficking and  prosti tu tion .

  M ake  you r own  l i st o f fou r con tempora ry i ssues  be ing add ressed  a t 

the  I LO .

Source:  www.i lo.org
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Costs of unemployment
The reason that governments place  such importance on reducing the  

level of unemployment is  because  unemployment poses great costs  on 

an economy.  It should be  pointed out that the  costs  of unemployment 

increase  the  longer that people  are  unemployed.  The costs  listed 

below are  really those costs  associated with long-term unemployment.  

These  costs  can be  grouped into different categories.

 Costs of unemployment to  the unemployed people themselves:  People  who 

are  unemployed face  several costs.  First of all,  unemployed people  

will receive  less  income than they would do  if they were  

employed.  This  is  assuming that they receive  some unemployment 

benefits.  C learly if there  are  no  unemployment benefits,  then the  

situation is  much worse.  A reduction in income implies  a  lower 

standard of living for those  that are  unemployed and perhaps their 

families  as  well.  The  costs  worsen the  longer the  people  are  

unemployed.  It is  quite  likely that a  person who remains  

unemployed for a  long period of time could become increasingly 

dejected and this  could contribute  to  high levels  of stress  and the  

problems associated with stress  such as  anxiety and depression.  

Erosion of mental health can lead to  relationship  break-downs 

and,  in the  extreme,  higher levels  of suicide.

 Costs of unemployment to  society:  The  social costs  of unemployment 

can most clearly be  seen in areas  where  there  are  high levels  of 

unemployment in the  form of poverty,  homelessness,  higher rates  

of crime and vandalism,  increased gang activities,  and so  on.  

While  it would be  a  simplification to  blame these  problems 

entirely on unemployment,  they are  not unconnected.

 Costs of unemployment to  the economy as a  whole:  A production 

possibilities  curve  can be  used to  illustrate  the  key problem facing 

an economy with unemploymentif actual output is  less  than 

potential output due  to  the  unemployment of the  factor of 

production,  labour,  then the  economy is  foregoing possible  output 

and would be  operating at a  point within its  production possibility 

curve.  This  loss  of output,  and income to  the  unemployed,  has  

other implications  for the  economy as  a  whole.  For instance,  

there  is  the  opportunity cost of the  governments  spending on 

unemployment benefits.  If unemployed people  who have  lower 

incomes pay less  direct tax and spend less  money,  the  government 

earns  less  in indirect taxes  as  well.  The  government may have  to  

spend more  money to  solve  the  social problems created by 

unemployment.

What are the main factors affecting the level  of 
unemployment?
At any given point in time there  will be  a number of people  that are  

unemployed.  This  may be  referred to  as  the  pool  of unemployment.  

But this  pool  will be  in a constant state  of change.  At any given time 

people  are  becoming unemployed while  others are  gaining 

employment.  The level of unemployment depends on the  relationship  

between these  two.  If more  people  are  becoming unemployed than 

gaining jobs,  then the  level of unemployment will rise.  If more  jobs 

are  being created so  that more people  are  gaining jobs  than losing 

You take my life when you do 

take the means whereby I live.
William  Shakespeare,   

The Merchant of Venice

Student workpoint 17.3
Be an  inquirer

I n vestiga te  th e  d i stribu tion  of 

u nemploymen t in  you r chosen  

OECD  coun try by looking a t th e  

unemploymen t ra tes  for:

 d i fferen t regions

 d i fferen t age  groups

 d i fferen t ethn ic groups

 men  and  women .

Presen t the  in formation  in  the  

form  of tab les  or graphs.  O ther 

th an  the  n a tiona l  sta tistics  office  

or the  OECD,  the  I LO  m igh t be  a  

u sefu l  resou rce.

Student workpoint 17.4
Be a  thinkerIllustrate  the 

following.

Using a  production  possib i l i ties  

cu rve,  exp la in  the  costs  of 

unemployment to  an  economy.

Student workpoint 17.5
Be an  inquirer

Try to  a ssess  some  of the  

problems  a ssocia ted  wi th  

unemployment in  you r chosen  

coun try.
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j obs,  then the  level of unemployment will fall.  These  can be  referred 

to  as  the  inflows and outflows into the  pool  of unemployment and 

are  illustrated in Figure  1 7.1 .

The  movements  in and out of the  pool of unemployment affect the  

supply of labour in an economy at any given time.  This,  along with 

the  demand for labour,  will determine the  level of employment and 

unemployment in an economy.

Causes of unemployment
There  are  two main categories  of unemployment.  Although these  

terms are  not specifically mentioned on the  IB  D iploma Programme 

syllabus,  they help  to  understand the  causes  of unemployment.  

The  categories  are:  equilibrium unemployment and disequilibrium 

unemployment.  Before  looking at each type,  it is  necessary to  

introduce  the  concepts  and diagrams explaining an economys  

labour market.

The labour market

The labour market is  illustrated in Figure  1 7.2 .

The  diagram shows the  macroeconomic labour market.  The  y-axis  

on the  diagram represents  the  price  of labour,  as  measured by the  

average  real wage  rate.  This  shows the  average  level of wages  

adjusted for inflation.  The  labour market represents  the  demand  

and supply for all labour in the  economy.  Thus  the  demand for 

labour is  more  accurately called the  aggregate  demand for labour 

(ADL)  as  it includes  the  demand not just for one  type  of worker but 

for all the  labour that is  involved in producing an economys  goods  

These factors cause the level  

of unemployment to rise

These factors cause the level  

of unemployment to fa l l

Inflows (those becoming unemployed)

     People who have lost their jobs 

     People who have resigned

     People who have left school,  but have not yet found  work

     People who are trying to return  to work after having left i t (e.g.  stay-at-home parents   

     returning to the workforce)  

     People who have immigrated  into the country but have not yet found  work

Outflows (those no  longer considered to  be unemployed)

      People who find  jobs 

      People who retire

      People who go (back)  into education

      People who choose to stay at home to look after ch i ldren

      People who emigrate to other countries

      People who give up the search  for jobs

      People who pass away 

Note that other than  the first point,  the rest of the people are no longer considered  to be 

unemployed  because they have left the labour forcethey are no longer people of 

working age who are without work,  avai lable for work,  and  actively seeking employment.

Figure 1 7.1  Inflows and  outflows from the pool  of unemployment
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and services.  For example,  it  includes  the  demand for teachers,  

assembly line  workers,  sales  people,  pizza deliverers,  motorcycle  

mechanics,  and bankers,  to  name a  few.  The  aggregate  demand 

curve  shows the  total demand for labour at every given average  

wage  rate.  The  aggregate  demand curve  slopes  downwards,  because  

at a  lower real wage  level,  producers  are  more  willing to  take  on 

more  labouri.e.  producers  demand for workers  increases.  As  the  

wage  level increases,  firms  attempt to  reduce  the  amount of  

labour that they use,  perhaps  by using more  capital- intensive  

production methods.

The  aggregate  demand for labour curve  is  dependent on aggregate  

demand in the  economy.  If AD  increases,  and more  output is  

produced,  it  may be  assumed that more  labour is  demanded to  

produce  the  extra output.  S imilarly,  if AD  falls  it  is  assumed that 

firms  will need fewer workers  to  produce  the  lower level of goods  

and services  demanded.

The aggregate  supply of labour curve  (ASL)  illustrates  the  total 

number of an economys  workers  that are  willing and able  to  work in 

the  economy at every given average  wage  rate.  As  the  average  wage  

rate  increases,  more  people  are  willing to  work and so  the  ASL curve  

slopes  upwards.

The  labour market is  in  equilibrium where  the  aggregate  demand 

for labour is  equal to  the  aggregate  supply of labour.  Although  

it  resembles  any microeconomic demand and supply diagram,  it  

is  actually a  macroeconomic model,  as  it  describes  aggregates   

in  the  economy.  The  equilibrium wage  for the  economy is  

established by this  interaction of ADL and ASL and is  shown on  

the  diagram as  We.

Disequilibrium unemployment
Disequilibrium unemployment occurs  when there  are  any conditions  

that prevent the  labour market from clearing,  that is,  reaching the  

labour market equilibrium.  There  are  two types  of disequilibrium 

unemployment.

Real-wage unemployment (or classical  unemployment)

The first type of disequilibrium unemployment,  real-wage  

unemployment (or classical unemployment) ,  is  illustrated in Figure 1 7.3 .

This type of unemployment may be referred to  as  classical 

unemployment as it represents the view of classical (and new classical)  

economists  that argue that some unemployment is  caused by trade  

unions and government minimum wages interfering with the labour 

market.  Trade unions negotiate wages that are  higher than the  

equilibrium and a minimum wage is  set above the equilibrium.  As a  

result of the higher enforced wage (W1 ) ,  the aggregate supply of labour 

is  greater than the aggregate demand for labour,  and unemployment of 

a-b  is  created.  (You should be  able  to  see  that this  surplus  of labour 

represents the same outcome as discussed in Chapter 5  on minimum 

prices. )  In this  situation,  the trade unions and/or the government are  

preventing the market from clearing.
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Figure 1 7.3  Real-wage unemployment
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Solutions to real-wage unemployment

The solutions to this type of unemployment are clear.  If the trade unions  

are preventing the labour market from clearing,  then the government 

should reduce the ability of unions to negotiate higher wages.  Similarly,  

if the minimum wage prevents the market from clearing,  then the  

minimum wage should be reduced,  or even abolished.

There  are  obvious  consequences  to  such policies.  First of all,  it might 

be  quite  difficult to  reduce  union power.  Second,  and perhaps  more  

importantly,  the  effects  of such policies  will harm poorest workers  the  

most.  High- income workers  are  not the  ones  who receive  minimum 

wages;  a  reduction in the  minimum wage  will reduce  the  income and 

living standards  of those  workers  who are  already earning low wages.  

Thus such a policy can lead to  a  worsening distribution of income 

within an economygreater inequity.

You are  not required to  be  familiar with this  type  of unemployment 

( real wage  unemployment)  for the  exam,  but it does  broaden your 

understanding of unemployment.  The  concepts  of minimum wages  

and trade  union power are  very important in understanding labour 

market and equity issues.

Demand-deficient unemployment or cyclical  unemployment

This  type  of disequilibrium unemployment is  associated with the  

cyclical downturns  in the  economy.  As  an economy moves  into  a  

period of slower growth (or negative  growth in the  case  of a  

recession) ,  aggregate  demand tends  to  fall as  consumers  spend less  

on goods  and services  ( see  Figure  1 7 .4(a) ) .  This  is  likely to  lead to  a  

fall in the  demand for labour,  as  firms  cut back on production.  This  is  

illustrated in Figure  1 7 .4(b) .

Assume that the  economy is  initially operating at a  high level of 

economic activity at Y1  in Figure  1 7.4(a) .  There  is  aggregate  demand 

for labour at ADL  in 1 7.4(b)  so  the  equilibrium wage  will be  We,  for 

Qe  workers.  The  labour market is  in equilibrium.

If the  economy slows down,  aggregate  demand is  likely to  fall as  

shown in Figure  1 7.4(a) .  To  reduce  their output,  firms will reduce  

their demand for labour from ADL to  ADL1  as  shown in Figure  

1 7.4(b) .  If labour markets  functioned perfectly,  then the  average  real 

wage  would fall to  W1 .  However,  this  is  not the  case,  and we say that 

wages  are  sticky downwards .  This  means that while  workers  wages  

can easily increase,  it is  less  likely that real wages  will fall.  There  are  

several reasons for this  wage  stickiness .  First of all,  firms realize  

that paying lower real wages  is  likely to  lead to  discontent and 

reduced motivation among workers.  This  may result in lower worker 

productivity and is  undesirable.  Secondly,  firms may not be  able  to  

reduce  wages due  to  labour contracts  and trade  union power.  S ince  

wages  are  likely to  remain stuck  up  at We,  the  aggregate  supply of 

labour will be  greater than the  aggregate  demand for labour and 

unemployment of ab  will be  created.

This  type  of unemployment has  a  third nameKeynesian 

unemployment.  As  discussed in Chapter 1 6 ,  Keynes  observed that 

it was  quite  possible  for the  economy to  operate  well below full 
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employment,  and this  was  likely to  result in high levels   

of unemployment.

Solution to demand deficient unemployment

Given that the  problem is  due  to  the  low level of aggregate  demand,  

the  solution to  this  type  of unemployment should also  be  clearthe 

government can intervene to  bring about an increase  in aggregate  

demand through the  use  of fiscal or monetary policies.  That is,  the  

government can use  Keynesian demand management policies.

S ince the  problem is  caused by insufficient aggregate  demand in the 

economy,  the  government could use  fiscal policy by increasing AD  

itself through increased government spending,  or it could lower direct 

and indirect taxes  to  indirectly increase  consumption by households   

and investment by firms.  The central bank could use  monetary policy 

by decreasing interest rates  or increasing the  money supply.

Equilibrium unemployment (natural  unemployment)
Theoretically,  the  labour market may be  in equilibrium,  with no  

demand deficient or real-wage  unemployment,  but there  might still 

be  unemployed people.  This  is  because  there  are  other types  of 

unemployment that occur even when the  labour market is  in 

equilibrium.  When the  labour market is  in equilibrium,  the  number 

of j ob  vacancies  in the  economy is  the  same as  the  number of people  

looking for work.  This  is  full employment where  there  is  no  

disequilibrium unemployment.  Jobs  exist,  but people  are  either 

unwilling or unable  to  take  the  jobs  that are  available.  This  is  best 

understood through the  use  of Figure  1 7.5 .

This  diagram introduces  a  new curvea measure  of the  total labour 

force  (LF) .  Why is  the  number of workers  in the  labour force  greater 

than the  aggregate  supply of labour?  Recall that the  aggregate  supply 

of labour shows the  number of people  willing and able to  work at every 

given  wage rate.  But at any given wage  rate,  there  will be  more  people  

looking for j obs  than those  who are  actually willing and/or able  to  

take  the  jobs.  Thus,  at We,  Qe  people  are  willing and able  to  take  j obs,  

yet ab  unemployment exists.

Although it is  difficult to  observe  on the  diagram,  the  fact that there  

is  no  disequilibrium in the  labour market means that there  are  j obs  

available  but ab  people  are  either not willing or not able  to  take  the  

j obs.  For example,  perhaps  there  are  j ob  vacancies  in the  financial 

services  industry,  but the  unemployed assembly line  workers  are  not 

able  to  take  the  j obs  because  they lack the  appropriate  education and 

skills.  Or perhaps  there  are  j ob  vacancies  in the  domestic services  

industry,  but the  unemployed mechanical engineers  are  unwilling 

to  take  them.  Or perhaps  there  are  j obs  available  for computer 

programmers,  but the  unemployed computer programmers  are  not 

aware  that these  j obs  are  available.  In each of these  three  examples,  

the  unemployed workers  are  either unable  ( the  assembly line  

workers  and the  computer programmers)  or unwilling ( the  

mechanical engineers)  to  take  the  j obs  that are  available.

Notice  that the  gap  between the  aggregate  supply of labour curve   

and the  labour force  curve  becomes smaller at higher wages.  This  is  

Figure 1 7.5  Equi l ibrium  unemployment
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Assessment advice:  Treat th is  as 
an  exam  question  where you  would  
define relevant terms,  draw appropria te 
d iagrams,  expla in  the  d iagram  to  apply 
the theory,  and  include examples 
where a  government m ight have used  
such  a  pol icy.

Student workpoint 17.6
Be a  thinker

Using a  d iagram ,  exp la in  how 

fi sca l  po l icy m igh t be  u sed  to  

decrease  demand  deficien t 

unemployment.
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common sense.  At low wage  rates,  there  are  fewer workers  that are  

willing  to  work;  people  would rather be  unemployed than take  the  

j obs  that are  available.  But as  the  real wage  rate  rises,  more  people  

are  willing to  take  the  j obs,  thus  the  gap  between the  two decreases.

There  are  three  main types  of equilibrium unemploymentfrictional,  

seasonal,  and structural unemployment.  Together they make up what 

is  known as  the  natural unemployment in the  economy.  An economy 

is  at full employment when the unemployment that exists  in the  

economy is  only the  natural employment.

In the next section,  the three types of natural unemployment are  

explained.  In simplified terms,  there is  one common featurejobs exist 

but the people are  either unwilling or unable  to  take these jobs.  Thus  

the solutions for each type of unemployment share the characteristic 

that they are designed to  make people  more able  to  take the vacant 

jobs,  or encourage them to be  more willing  to  take the available  jobs.  

As a result,  in each case the aggregate supply of labour will shift to  the  

right.  Solutions to  these types of unemployment are  types of supply-

side policies,  as  they are  designed to  increase the quantity and improve  

the quality of labour.  These are  generally the same as  explained in 

Chapter 1 5 ,  but these policies  are  focused specifically on the labour 

market.  Remember that we tend to  group supply-side policies into two 

categoriesinterventionist and market-based policies.  True to  their 

name,  the interventionist policies  rely on government involvement in 

the labour market,  while the market-based policies  emphasize the  

importance of allowing the labour market to  function freely without 

government intervention.

Frictional  unemployment
This  is  the  short- term unemployment that occurs  when people  are  

in between j obs,  or they have  left education and are  waiting to  take  

up  their first  j ob.  This  type  of unemployment is  easily recognizable  

as  natural  unemployment as  it  is  natural for people  to  leave  j obs  in 

the  hopes  of finding better ones.  Moreover,  it  is  not generally 

perceived to  be  a  negative  outcome in any dynamic economy.  If 

people  leave  one  j ob,  the  assumption is  that they will move  on to  a  

j ob  where  they can be  more  productive.  As  soon as  such members  

of the  labour force  get a  j ob,  they will  be  able  to  contribute  more  to  

the  economy.

Solutions to frictional  unemployment

Even though frictional unemployment is  not seen as  a  serious  

problem in an economy due  to  its  short- term nature,  there  are  ways  

that governments  can reduce  this  level of unemployment if it  is  

believed that people  are  remaining unemployed for too  long a  time.  

Some would argue  that people  will have  little  incentive  to  find a  j ob  

if the  unemployment benefits  available  to  them in their country are  

generous  and allow them to  take  their time  in looking.  Thus,  

economists  who prefer to  allow markets  to  operate  freely would say 

that governments  should lower unemployment benefits  to  

encourage  unemployed workers  to  take  the  j obs  that are  available  

rather than allow them the  chance  to  wait for a  better one  to  come 

along.  If unemployment benefits  were  reduced,  then the  
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unemployed workers  might become more  willing to  work,  thus 

shifting the  aggregate  supply of labour to  the  right.

Sometimes  people  who are  frictionally unemployed remain without 

work because  they are  not aware  of appropriate  vacancies  that exist.  

In such a case,  frictional unemployment can be  reduced by improving 

the  flow of information from potential employers  to  people  looking 

for j obs.  This  can be  through such things  as  internet job  sites,  

newspapers,  j ob  centres,  and employment counsellors.  This  would 

reflect a  more  interventionist approach.

Seasonal  unemployment
It is  natural in many economies for some workers to  be  employed on 

a seasonal basis.  That is,  the  demand for certain workers  falls  at 

certain times of the  year.  For example,  in temperate  climates  where  

there  is  a  cold winter there  may be  unemployed construction workers 

or farmers.  The tourism industry tends to  work in seasonsfor 

example,  there  is  not much call for a ski instructor in Austria in July.

Solutions to seasonal  unemployment

Such unemployment can be  reduced by encouraging people  to  take  

different j obs  in their off season.  The  methods mentioned above,  

reduced unemployment benefits  and greater flow of information,  are  

appropriate  here  as  well.

Structural  unemployment
This  is  by far the  worst type  of equilibrium unemployment and 

occurs  as  a  result of the  changing structure  of an economy.  

S tructural unemployment occurs  when there  is  a  permanent fall  in 

demand for a  particular type  of labour.  This  is  natural in a  growing 

economy,  as  while  there  will always  be  new types  of j obs  being 

created (e.g.  software  engineers) ,  other j obs  in a  country may 

disappear ( e.g.  coal mining) ,  making people  unemployed.  One  

reason that it is  so  harmful is  that it tends  to  result in long-term 

unemployment as  people  who lose  their j obs  in one  area lack the  

necessary skills  to  take  on the  newly-created j obs.  We  say that they 

lack the  occupational mobility to  change  j obs.  It may be  that j obs  are  

created in one  part of the  country,  while  the  unemployed are  living 

in another part of the  country.  Here,  we  say that they lack the  

geographic mobility.

There  are  different causes  of structural unemployment.

 It is  possible  that new technologies  can make certain types  of 

labour unnecessary.  By its  very nature,  automation reduces  the  

need for labour.  For example,  automated teller machines  (ATMs)  

have  reduced the  demand for human bank tellers.  This  can be  

referred to  as  technological unemployment.

 Demand for a  particular type  of labour might fall due  to  lower-cost 

labour in foreign countries.  For example,  there  is  less  demand for 

furniture  makers  in Italy as  a  result of competition with Chinese  

furniture  makers  whose  costs  are  lower.  This  is  resulting in higher 

unemployment among Italian furniture  makers.
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 Changes  in consumer taste  may lead to  a  fall in demand for a  

particular type  of labour.  For example,  people  in some areas  are  

increasingly concerned about the  negative  externalities  associated 

with the  production and consumption of coal.  This  has  led to  a  

search for alternatives  and a fall in the  demand for coal in some 

countries.  As  a  result,  coal miners  have  become structurally 

unemployed.

A slightly different way of looking at structural unemployment 

would be  to  consider ways  that changes in the  institutional 

framework of an economy affect the  labour force.  The  institutions  

that could be  included here  include  laws governing the  labour 

market,  trade  unions,  or even cultural traditions  such as  the  role  of 

women in the  workforce.  For example,  consider the  case  where  there  

is  a law which states  that firms may not fire  workers  unless  they give  

lengthy documentation and proof of inefficiency or malpractice.  Most 

people  would agree  that this  is  a  very important right that should be  

given to  all workers.  However,  this  law might also  prevent some 

firms from hiring workers,  as  they fear the  costs  of dismissing them 

should the  workers  not be  efficient.  A change  in the  law reducing the  

protection of workers  (deregulation)  would give  firms more  incentive  

to  increase  their demand for labour.  Using another example,  a  key 

responsibility of trade  unions is  to  protect their union members.  It 

may be  that firms are  prevented from hiring certain workers,  who 

might be  willing and able  to  work,  because  the  union does  not allow 

the firms to  employ non-union members.  In this  case  the  union 

would be  contributing to  the  unemployment in the  economy and a 

reduction in the  trade  union power would reduce  unemployment.  

We can use  a  diagram to  illustrate  structural unemployment.  

Consider the  case  of manufacturing workers  in Canada,  as  

illustrated in Figure  1 7 .6 .  Given that the  cost of employing labour 

in manufacturing in emerging/developing economies  is  lower than 

in high income countries  there  has  been a  fall  in demand (D 1  to  D 2 )  

for manufacturing labour in higher-wage  countries  such as  Canada.  

The  consequence  of this  is  that there  are  fewer manufacturing 

workers  employed (Q1  to  Q2 )  and the  wage  falls  from $1 6  per hour 

to  $ 1 2  per hour.  From this  diagram we  can assume that unless  these  

workers  can find other j obs  there  is  an increase  in unemployment 

of the  amount Q1Q2 .

Please  note  an important distinction between demand deficient 

unemployment and structural unemployment.  Demand deficient 

unemployment is  caused by an overall (and temporary)  fall in the  

demand for all  labour in the  economy as  a  result of a  slowdown in 

economic growth or a recession.  The  expectation would be  that once  

aggregate  demand picks  up  then the  aggregate  demand for labour 

should also  increase.  Structural unemployment is  caused by a  

permanent fall in the  demand for one  type  of labour and requires  a  

different set of solutions.

However,  it  should be  noted that demand deficient unemployment 

caused by a  lengthy period of economic activity could result in 

structural unemployment.  This  could occur because,  as  the  economy 

Figure 1 7.6  A fa l l  in  employment 
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picks  up,  it  is  quite  possible  that new forms of labour are  needed,  

while  workers  who  were  made  redundant during a  recession do  not 

have  the  skills  needed for the  changing economic climate.

Solutions to structural  unemployment:  interventionist policies

A key here  is  to  try to  enhance  the  occupational mobility of people,  

so  that they become more  able  to  take  available  jobs.

 A long-term solution involves  an education system that trains  

people  to  be  more  occupationally flexible.  Evidence  suggests  that 

people  in more  developed economies  will have  to  change  j obs  

several times in their career.  Thus it is  clear that an education 

system must make people  able  to  learn the  skills  to  adapt to  

rapidly changing economic conditions.

 Another strategy to  improve  occupational mobility involves  

spending on adult retraining programmes to  help  people  acquire  

the  necessary skills  to  match available  j obs.

 Another possibility is  for the  government to  give  subsidies  to  

firms that provide  training for their workers.

 If j obs  exist in other parts  of a  country,  a  government might 

provide  subsidies  or tax breaks to  encourage  people  to  move to  

those  areas.  This  enhances  their geographic mobility.

 Governments  can also  support apprenticeship  programmes,  such 

as  those  available  in Germany and Austria,  so  that potential 

workers  can acquire  the  skills  needed in the  labour force.

There  are  two main disadvantages  to  such policies.  The  first is  that 

they are  likely to  involve  a  high opportunity cost as  governments  will 

have  to  forego  spending in other areas  in order to  be  able  to  afford 

the strategies.  The  second is  that these  policies  are  really only 

effective  in the  longer term.

Solutions to structural  unemployment:  market-based/free market 
supply-side policies

 One strategy is  similar to  the  suggestion to  reduce  frictional 

unemployment.  Governments  should reduce  unemployment 

benefits  to  give  unemployed people  the  incentive  to  take  the  jobs  

that are  available.

 Market-oriented economists  feel that government intervention 

and labour market regulations  reduce   labour market flexibility  

and discourage  businesses  from hiring workers.  They would 

argue  that regulations  about hiring and firing,  for  example,  

make  businesses  less  willing to  take  on new workers,  so  they 

would argue  in  favour of deregulation of labour markets.  

This  would involve  reducing or  removing the  legislation that 

businesses  must follow in  their  hiring,  firing,  and employment 

practices.

The  burden of such policies  falls  on two  groups  of people.  First,  

people  who  lose  their  unemployment benefits  will  have  lower 

living standards,  and so  such a  policy can be  said to  increase  

inequity in  an economy.  Second,  it  can be  assumed that labour 

market regulations  are  in  place  to  protect workers  from unfair 



1 7    Low unemployment

21 6

2
 M

ac
ro

e
co

n
o
m

ic
s

treatment,  such as  being fired without due  cause.  Labour market 

regulations  also  guarantee  certain conditions  of work such as  

working time,  holidays,  and safety at  work.  If  there  is  labour 

market deregulation,  it  would not be  surprising to  find worse  

working conditions  for labour.  So  although unemployment might 

fall,  and the  economys  output might rise ,  there  might be  a  high 

cost for  the  workers  themselves.  Again,  this  can contribute  to  

inequity in  the  economy where  the  benefits  of higher economic 

growth are  not shared by all.

Are demand-side policies or supply-side policies 
more effective in  reducing unemployment?
It should be  clear that the  solutions  to  unemployment depend very 

much on the  type  of unemployment.  If an economy is  experiencing 

a  downturn in economic activity,  then it is  likely that demand-

deficient unemployment will rise,  making demand management 

policies  suitable.

There  are  of course  concerns  associated with such policies.  In order 

to  use  expansionary fiscal policy,  a  government may have  to  run a  

budget deficit and spend more  than it takes  in revenues.  While  not 

necessarily a  problem,  particularly in the  short run,  this  may lead to  

fiscal problems in the  longer run.  If governments  reduce  taxes,  there  

is  no  guarantee  that people  will spend their extra disposable  income;  

if consumer confidence  is  low then people  might prefer to  save  and 

aggregate  demand might remain depressed.  If governments  reduce  

interest rates  to  encourage  spending there  is  no  guarantee  that it will 

have  the  desired effect of increasing consumption and/or 

investment.  Once  again,  if consumer or business  confidence  is  low 

then there  is  unlikely to  be  an increase  in borrowing to  finance  

consumption and investment.  

Student workpoint 17.7
Be an  inquirer

Research  the  l abou r m arket 

po l icies  of the  government in  

you r chosen  coun try.  Consider 

the  fo l lowing questions:

1   How extensive  a re  the  l abou r 

m a rket regu la tions  (e .g.  

m in imum  wage,  h i ring and  

fi ring ru les  (job  secu ri ty) ,  

sa fety standa rds,  length  of 

work day,  pa id  ho l idays) ?

2   What does  the  government 

do  to  reduce  the  level  o f 

unemploymen t?  Try to  

iden ti fy the  po l icies  th a t a re  

in terven tion ist and  the  

po l icies  th a t a re  m arket-

orien ted .

DID YOU  KNOW?

J .M .  Keynes  is  a ttribu ted  

with  the  expression  you  

can t push  on  a  string  in  

rela tion  to  the  effectiveness  

of u sing expansionary 

monetary pol icy to  ra ise  

aggregate  demand .  

G ive  th is  experiment a  try!  

Pu t a  p iece  of string on  a  

table  and  try to  push  one  

end  to  move i t away from  

you .  Does i t work? To  move  

the  string you  wou ld  have  

to  pu l l  the  other end .  U sing 

th is  as  a  metaphor for 

lowering in terest ra tes  to  

ra ise  AD,  i t is  un l ikely tha t monetary pol icy wi l l  be  effective  on  i ts  own ,  

particu la rly i f there  is  low household  and  business  confidence.
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Even when successful,  there  is  likely to  be  a  lag before  they come 

into  effect.  It is  possible  that aggregate  demand will increase,  but by 

the  time that it does,  the  economy may have  already recovered,  and 

the  extra impetus can then be  inflationary.

Another problem that occurs  is  due  to  the  fact that even  

when the  economy is  at full  employment,  there  will be  some 

unemployment.  We  now know that this  type  of unemployment is  

natural unemployment and the  solutions  to  these  types  are  best 

found in supply- side  policies.  Using demand management policies  

to  cure  this  type  of unemployment will  be  unsuccessful.  At full 

employment,  the  economy is  producing near full  capacity.  Increases  

in aggregate  demand at this  point would result in inflationary 

pressure.  We  will  address  this  further in the  next chapter.

Fiscal  policy   d iscretionary policy versus automatic stabil izers

We d istingu ish  between  d iscretiona ry fi sca l  po l icy and  au tomatic 

stab i l i zers  when  d iscussing fi sca l  po l icy.  D iscretiona ry fi sca l  po l icy i s  a  

de l ibera te  change  to  a  government po l icy in  order to  m anage  aggrega te  

demand ,  such  a s  a  decis ion  to  in crease  spend ing on  in frastructu re  to  

expand  the  economy or to  reduce  spend ing on  hea l th  ca re  a s  a  means  

of defla ting the  economy.

Au tomatic  stab i l i zers ,  on  the  o ther h and ,  do  not requ i re  an y de l ibera te  

change  to  governmen t po l icy in  order to  ch ange  the  level  o f a ggrega te  

demand .  These  a ffect both  governmen t revenue  and  governmen t 

expend i tu re .  I f there  i s  h igh  unemploymen t then  governmen t ta x 

revenues  wi l l  fa l l ,  a s  fewer people  wi l l  be  ea rn ing an  in come.  I t  wi l l  n ot 

take  a ny de l ibera te  a ction  on  the  pa rt o f the  governmen t to  in crease  AD  

by lowering ta xes.  As  fa r a s  the  other too l  o f fi sca l  po l icy,  governmen t 

expend i tu re ,  i s  concerned ,  there  wi l l  a l so  be  an  in crea se  in  governmen t 

spend ing.  I f there  i s  h igh  unemploymen t then  there  wi l l  be  an  in crea se  

in  tran sfer paymen ts  to  the  unemployed  (depend ing on  the  ab i l i ty or 

wi l l in gness  of the  governmen t to  pay u nemploymen t benefi ts) .  The  

governmen t does  not h ave  to  de l ibera te ly in crease  i ts  own  spend ing to  

in crease  AD ,  a s  th i s  wi l l  h appen  a u toma tica l l y th rough  the  in creased  

spend ing on  unemploymen t benefi ts .

Au tomatic  stab i l i zers  a re  seen  a s  importan t measu res  of con tro l l ing 

fluctua ting econom ic activi ty because,  s ince  they au tomatica l ly opera te  to  

in crease  aggrega te  demand  when  there  i s  a  s lowdown  in  econom ic 

activi ty,  they a re  not in fluenced  by po l i tica l  decis ion  m aking and  not 

sub ject to  the  same  time  lags  a s  d iscretiona ry po l icy wou ld  be.

The  problem facing policy makers  is  that in  practice  it  might be  

very difficult to  distinguish between the  different types  of 

unemployment.  Moreover,  an  economy may be  suffering from 

several different types  of unemployment.  At any rate,  it  would be  

most common to  see  governments  using a  mix of demand-  and 

supply- side  policies.  Demand-side  policies,  particularly the  

manipulation of interest  rates,  are  commonly used to  narrow 

possible  business  cycle  fluctuations  and reduce  output gaps.  

Supply- side  policies  are  vital  to  ensure  that labour is  suitably 

skilled and flexible  to  adapt to  changing economic conditions  so  

that the  LRAS  is  always  shifting to  the  right.
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Crowding out
When governments  run budget deficits  in order to  stimulate  an 

economy and reduce  unemployment,  there  is  a  potential problem 

known as  crowding out .  To  run a  budget deficit,  the  government 

has  to  borrow money.  Governments  do  this  by selling government 

bonds  such as  treasury bills  or treasury bonds  to  financial institutions  

who then sell them on to  people  who  want to  save  their money.  

What they are  essentially doing is  increasing demand for the  savings,  

or loanable  funds,  that are  in the  economy.  We illustrate  the  

consequences  of this  increase  in demand in Figure  1 7 .7 .

i 1

i 2

I 2 I 1

D 1 D2
I

In
te
re
st
 r
a
te S  (loanab le

funds)

Quantity of loanable  funds

0 0

Investment

i 1

i 2

In
te
re
st
 r
a
te

(a ) (b)

Figure 1 7.7  Crowding out

There  is  a  given amount of savings in the  economy and this  is  

represented by the  supply of loanable  funds curve.  The  price  of these  

loanable  funds is  the  interest rate.  The  increased demand from D1  to  

D2  in Figure  1 7.7(a)  for savings  in order to  finance  a  deficit results  in 

an increase  in the  interest rate  from i1  to  i2 .  The  higher interest rate  

may reduce  the  incentive  for businesses  to  invest,  so  it is  possible  that 

investment will fall from I1  to  I2 ,  as  shown in Figure  1 7.7(b) .  So  we  

have  a  situation where  the  government wished to  increase  aggregate  

demand by increasing government spending,  but the  higher interest 

rate  causes  interest- sensitive  private  investment to  fall,  thus  reducing 

aggregate  demand.

Whether or not crowding out does  occur and the  extent to  which it 

might occur is  a  subject of much debate  in economics.  To  simplify the  

argument,  Keynesian economists  say that it will not occur if the  

economy is  producing at less  than full employment.  The new classical 

economists,  who are  opposed to the  use  of demand management 

policies,  argue that crowding out is  a  significant problem of increased 

government spending.
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  Data response exerciseData response exercise

Jobs gap  Wanted:  15 million posts

Economies in many developed 

countries may be starting to 

recover slowly from the recession 

but the jobs crisis looks set to last a 

while yet.  By the end of 201 1  

OECD countries will need to create 

1 5  million new jobs just to get 

employment levels back to where 

they were before the crisis hit.

Over the past two years ( to the 

first quarter of 2010) ,  

unemployment increased by half 

in OECD countries to 8.7%.  The 

rise in some countries,  such as 

Iceland,  Ireland,  and Spain,  was 

even greater.  Unfortunately,  thats 

only half the story.  Include people 

who have stopped looking for 

work and part-timers who would 

like to work full-time and the true 

numbers for unemployment and 

under-employment throughout 

the OECD area are nearly twice as 

high as headlines suggest.  

Recovery should help  ease  the 

problem,  although it may take 

some time as  employment 

growth usually lags  behind other 

signs of recovery such as  rising 

spending and trade.  This  time 

unemployment could prove to 

be  more intractable  than usual,  

with real fears  that some 

countries  could be  facing a 

j obless  recovery.  The prospect of 

long-term structural 

unemployment setting in seems 

real indeed.  

Little  wonder governments  are 

under pressure to spend money 

to  support existing jobs and to 

help create  new ones.  At the 

same time they are also under 

pressure to  rein in public 

spending,  which grew 

substantially during the crisis.  

A strong case can be  made for 

supporting j obs  programmes,  but 

governments must make 

sure they get maximum impact 

from that spending,  while 

removing some of the barriers  to 

j obs  growth in their labour 

markets  too.

Source: OECD Factblog,  Ju ly 1 7,  201 0

Unemployment rates -  1 5  mil l ion  jobs missing

Japan

Dec 2007 May 201 0
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EXAMINATION QUESTIONS

Paper 1 ,  part (a)  questions

1  With  the help of a  d iagram,  expla in  the cause of demand-decient 

unemployment.  [1 0 marks]

2 With  the help of a  d iagram,  expla in  two possible causes of  

structura l  unemployment.  [1 0 marks]

3 Explain  the concept of crowding out.  [1 0 marks]

Paper 1 , essay questions

1  a  Expla in  the costs associated  with  unemployment.  [1 0 marks]

 b  Evaluate the pol icies ava i lable to a  government that wishes  

to  reduce i ts countrys unemployment rate.  [1 5 marks]

2 a   Expla in  the d i fcul ties involved  in  interpreting ofcia l   

unemployment rate data .  [1 0 marks]

 b  Evaluate the view that the only effective way to reduce  

unemployment is  through  government intervention .  [1 5 marks]

Assessment advice: using diagrams and  
real-world examples
Sadly,  students do not a lways read  the instructions at the beginning of 
examinations.  Therefore you  are warned  that the fol lowing words appear on  the 
front cover of all of your economics exams:  Use fu l ly label led  d iagrams and  
rea l-world  examples wherever possible.  Here is  the opportunity for you  to make 
use of the information  that you  gathered  about your chosen  country.  Put the 
information  into your answer to  support the economic theory.

All  that work should  pay off!

Headl ine:  Recessi on  moves  i n to  i ts  fourth  quarter  and  takes  i ts  to l l  

on  th e  unempl o yed

Economics  concept:  Demand- defi c i ent  unempl oyment

Diagram:  D i sequi l i br i um  unempl oyment

Hints:  Expl a i n  wh y  unempl o yment  i s  l i kel y  to  r i se  and  consi der  th e 

negat i ve  effects  th i s  m i ght  create.  You  could  br i ng  i n  i deas  about  what 

act i ons  the  government  m i ght  be  consi deri ng .

You be the journ
alist

Student workpoint 17.8
Be a  th inker

You  h ave  come across  m any types  of u nemployment in  th is  chapter.  

Crea te  a  tab le  th a t wi l l  show a l l  of the  d i fferen t types  of unemploymen t,  

thei r cau ses,  a nd  a  brief note  abou t appropria te  so lu tions.
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By the  end  of th is  ch apter,  you  shou ld  be  ab le  to :

 expla in  the  concepts  of in fla tion ,  d is in fla tion ,  and  defla tion

 expla in  how in fla tion  i s  measu red

HL ca lcu la te  the  ra te  of in fla tion  u sing d a ta

 d iscuss  the  problems  in  measu ring in fla tion

 d iscuss  the  costs  of in fla tion  and  defla tion

 expla in  the  causes  of in fla tion

 expla in  and  i l lu stra te  how government and  cen tra l  bank po l icies  m ay 

be  u sed  to  reduced  in fla tion

HL expla in  and  i l lu stra te  the  short-run  Ph i l ips  cu rve

HL expla in  and  i l lu stra te  the  long-run  Ph i l l ips  cu rve

HL expla in  the  concept of the  n a tu ra l  ra te  of unemployment

HL eva lua te  the  exten t to  wh ich  there  m igh t be  a  trade-off between  

in fla tion  and  unemployment.

Inflation

In Chapter 1 3  you  learned that one  of a  governments  

macroeconomic goals  is  price  stability.  Another way to  express  this  

is  to  say that governments  desire  a  low and stable  rate  of inflation.  

Inflation is  defined as  a  persistent increase  in the  average  price  level 

in the  economy,  usually measured through the  calculation of a  

consumer price  index (CPI) .  The  word persistent  is  of great 

importance  in your understanding of the  concept.  A single  increase  

in prices  is  not called inflation.  When inflation occurs  there  is  a  

sustained increase  in the  price  level.  It  is  also  very important not to  

confuse  inflation with an increase  in the  price  of a  particular good 

or service.

Costs of inflation

The reason that governments  wish to  have  a  low rate  of inflation is  

because  there  are  a  significant number of negative  consequences  

associated with high levels  of inflation.

 Loss  of purchasing power:  If  the  rate  of  inflation is  2% ,  then this  

means  that the  average  price  o f all  goods  and services  in  the  

economy has  risen  by 2% .  If  your income  remains  constant 

then you  will  not be  able  to  buy as  many goods  and services  as  

you  could before  the  increase  in  the  average  price  level.  We  say 

that there  is  a  fall  in  real  income,  which means  that  there  is  a  

decrease  in  the  purchasing  power of  income.  If  your  income  is  

linked to  the  inflation rate ,  so  that  you  automatically  get  a  2%  

 cost-of- living  increase ,  then you  will  not  face  a  fall  in  your 

real  income.  This  is  the  case  for  many j obs ,  particularly  where  

there  are  s trong unions.  However,  many people  have  j obs  that 

dont  o ffer  the  security  o f inflation- linked incomes.  This  may 
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be  because  they are  on  fixed incomes  or  because  they 

have  weak bargaining  power or  because  they are  se lf-

employed.  Thus  inflation reduces  the  purchasing power 

of  their  incomes,  and will  reduce  their  living standards.  It 

is  important to  realize  that expectations  about inflation 

are  important.  Even when peoples  incomes  are  linked to  

inflation,  they can be  negatively affected if  the  actual  rate  

of  inflation turns  out  to  be  higher than the  expected rate .  

For  example,  if  the  expected rate  of  inflation is  1 . 5%  and 

wages  are  therefore  increased by  1 . 5% ,  then workers  will 

lose  purchasing  power if  inflation turns  out to  be  2 . 5% .

 Effect on  saving:  If you save  $1 ,000  in the  bank at 4%  annual 

interest,  then in one  years  time you will have  $1 ,040.  If the  

inflation rate  is  6%  then the  real rate  of interest ( the  

interest rate  adjusted for inflation)  will be  negative  and your 

savings will not be  able  to  buy as  much as  they could have  

in the  previous  year.  You would have  been better off 

spending the  money rather than saving it,  because  it will 

have  lost some of its  purchasing power.  Therefore,  we  say 

that inflation discourages  saving.  If people  do  want to  save  

money,  rather than spend on consumption,  then they may 

choose  to  buy fixed assets,  such as  houses  or art.  This  means that 

there  are  fewer savings available  in the  economy for investment 

purposes  and this  has  negative  implications  for economic growth.

 Effect on  interest rates:  C ommercial banks  make  their  money 

from charging interest to  people  who  borrow money from them.  

If  there  is  a  high rate  of inflation then banks  raise  their  nominal 

interest rates  in  order to  keep  the  real rate  that they earn 

positive.

 Effect on  international competitiveness:  If  a  country has  a  higher 

rate  of inflation than that of its  trading  partners  then this  

will  make  its  exports  less  competitive  and will  make  imports  

from lower- inflation trading  partners  more  attractive .  This  may 

lead to  fewer export revenues  and greater  expenditure  on 

imports ,  thus  worsening  the  trade  balance.  It  might lead to  

unemployment in  export industries  and in  industries  that 

compete  with imports .

 Uncertainty:  Not only might there  be  reduced investment due  to  

a  fall in the  availability of savings  and higher nominal interest 

rates,  but firms may be  discouraged from investing due  to  the  

uncertainty associated with inflation.  Again,  this  has  negative  

implications for economic growth.

 Labour unrest: This  may occur if workers  do  not feel that their 

wages  and salaries  are  keeping up  with inflation.  It may lead to  

disputes  between unions  and management.
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Deflation

Deflation is  defined as a persistent fall in the average level of prices in 

the economy.  There are two broad explanations  for a  fall in the  price  

level and economists  have  used these  to  categorize  good deflation  

and bad deflation.

The first type  of deflation,  good  deflation,  comes about from 

improvements  in the  supply side  of the  economy and/or increased 

productivity.  A simple  aggregate  demand/aggregate  supply diagram 

will illustrate  that an increase  in the  long-run aggregate  supply curve  

can result in an increase  in real output and a fall in the  price  level.  If 

the  level of real output increases  then we can assume that there  is  a  

lower level of unemployment as  more  workers  will be  needed to  

produce  the  higher level of output.

The  second type  of deflation,  bad  deflation,  finds  its  source  in the  

demand side  of the  economy.  Another simple  aggregate  demand/

aggregate  supply diagram will illustrate  that a  fall in aggregate  

demand will result in a  decrease  in the  price  level and a decrease  in 

real output.  If real output decreases  then it is  assumed that the  level 

of unemployment will rise,  as  firms will need fewer workers  if there  

is  less  demand.

Both causes  of deflation result in a  fall in the  price  level,  but we  

might say that the  first is  positive  because  it results  in an increase  in 

real output and a  fall in unemployment,  while  the  second is  negative  

because  it results  in a  fall in real output and a  rise  in unemployment.

It is  very important that you do not confuse deflation with a falling rate  

of inflation,  which is  referred to as  disinflation.  Consider Figure 1 8.1  

which shows the inflation rate for a country for the years 1 999 to  2005 .  

DID YOU  KNOW?

The  most famous case  of in fla tion  in  the  twentieth  cen tu ry was  the  

hyperin fla tion  in  Germany in  1 923 .  The  fo l lowing l i st of the  price  of a  

s ingle  loa f of bread  gives  you  an  idea  of how qu ickly prices  rose.

Date Price of a  loaf of bread in Marks

June 1 922 3.50

May 1 923 1 ,200

July 1 923 1 00 000

September 1 923 2  mi l l ion

October 1 923 670 mil l ion

1  November 1 923 3  bi l l ion

1 5  November 1 923 80 bi l l ion

In  May 1 923  i t became necessary for people  to  use  su itcases  (or even  

wheelbarrows!)  ra ther than  wa l lets  for their money.  Th is  i s  not su rprising 

given  the  fact tha t i t cost 50  b i l l ion  M arks  to  buy a  glass  of beer!

Source:  www.joelscoins.com

Student workpoint 18.1
Be a  thinker

Draw and  accurately label  two  

aggregate demand/aggregate  

supply d iagrams,  one to  i l lustrate  

good deflation  and  one to  

i l lustrate bad in flation .
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From 1 999  to  2000 the inflation rate rose from 1 .2%  to 1 .6% .  From 

2000 to 2001  the inflation rate fell from 1 .6%  to 1 .3% .  This means 

that the average level of prices rose,  but at a lower rate than in the  

previous year.  This is  disinflation.  In the next two years,  the inflation 

rate continued to  fall.  Prices were still rising,  but by a smaller and 

smaller amount.  Moving into 2004,  the country experienced deflation,  

where the average level of prices actually fell by 0.5% .  From 2004 to  

2005  the country was still in a period of deflation,  where average  

prices fell by 0.3% .
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Figure 1 8.1  Changing rates of inflation  and  

deflation

Costs of deflation
Although,  as  consumers,  we  might be  pleased to  face  falling prices,  a  

significant number of problems can be  associated with a fall in the  

price  level.  In fact,  economists  might argue  that the  costs  of deflation 

are  greater than the  costs  of inflation.

 Unemployment:  The  biggest problem associated with deflation is  

unemployment.  If aggregate  demand is  low then businesses  are  

likely to  lay off workers.  This  may then lead to  a  deflationary 

spiral.  If prices  are  falling,  consumers  will put off the  purchase  of 

any durable  goods as  they will want to  wait until the  prices  drop  

even further.  This  may be  referred to  as  deferred consumption.  

This  will further reduce  aggregate  demand.  If households  become 

pessimistic about the  economic future  then consumer confidence  

will fall.  Low consumer confidence  is  likely to  further depress  

aggregate  demand.  Thus,  a  deflationary spiral may occur.

 Effect on  investment:  When there  is  deflation,  businesses  make less  

profit,  or make losses.  This  may lead them to  lay off workers.  

Furthermore,  business  confidence  is  likely to  be  low and this  

Student workpoint 18.2
Be a  thinkerexplain  the following

Consider the  da ta  for J apan  in  the  a ccompanying graph  and  answer the  

fo l lowing question .

U sing defin i tions  and  a ctua l  va lues  in  you r answer,  iden ti fy the  period  of 

time  in  wh ich  J apan  experienced :

a  I n fla tion

b Disin fla tion

c Defla tion
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Student workpoint 18.3
Read  the  fo l lowing a rticle  abou t defla tion  in  J apan .  N ote  the  problems  a ssocia ted  wi th  defla tion .

is  likely to  result in reduced investment.  This  has  negative  

implications  for future  economic growth.

 Costs to  debtors:  Anyone who has  taken a loan ( this  includes all 

homeowners  who have  taken a mortgage  to  buy their home)  

suffers  as  a  result of deflation because  the  value  of their debt rises  

as  a  result of deflation.  If profits  are  low,  this  may make it too  

difficult for businesses  to  pay back their loans  and there  may be  

many bankruptcies.  This  will further worsen business  confidence.

Deation main threat to Japan economy

Stubborn deflation and low 

demand from an ageing 

population prone to very careful 

spending indicate a difficult future 

for Japans economy,  the 

government warned in an annual 

report.

Falling prices have been at the 

core of the weak performance of 

the worlds number two economy 

over the past two decades,  said the 

Cabinet Office in its Annual Report 

on the Japanese Economy and 

Public Finances.

Japan has been hit by repeated 

bouts of deflation since an asset 

price collapse in the early 1 990s 

that ended the countrys economic 

boom,  later compounded by the 

20082009 global financial crisis.

The report said Japan was now 

alone among leading industrialized 

economies in suffering from 

notable deflation,  which slows 

the economy and worsens as 

consumers put off purchases in 

anticipation of future price falls.  

While Japans economy has 

gradually been recovering from a 

bruising recession since last spring,  

thanks to improved exports and 

government stimulus,  the rebound 

is still hampered by deflation,  the 

report said.  

Japans heavy reliance on 

growth through exports has also 

aggravated deflation as companies 

facing tough competition have 

increasingly had to move 

production overseas,  where labour 

and other costs are lower,  the 

report said.

The report urged the 

government to boost domestic 

demand and jobs through 

promoting potential high-growth 

sectors such as health care and 

green technology,  echoing the 

strategy of Prime Minister Naoto 

Kan.  However,  this will only 

worsen Japans mountain of public 

debt,  which is nearing 200%  of 

gross domestic product.

Weak demand worsened the 

countrys jobless rate by about 2% in 

2009,  pushing it to 5.1%,  according 

to the Cabinet Office estimate.

Source:  Adapted  from AFP,  Ju ly 23 ,  201 0

How is inflation measured?

It is  necessary to  have  some kind of an accurate  measure  of the  

increase  in the  price  level.  The  most widely used statistic to  measure  

inflation is  known as  the  consumer price  index (CPI) .  In some 

countries  this  is  referred to  as  the  retail price  index (RPI) .

Not all  prices  change  by the  same  amount over a  given period of 

time  for example,  the  price  of chocolate  might increase  by 5%  in a  

year,  while  the  price  of petrol might increase  by 1 0% .  Neither of 

these  is  an appropriate  measure  of the  change  in the  average  price  

level.  S tatisticians  in  different countries  around the  world have  

slightly different ways  of measuring the  rate  of inflation,  but the  

central idea is  the  same.  S imply put,  they choose  what is  known as  

a  representative  basket  of consumer goods  and services  and 
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measure  how the  price  of this  basket changes  over time.  When the  

price  of the  basket increases  then this  means  that the  average  price  

level has  risen.

What is  meant by a representative basket of consumer goods and 

services?  It would be impossible to devise a measure of inflation that 

includes all goods and services bought by consumers.  In each country 

the agency in charge of the compilation of economic data creates a list 

of the typical goods and services consumed by the average household.  

These items are grouped into a number of different categories.  The  

prices of these items are measured each month to  calculate the change  

in the price of the basket.  The change in the price of the basket is  

reflected in the measure called the consumer price index.  It is  important 

to  point out that some of the goods and services consumed are far 

more important than others,  because they take up a larger share of 

consumers  income.  Thus,  the categories are given a weight in the  

index to reflect their importance in the average consumers income.  

The weights for the different categories for the UK CPI along with some 

examples of the items that are included are shown in Table 1 8.1 .

Category CPI weight (%)

Food  and  non-a lcohol ic beverages  (breads and  cereals;  meat;  
oi ls  and  fa ts;  mi lk,  cheese,  and  eggs;  fru i t;  vegetables;  sugar,  jam,  honey,  
chocolate,  and  confectionary sugar;  coffee,  tea ,  and  cocoa;  minera l  
waters,  soft drink,  and  ju ices)

1 0.8

Alcohol  and  tobacco  (spiri ts;  wine;  beer;  cigarettes and  cigars) 4.0

Cloth ing and  footwear  (womens,  mens,  and  chi ldrens clothing;  
accessories;  cleaning and  repair of clothing;  shoes and  boots)

5.6

Housing and  household  goods  (rents;  maintenance;  water 
supply;  electrici ty,  gas,  and  other fuels)

1 2.9

Furniture  and  household  goods  (furniture and  furnishings; carpets 
and  other oor coverings; household  texti les;  household  appliances;  
glassware and  tableware; goods and  services for household  maintenance)

6.4

Health  (medical  products,  appl iances,  and  equipment;  out-patient 
services; hospita l  services)

2.2

Transport  (new and  second-hand  cars;  motorcycles and  bicycles;  spare 
parts and  accessories;  fuels and  lubricants;  vehicle maintenance and  
repairs;  passenger transport by ra i lway,  road,  and  a ir)

1 6.4

Communication  (postal  services;  telephone and  telefax equipment;  
mobi le phone charges;  in ternet subscriptions)

2.5

Recreation  and  cu lture  (audio-visua l  equipment and  rela ted  
products;  data  processing equipment;  recording media ;  repair of audio-
visual  equipment and  related  products;  major durables for recreation  
and  cu l ture;  games,  toys,  and  hobbies;  equipment for sport and  
outdoor recreation;  gardens,  plants,  and  owers;  pets,  related  products,  
and  services;  recreational  and cu l tura l  services;  books,  newspapers,  
magazines,  and  stationery;  package hol idays)

1 5.0

Education  (private school  fees,  evening classes,  university tu i tion  fees) 1 .5
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From the data we can conclude that spending on food and non-

alcoholic beverages makes up 1 0.8%  of the spending of the typical  

or average household.  Thus,  changes in the prices of the food and 

beverage products in the basket will be given a weight of 1 0.8%  in the  

calculation of the index.  The components and the weighting of the  

basket are determined by surveys of household spending habits and will 

change according to changes in consumption habits ( see Table 1 8.2  for 

some examples of recent changes to the UK basket) .  The price of the  

basket is  measured regularly by collecting prices from shopping outlets  

throughout the country and a national average price is  determined.  

This is  the measure of the national consumer price index and changes  

in the index represent the headline  inflation rate.  This is  the rate of 

inflation most commonly used and the one that we are most familiar 

with for judging the overall state of the countrys economy.

Restaurants  and  hotels  (restaurants,  take-aways,  and  food  del ivery;  
bar charges;  catering;  canteens)

1 2.6

M iscellaneous goods and  services  (jewellery, clocks, and watches;  
social  protection; insurance; ower delivery; self-storage fees; funeral  charges)

9.7

Source:  Consumer Prices Index and  Reta i l  Prices Index:  The 201 0 Basket of Goods 
and  Services,  Phi l ip Gooding,  Ofce for National  Statistics

Table 1 8.1  UK CPI :  categories and  their weights

Case study

The UK Consumer Price  Index (continued)

CPI Sub-Category Change Comment

Bread  and  cereals  Added   cereal  bars Introduced  to represent a  type of snack which  is  
a ttracting gradual ly increasing expenditure and  
not previously covered  in  the basket.

Mineral  waters,  soft drinks,  and  Ju ices Added   sti l l  m ineral  water,  smal l  
bottle

New i tem.  The basket a lready includes a  larger 
bottle of mineral  water.  The new i tem  has been  
added  to represent water in  the on  the go  
drinks market and  reects increased  spending on  
bottled  water overa l l  over a  period  of years.

The UK Consumer Price Index
Currently,  around 1 80 000 separate price  

quotations are used every month covering 650  

representative consumer goods and services for 

which prices are collected in around 1 50 areas in 

the UK.  The categories and their weightings,  along 

with the representative item,  are revised each year 

to take into account changing consumption 

patterns by households.  To give one example,  there  

has been an increasing tendency for consumers  

to spend more on the category of household 

expenditure and so the weight of this component 

has risen in the last 20  years.  Items which have  

been added to the category to reflect this include  

spending on internet subscriptions,  playgroup 

charges,  and fees for nannies.  Table 1 8.2  gives  

examples of changes to the basket in 2010.
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CPI Sub-Category Change Comment

Appl iances and  products for personal  care Added   electrical  ha ir stra ighteners/
tongs

New i tem.  Introduced  as they represent a  greater 
share of the electrical  ha ircare market than  the 
hairdryer they replace.

Appl iances and  products for personal  care Added   l iqu id  soap Replaces individual  bars of toi let soap.

Photographic,  cinematographic,  and  optical  
equipment 

Removed    d isposable camera Removed  due to decreasing expenditure as 
d igi ta l  compact cameras and  mobi le phone 
photography become increasingly popular.

Appl iances and  products for personal  care Removed  l ipstick Replaced  by l ip gloss reecting a  trend  towards 
gloss.

Medical  services and  paramedical  services Removed   eyesight test charge Removed  as i t was in  a  part of the basket 
which  is  over-represented  and  there has been  a  
decrease in  expenditure as eyesight tests are free 
in  some areas.

Table 1 8.2  Changes to the CPI  basket of goods in  the UK in  201 0

Source:  Consumer Prices Index and  Retai l  Prices Index:  The 201 0 Basket of Goods and  Services,   
Ph i l ip  Gooding,  Ofce for National  Statistics

Student workpoint 18.4
Be an  inquirer

Research  the most recent changes  

to  the CPI  basket of goods in  the  

UK.  I f you  were research ing 

cu ltura l  change in  the UK,  what 

could  the changes to  the CPI  

basket over the years tel l  you?

Issues involved in the measurement of inflation
 Measuring inflation using the  consumer price  index has  one  main 

limitation.  The  basket used in any country represents  the  

purchasing habits  of a   typical  household,  but this  will not be  

applicable  to  all people.  The  purchasing habits  of different people  

will clearly vary greatly.  For example,  the  basket  of a  family 

with children will be  very different from that of an elderly couple  

or a  single  person with no  children.  There  may be  variations  in 

regional rates  of inflation within a country.  Although regional 

figures  are  published,  the  national figure  is  the  more  widely-used 

measure  and this  may not be  an accurate  reflection for a  particular 

area.  If the  national average  is  used as  the  basis  for wage  

negotiations  or pension changes then these  might not accurately 

Theory of Knowledge

I n  ca rrying ou t research  or investiga tions,  physica l  and  socia l  scien tists  

have  to  del ibera tely choose  to  include  or ana lyse  certa in  da ta  from  a  wide  

range  of da ta ,  and  their choices  inevitably a ffect the  ou tcomes.  For 

example,  when  econom ists  propose  tha t one  representa tive  i tem  be  

rep laced  with  another representa tive  i tem  in  the  CP I  basket they wi l l  u se  

da ta  concern ing household  spend ing,  bu t there  wi l l  necessa ri ly be  some 

judgment in volved .  To  what exten t do  you  th ink tha t th is  cou ld  a ffect the  

rel iab i l i ty of the  sta tistic?  

I f the  CP I  basket i s  u sed  to  genera te  the  in fla tion  ra te  on  wh ich  wage  

increases  a re  based ,  how wi l l  th is  tru ly reflect the  spend ing pa ttern s  of 

d i fferen t groups  of people?
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reflect the  price  changes for a  particular group.  This  will be  

harmful if the  group has  a  higher cost of living than suggested by 

the  national average  and beneficial for those  whose  spending costs  

are  less  than the  average.

 There  may be  errors  in the  collection of data that limit the  

accuracy of the  final results.  Because  it would be  utterly 

impossible  to  collect the  prices  of all items bought by all 

households  in all possible  locations,  it is  necessary to  take  sample  

items in a  sample  of selected cities  and a sample  of selected 

outlets.  The  layers  of sampling are  likely to  lead to  some degree  of 

inaccuracy.  The  larger the  sample,  the  more  accurate  will be  the  

results,  but this  is  time-consuming and very costly.

 As  Table  1 8 . 2  shows,  s tatisticians  try  to  take  into  account 

changes  in  consumption habits  by  making changes  to  the  

basket.  Items  are  removed or  added to  be  more  representative  

of the  typical  households  demand.  However,  this  takes  a  good 

deal  of  time.  Moreover,  if  the  items  in  the  basket  are  changed,  

then this  limits  the  ability  of  analysts  to  make  comparisons 

from one  time  period to  another.  This  is  complicated by the  fact 

that the  quality  of  goods  changes  over  time.  For example,  when 

a  computer  company upgrades  a  computer  to  include  more  

built- in  memory,  then the  quality  of the  product improves.  The  

price  of  the  computer  may rise  to  reflect  the  improvement.  If 

the  computer  is  in  the  typical  basket,  then this  will  feed into  

a  higher rate  of inflation,  yet  the  product isnt  really  the  same 

product.

 Countries  measure  their rate  of inflation in different ways and 

include  different components.  This  can make it problematic to  

make international comparisons.

 Prices  may change  for a  variety of reasons  that are  not sustained.  

For example,  seasonal variations  in the  prices  of food and volatile  

oil prices  may lead to  unusual movements  in the  inflation rate  and 

can be  misleading.  S tatisticians  make some effort to  reduce  such 

distorting effects  by identifying a core  rate  of inflation that uses  

the  information of the  consumer price  index but excludes food 

and energy prices.

 The  CPI ( or RPI)  measures  changes  in  consumer prices  and is  a  

very important indicator of an economys  health.  However,  there  

are  other price  changes  which are  important in judging the  

economic health and prospects  of a  country.  For this  reason 

economists  also  measure  changes  in the  prices  of the  factors  of 

production needed by the  economys  firms.  One  way of doing 

this  is  through a  commodity price  index,  which tracks  changes  in 

raw material prices.  There  are  different types  of a  commodity 

price  indices.  One  measures  changes  in  a  weighted basket of a  

large  number of different traded commodities.  O thers  track a 

particular category of commodity,  such as  food commodities  ( e .g.  

sugar or coffee)  or industrial commodities,  which is  further 

divided into  metals  ( e .g.  tin,  copper)  and non-food agricultural 

commodities  ( e .g.  wool) .  Upward movements  in  commodity 

prices  are  signals  of cost-push pressures  and may be  a  leading 

indicators  ( indicators  which predict that a  change  will occur in 

the  future)  of inflation.  
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  Another index used is  a  producer price  index,  which tracks the  

price  of goods as  they leave  the  factories  and before  distributors,  

wholesalers,  or retailers  ( stores)  add their profit margins.

Causes of inflation
We can divide  the  causes  of inflation into  three  main types:   

demand-pull inflation,  cost-push inflation,  and inflation due  to  

excess  monetary growth.

Demand-pull  inflation
As the  name suggests,  demand-pull inflation occurs  as  a  result of 

increasing aggregate  demand in the  economy.  This  can be  seen in 

Figure  1 8.2 .  The  increase  in aggregate  demand from AD1  to  AD2  

pulls  up  the  average  price  level from P1  to  P2  .

The  reasons  for the  increase  in aggregate  demand could be  due  to  

changes  in any of the  components  of aggregate  demand.  For 

example,  there  could be  a  high level of consumer confidence,  

causing consumers  to  increase  consumption.  There  could be  a  high 

level of demand for a  countrys  exports  due  to  rising foreign 

incomes.  The  increase  might be  due  to  an increase  in government 

spending.

Cost-push inflation
Cost-push inflation occurs  as  a  result of an increase  in the  costs  of 

production.  As  you know,  an increase  in costs  results  in a  fall in 

short-run aggregate  supply from SRAS1  to  SRAS2 .  This  results  in an 

increase  in the  average  price  level and a fall in the  level of real 

output.  Cost-push inflation is  illustrated in Figure 1 8.3

The  causes  of increases  in  costs  are  discussed in Chapter 1 5 .  

Increases  in  the  price  level due  to  increases  in  the  costs  of labour 

may be  referred to  as  wage-push inflation.  Changes  in  the  costs  

of domestic raw materials  will  increase  firms  costs  of production,  

creating cost-push pressures.  Increases  in  the  costs  of imported 

capital,  components,  or  raw materials  also  increase  costs  of 

production to  firms,  causing import-push inflation.  It  is  worth 

noting that a  fall  in  the  value  of a  countrys  currency can cause  

import-push inflation.  This  is  because  a  lower exchange  rate  makes 

imported capital,  components,  and raw materials  more  expensive,  

thereby increasing the  costs  of production to  the  countrys  firms.

Figure 1 8.2  Demand-pul l  inflation
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Figure 1 8.3  Cost-push  inflation
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Demand-pull  and cost-push inflation together
Regardless  of the  source  of the  increase  in the  average  price  level,  

one  of the  problems associated with inflation is  its  tendency to  

perpetuate  itself.  For example,  consider what happens  if there  is  

an increase  in aggregate  demand due  to  increased wealth in the  

economy (perhaps  due  to  rising house  prices) .  Lets  look at the  effects  

in the  short run as  shown in Figure  1 8.4.

If we  assume that the  economy is  near full employment then the  

increase  in aggregate  demand results  in an increase  in demand-pull 

inflation as  the  price  level rises  from P1  to  P2 ,  as  shown in movement 

( 1 )  in Figure  1 8.5 .  The  diagram shows what may happen next.  The  

higher price  level means that costs  of production rise.  Also,  because  

the  price  level increases,  workers  will negotiate  for higher wages  and 

this  further increases  the  costs  of production.  Thus,  there  will be  a  
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Figure 1 8.5  An  inflationary spira l
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Figure 1 8.4 Demand-pul l  inflation

Student workpoint 18.5
Be a  thinker

Consider the fol lowing data  from  The Economist magazine and  answer the  

question  that fol lows.

The Economist commodity-price index
2000   1 00

% change on

Jul  1 3th Jul 20th* one month one year

Dollar Index

All  i tems 208.0 207.2 1 .6 1 3 .1

Food 206.1 207.4 4.8 5.4

Industrials

All 21 0.3 206.9 2.2 25.1

Nfa 200.2 1 94.3 8.0 42.0

Metals 21 5.9 21 3.8 0.9 1 8.1

Sterl ing index

All  i tems 207.9 206.2 1 .4 22.2

Euro index

All  i tems 1 51 .8 1 48.7 3.1 24.9

Gold

$ per oz   1  1 96.80   1  1 80.85 4.2 24.4

West Texas Intermediate

$ per barrel 77.31       77.38 0.4 1 9.5

*Provisiona l   

Non-food  agricultura ls.

Source:  The Economist,  Ju ly 22,  201 0

U sing in forma tion  from  the  tab le  and  an  appropria te  d iagram ,  exp la in  
the  concept of cost-push  in fla tion .
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shift in the  short-run aggregate  supply curve  from SRAS1  to  SRAS2  

as  a  result of cost-push pressures.  This  is  the  movement (2 )  in the  

diagram.  The  cycle  will not necessarily stop  there.  Higher wages  may 

give  households  the  illusion that they have  more  spending power 

and this  might encourage  further increases  in consumption,  shown as  

another increase  in aggregate  demand to  AD3  and the  movement (3 )  

in the  diagram.  This  may be  referred to  as  an inflationary spiral.

Inflation due to excess monetary growth
A group of economists  known as  monetarists  identified a third cause  

of inflation.  This  view gained popularity in the  1 970s.  One proponent 

of this  view was Milton Friedman whose famous quotation is:  

 Inflation is  always and everywhere a monetary phenomenon.  

Monetarists  argue that excessive  increases  in the  money supply by 

government are  the  cause  of inflation.  As  noted in Chapter 1 4,  the  

level of money supply in the economy is  an advanced topic not 

covered in the  IB  D iploma Programme syllabus.  However,  you can 

rely on your common sense  to  recognize  that if there  is  more  money 

in the  economy,  then there  will be  more spending,  thus higher 

aggregate  demand.  Monetarism is  a branch  of new classical 

economics  and so  we use  the  new classical long-run aggregate  supply 

curve to  show this  type of inflation.  This  is  shown in Figure  1 8.6.

Monetarists  say that increases  in the  money supply result in higher 

aggregate  demand from AD1  to  AD2 .  Because  the  economy rests  at 

the  full employment level of output in the  long run,  such increases  in 

aggregate  demand due  to  increases  in the  money supply are  purely 

inflationary,  with the  price  level rising from P1  to  P2 .
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Figure 1 8.6  Inflation  due to excess 

monetary growth

Milton  Friedman (1 91 22006)

M ilton  Friedman  was born  in  New York City.  H is  parents  

were working class imm igrants from  what is  now Ukra ine.  

He stud ied  at Rutgers Un iversity,  ach ieving h is  Bachelors  

degree when  he was twenty years old .  He then  went on  

to  earn  a  Masters degree a t the  Un iversity of Ch icago in  

1 933  and  a  PhD  from  Columbia  Un iversity in  1 946.  He  

won  a  prestigious award  honouring econom ists  under the  

age of forty in  1 952 ,  and  in  1 976  he was awarded  the  

Nobel  Prize for Economics for h is  ach ievements in  the  

fields of consumption  ana lysis,  monetary h istory and  

theory,  and  for h is  demonstration  of the  complexity of 

stabi l ization  pol icy  (http://nobelprize.org) .  He publ ished  a  

vast number of books and  articles,  includ ing a  number of 

publ ications with  h is  wife,  Rose Friedman .

 Friedman  was a  passionate  supporter of the  free  market 

and  in  th is  sense  m ight be  referred  to  as  a  new classical 

econom ist.  Yet he  is  most wel l -known  for h is  work as  

a  monetarist econom ist.  Cha l lenging the  Keynesian  

parad igm  in  the  1 950s,  Friedman  presented  a  modern  

appl ica tion  of an  o ld  econom ic equation  ca l led  the  

quantity theory of money to  ju sti fy h is  cla im  that the  

price  level  in  an  economy is  dependent on  the  money 

supply.  Al though  Keynesian  

econom ic theories  ma in ta ined  

their prom inence th rough  much  

of the  sixties,  the  work of 

Friedman  and  h is  fel low 

monetarists  became increasingly 

more  a ttractive  towards the  end  of 

the  sixties  and  the  seventies.  During th is  

time,  the  combined  econom ic problems of h igh  ra tes  of 

in fla tion  and  h igh  levels  of unemployment (known  as  

stagfla tion)  cou ld  not be  solved  th rough  the  appl ica tion  

of Keynesian  demand  management pol icies.  One 

famous quotation  of Friedman  is,  in fla tion  is  a lways and  

everywhere  a  monetary phenomenon,  mean ing 

essentia l ly tha t in fla tion  is  a lways caused  by increases  in  

the  money supply.  The  monetarist a rgument made 

famous by Friedman  rests  on  a  conviction  tha t strict 

control  of the  money supply is  necessary to  control  

in fla tion .  In  h is  comm itment to  the  va lue  of free  markets,  

he  was a lso  a  strong advocate  of the  importance  of a  

l im ited  role  of the  government in  the  economy.
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Reducing inflation

The  appropriate  policies  to  reduce  inflation depend on the  type  

of inflation.  Given that demand-pull inflation is  due  to  excess  

aggregate  demand,  then an appropriate  policy would be  to  reduce  

aggregate  demand.  Thus  the  government could use  deflationary 

fiscal policy ( increase  taxes  and lower government spending)  and/or 

deflationary monetary policy ( raise  interest rates  and reduce  the  

money supply) .

There  are  problems  associated with  such contractionary policies .  

F irst  of  all,  from a  political  s tandpoint,  such policies  are  highly 

unpopular.  Looking first  at  fiscal  policy,  a  voting population is  

unlikely to  be  happy to  accept higher taxes  as  it  reduces  disposable  

income  and the  level  of consumption.  A  reduction in  government 

spending will  inevitably impact upon a  variety of groups  in  the  

economy and this  may result  in  less  support for  the  government.  

It  takes  a  long time  for  a  government to  bring about a  change  in 

its  fiscal  policy.  Budgets  are  developed over  a  long period and 

changes  need to  go  through lengthy legislative  procedures  where  

there  may be  great opposition to  any budget cuts .  Therefore,  there  

would be  a  long time  lag  involved in  using contractionary policy 

to  bring about a  decrease  in  aggregate  demand.  As  far  as  monetary 

policy is  concerned,  higher interest  rates  will  also  harm some 

people  in  the  economy,  most obviously anybody who  has  taken a 

loan or  mortgage.  Higher interest  rates  mean higher loan and 

mortgage  repayments  and will  therefore  be  unpopular.  A 

government that is  concerned about being re- elected will  be  

reluctant to  use  these  methods  to  fight inflation.

However,  as  noted in  Chapter  1 4,  monetary policy is  carried out 

by central  banks,  and in  most industrialized countries  the  central 

bank is  an  independent body whose  main goal  is  the  maintenance  

of  a  low and stable  rate  of  inflation.  In  some  countries ,  including 

Poland,  South Korea,  C anada,  England,  Australia,  and New 

Zealand,  the  central  bank sets  an  explicit  target rate  of inflation.  

The  quotation in  D id you  know?  stating the  policy of the  National 

B ank of Poland (NBP) ,  shows  that this  central  bank uses  changes 

in  interest  rates  ( e . g.  base  rates ,  reserves  rates,  or  discount rates)  

to  keep  the  inflation rate  within  the  targeted range  of 2 . 5%  plus  

or  minus  1% .  O ther central  banks,  such as  the  Federal  Reserve  in 

the  US ,  have  an  implicit  target rate  of inflation.  That means  that 

there  is  an  informal target rate  that these  central  banks  choose ,  

rather than an officially  stated one.

The  movement towards  independence  for  central  banks  started  

in  many countries  in  the  1 980s  and was  partially  due  to  the  

tendency of governments  to  use  monetary policy to  pursue   

short- term political  ob j ectives.  Such tendencies  often resulted in 

unacceptably high levels  of  inflation as  governments,  keen to  be  

popular,  were  reluctant to  adopt any policies  such as  higher 

interest  rates  in  order  to  fight inflation.  As  a  result  of the  greater 

independence  for  central  banks  and inflation targeting,  many 

countries  have  successfully  prevented high inflation from 

occurring.

Student workpoint 18.6
Be a  thinker

Referring back to  the explanation  

of automatic stabil izers in  the last 

chapter,  expla in  how fisca l  policy 

automatica l ly works to  reduce  

inflation .  Draw a  d iagram  to  

i l lustrate th is.
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DID  YOU  KNOW?

Case study:  the  policy of the  central  bank of Poland

Since  1 999  the d irect in fla tion  target strategy has  been  u ti l ized  in  the  

implementation  of monetary pol icy.  With in  the  framework of th is  strategy,  

the  Monetary Pol icy Counci l  defines the  in fla tion  target and  then  ad justs  the  

NBP basic in terest ra tes in  order to  maxim ize the probabi l i ty of ach ieving 

the ta rget.  S ince the beginn ing of 2004,  the  Nationa l  Bank of Poland  has  

pursued  a  continuous in fla tion  target a t the  level  of 2 .5%  with  a  perm issible  

fluctuation  band  of  /  1  percentage point.  The NBP ma inta ins in terest 

ra tes  a t a  level  consistent with  the  adopted  in fla tion  target by in fluencing the  

level  of nom ina l  short-term  in terest ra tes on  the money market.  Money 

market ra tes a ffect loan  and  deposit ra tes a t commercia l  banks and  thus the  

size  of loans,  the  demand  with in  the  economy,  and  the in fla tion  ra te.

Source:  www.nbp.pl

Targeting inflation,  whether explicitly or implicitly,  is  said to  be  

beneficial as  it  results  in a  reduction in inflationary expectations.  The  

target acts  as  an anchor,  holding down inflationary pressure.  That is ,  

as  long as  people  have  faith in the  central banks  ability to  contain 

inflation,  then they will not expect higher rates  of inflation.  If they 

do  not expect higher inflation then they will not make  demands  for 

increases  in wages  any higher than the  expected rate  of inflation and 

this  will keep  the  costs  of labour from rising excessively.  This  

suppresses  cost-push inflationary pressure.

It is  fair to  say that the  more  independent the  central bank,  the  more  

likely that price  stability will be  maintained.  If inflation is  rising or 

inflationary pressures  are  building up,  then a way to  bring these  

down would be  to  raise  interest rates.  Central banks keep  very close  

watch on signs  of inflation and are  ready to  raise  interest rates  to  

reduce  inflationary pressure.  While  a  government would be  reluctant 

to  do  this,  the  central bank can make the  politically unpopular 

decision because  it does  not have  to  worry about being re-elected!

Nowadays,  monetary policy is  considered to  be  the  most effective  

way of managing aggregate  demand in the  economy and changes 

in  interest rates  are  considered the  best weapon in the  fight 

against  inflation.  Fiscal policy is  not seen to  be  as  effective  as  

monetary policy in  battling inflation.  It  would be  very difficult 

for  governments  to  reduce  their  spending because  of their 

commitments  to  the  public.  Moreover,  even if governments  could 

reduce  their  spending,  it  would take  a  long time  for the  cuts  to  

have  any effect on the  price  level.

If inflation is  of a  cost-push nature,  then deflationary demand-side  

policies  may bring down the  price  level,  but they will result in lower 

national output and are  likely to  cause  unemployment to  rise.  Thus,  

demand-side  policies  are  ineffective  and supply-side  policies  such as  

the  policies  described in Chapter 1 7  are  the  appropriate  policies  to  

deal with cost-push inflation.  However,  as  you might predict,  when 

inflation does  occur,  it is  difficult to  distinguish the  demand-pull from 

the  cost-push factors  and so  policy-makers  are  likely to  use  a  mix of 

solutions.

Student workpoint 18.7
Be an  inquirerconduct an  

investigation

I n vestiga te  the  ro le  of the  cen tra l  

bank and  in fla tion  in  you r OECD  

country.  Write  a  brief report to  

in clude  an  explana tion  of i ts  

recent in fla tion  h istory a long with  

a  d iscussion  of the  way in  wh ich  

i ts  cen tra l  bank a ttempts  to  

m a in ta in  price  stabi l i ty.  Does  th is  

cen tra l  bank ta rget a  specific ra te  

of in fla tion?
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For monetarists  who  believe  that inflation is  caused by excessive  

growth of the  money supply,  then the  solution is  p lain.  The  money 

supply should only increase  by the  same  amount as  the  real 

increase  in  national output.  That is ,  if  national output is  growing 

by 3% ,  then the  money supply should also  grow by 3% .  If money 

supply increases  by more  than 3% ,  then the  economy will  face  a  

s ituation where   there  is  too  much money chasing too  few goods  

and so  prices  will  rise  to  ration the  output.  Practically speaking,  

although central banks  can influence  the  level of spending in the  

economy through monetary policy and the  changes  in  interest 

rates,  it  is  actually very difficult for  governments  and/or central 

banks  to  control the  actual money supply in  the  economy.  It  is  not 

within the  scope  of the  IB  syllabus  to  discuss  how this  is  managed.

A significant problem facing governments  is  the  possible  trade-off 

between their different policy objectives.  They may want to  fight 

inflation by bringing about a decrease  in aggregate  demand,  but this  

might result in a higher level of unemployment.  If they try to  fight 

unemployment and increase  economic output (achieve economic 

growth)  by increasing aggregate  demand,  it might create  inflationary 

pressure.

It is  generally felt that elected governments  may not have  the  

long term interests  of the  economy at heart and might make  fiscally 

irresponsible  decisions  to  maintain popularity.  Therefore,  

responsibility for managing aggregate  demand might be  best left 

with the  automatic stabilizers  of fiscal policy and the  careful changes  

in monetary policy carried out by an independent central bank.

Student workpoint 18.8

Australia Raises Rates for Second Straight Month 

Australias central bank raised its 

benchmark interest rate for the 

second month in a row on Tuesday 

and suggested a gradual 

withdrawal of stimulus measures.  

This comes as a result of mounting 

evidence that the Australian 

economy is rapidly picking up 

speed.  The increase in its key cash 

rate,  by a quarter-percentage point 

to 3 .5%,  makes Australia the only 

country in the world to have 

implemented two successive rate 

increases this year.

Elsewhere,  including in the 

United States,  Japan,  and Europe,  

rate increases remain a more 

distant prospect as the recovery 

still remains fragile and far less 

pronounced.  But policymakers in 

those countries,  too,  have begun 

to signal a gradual exit from some 

of the other extraordinary 

stimulus measures they introduced 

to cope with the financial crisis 

and global economic slump.

Australias  more  rapid rebound 

has  given its  central bank more 

freedom to  gradually return to  

normal interest rate  levels.  The 

two consecutive  rate  increases 

reverse  some of a  series  of 

aggressive  rate  cuts,  totalling 

4.25  percentage points,  

announced by the Reserve  Bank 

of Australia (RBA)  during the 

financial crisis.

Australias recovery has been 

aided by the countrys official 

stimulus measures,  improvements 

in the labour market,  and by its 

location near to the fast-growing 

economies of Asia,  notably China,  

whose demand for Australias raw 

materials has supported the overall 

economy.

The RBA said it raised 

borrowing costs as inflationary 

pressures increased after economic 

growth accelerated.  It is  estimated 

that growth is now nearly at the 
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Calculating inflation

We already know that there  are  different types  of price  indices  

used to  measure  inflation,  such as  commodity price  indices  and 

consumer price  indices.  A  weighted price  index takes  a   basket  

of products  and the  products  are  then given a  different weight  

( or  importance) ,  based upon the  relative  amounts  that  people  

spend on them.

Let us  use  a  simple  consumer price  index to  explain how this  works.  

The  table  below shows a hypothetical,  simplified basket of goods  

which might be  bought by typical consumers  in an economy and the  

price  indices  for two years:

Category Index for year X Index for year (X   1 )

Housing 1 20 1 30

Foodstuffs 1 05 1 05

Travel 1 20 1 25

Clothing 1 20 11 0

Enterta inment 1 25 1 30

Average index 1 90/5    1 1 8 605/5    1 21

Table 1 8.3  Unweighted  price index information  for year X and  year (X  1 )

In table  1 8 .3  consumer expenditure  has  been split  into  five  

categories.  The  average  price  level for  each year is  shown by taking 

the  price  indices  for  each category of expenditure,  totalling them,  

and then dividing by the  number of categories.  We  see  that over 

1  Using a  d iagram ,  exp la in  wh ich  phase  of the  business  cycle  the  Austra l ian  economy  

seems  to  be  in .

2  Using a  d iagram ,  exp la in  a  possib le  reason  why the  Austra l ian  economy has   

emerged  from  the  s low down  ea rl ier th an  the  U S  or Eu rope.

3  Using a  d iagram ,  exp la in  why the  Reserve  Bank h as  taken  the  action  of  

i n creasing the  in terest ra te.

long-run trend rate and the fear is  

that,  without some cooling of the 

economy,  inflation will occur.  

Policy makers said interest rates 

are still below normal and further 

adjustments in monetary policy 

might be needed to keep inflation 

within the target range.

Economic conditions in 

Australia have been stronger than 

expected and measures of 

confidence have recovered,  said 

the governor of the Reserve Bank 

of Australia.  The expansion is  

generally expected to be modest in 

the major countries,  due to the 

continuing legacy of the financial 

crisis.  Prospects for Australias 

Asian trading partners appear to 

be noticeably better.  Growth in 

China has been very strong,  which 

is  having a significant impact on 

other economies in the region and 

on commodity markets.  

The central bank also said that 

now that the risk of serious 

economic contraction in Australia 

has passed,  it would be sensible to 

gradually lessen the degree of 

monetary stimulus measures that 

were put in place when the 

outlook was bleaker.

Source:  Adapted  from the New York 
Times,  November 2 ,  2009
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the  two  years  the  average  index increases  from 1 1 8  to  1 2 1 .  This  

means  that we  can work out the  inflation rate  by using the  

following equation:

Inflation rate      
Index for (X   1 )    Index for X

   __________________________  
Index for X

     1 00

In our case,  this  gives    
1 21    1 1 8  __________ 

1 1 8
     1 00      

3  ____ 
1 1 8

     1 00    2 .54%

However,  this  is  a  very simplistic and inaccurate  measure  since  it 

gives  all of the  categories  an equal weighting,  so  a  fall in the  price  of 

clothing has  an equal and opposite  effect to  the  increase  in the  price  

of housing.  This  is  obviously not accurate,  since  it is  highly likely that 

an increase  in the  cost of housing would have  a  greater impact on 

peoples  incomes than the  fall in price  of clothing,  as  people  spend 

much more  on housing per month than they do  on clothing.

This  is  why weights  are  used to  calculate  price  indices.  They stress  

the  relative  importance  of each category of goods.   In the  case  of 

consumer price  indices  the  weighting is  based upon the  relative  

expenditure  on each category.  A set of weighted figures  are  shown 

below in table  1 8.4.

Category Index for 
year X

Weight Index for year X 
times weight

Index for year 
(X   1 )

Weight Index for year (X  1 )  
times weight

Housing 1 20 0.4  48 1 30 0.4 52

Foodstuffs 1 05 0.2  11 1 05 0.2 11

Travel 1 20 0.2  24 1 25 0.2 25

Cloth ing 1 20 0.1  1 2 11 0 0.1 11

Enterta inment 1 25 0.1       1 2 .5 1 30 0.1 1 3

Tota ls 1 .0   1 07.5 1 .0 11 2

Table 1 8.4 Weighted  price index information  for year X and  year (X +1 )

In table  1 8.4 we  have  the  same price  index figures  as  in our 

earlier example,  but now there  are  weights  to  represent relative  

expenditure.  Consumers  spend 40%  of their income on housing and 

so  it is  given a weight of 0 .4.   In the  same way,  they only spend 1 0%  

of their income on clothing and so  the  weight ( importance)  of 

clothing in the  weighted consumer price  index is  only a  quarter of 

the  weight of housing expenditure.  The  total of all the  weights  is  1 .0.

The  index for year X is  calculated by multiplying the  index for each 

category by its  weight and then adding the  individual totals,  thus  

giving 1 07.5 .  The  index for year (X  1 )  is  calculated in the  same way,  

with an outcome of 1 1 2 .

We can then work out the  inflation rate  by using the  same equation 

as  earlier:

Inflation rate      
Index for (X   1 )    Index for X

   __________________________  
Index for X

     1 00

This  now gives  us    
1 1 2    1 07.5   ____________ 

1 07.5
     1 00      

4.5  ______ 
1 07.5

     1 00    4.1 9%
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Unemployment ra te

Figure 1 8.7 The origina l  Phi l l ips curve

As we can see,  the  weighted inflation rate  is  significantly larger than 

the  unweighted rate4.1 9%  as  opposed to  2 .54% .  This  is  because  the  

increase  in the  price  of housing,  the  most important expenditure,  is  

given its  proper importance  and is  not cancelled out by the  fall in the  

price  of less  important expenditures.

The inflationunemployment trade-off debate
Having looked at unemployment in the  previous  chapter,  we  now 

consider the  relationship  between the  two macroeconomic problems 

of unemployment and inflation.

The Phillips curve
In 1 958,  Alban Williams Phillips  ( the  New Zealand-born economist 

working at the  London School of Economics  who created the  

Moniac machine  mentioned in Chapter 1 3 )  published a significant 

work in which he  presented his  argument that there  was  an 

inverse  relationship  between the  rate  of change  of money wages   

( i. e.  wages  not adjusted for inflation)  in the  economy and the  rate  

of unemployment as  shown on Figure  1 8.7 .  His  observation was   

based on his  study of UK data from 1 861  to  1 91 3 .

The explanation for this  was  that,  if there  was a  low level of 

unemployment,  firms would have  to  pay higher wages  to  attract 

labour.  If unemployment was high then unemployed workers  would 

be  competing with each other to  obtain available  j obs,  so  that wages  

offered could be  relatively low.  During an economic expansion,  when 

more  output is  demanded and more  workers  are  needed,  wages  rise  

more  quickly than they would if there  was  a  contraction in activity 

and lower levels  of demand.  The  rate  of change  of money wages  

could actually become negative,  i.e.  wages  could fall at high levels  of 

unemployment because  workers  would be  willing to  accept the  lower 

wages  rather than remain unemployed.

Student workpoint 18.9
The following gives the type of questions you  

might see in  HL Paper 3 .

The price index figures for country X for two years are  

shown  below:

Category 2015 201 6

Housing 11 0 1 20

Transport 1 06 11 0

Foodstuffs 1 20 1 20

Entertainment 11 0 1 00

Clothing 1 05 1 05

Base year   201 0

1  Ca lcu la te  the  average  index for each  yea r.

2  Ca lcu la te  the  unweigh ted  in fla tion  ra te  for 

201 5/201 6 .

The  expend i tu re  pa ttern s  of the  popu la tion  of the  

coun try a re  su rveyed  and  i t i s  d iscovered  tha t the  

average  household  spends  35%  of i ts  in come on  

housing,  25%  on  tran sport,  1 5%  on  foodstu ffs,  

1 5%  on  en terta inment,  a nd  1 0%  on  cloth ing.

3  Expla in ,  with  the  help  of the  figu res  above,  the  

importance  of weigh ting.

4  Assum ing tha t consumer expend i tu re  pa tterns  do  

not change  over the  period  201 5/201 6 ,  construct 

a  tab le  showing the  weigh ted  ind ices  for 201 5  

and  201 6 .

5  Ca lcu la te  the  weigh ted  in fla tion  ra te  for 201 5/201 6 .

6 Expla in  the  d i fferences  between  the  in fla tion  ra tes  

th a t you  h ave  ca lcu la ted  in  2  a nd  5 .
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Other economists  adapted the  relationship  established by Phillips  and 

applied it to  data from other countries  to  establish the  pattern that we  

now refer to  as  the  Phillips  curve.  This  shows the  inverse  relationship  

between the  inflation rate  ( rather than the  change  in money wages)  

and the  unemployment rate  of an economy as  shown in Figure  1 8.8.  

This  is  due  to  the  fact that,  since  wages  make up  a  large  proportion of 

firms  costs,  changes  in wages  feed directly through to  changes  in the  

price  level.

Another way to  express  this  relationship  is  to  say that there  is  a  

 trade-off  between inflation and unemployment.  For example,  as  

shown in Figure  1 8.8,  an unemployment rate  of 5%  might be  

accompanied by an inflation rate  of 2% .  If unemployment were  to  

fall to  3% ,  then inflation would rise  to  6% .  As  one  variable  decreases,  

the  other increases.  The  implication of this  trade-off for government 

objectives  is  clear.  If the  main objective  of a  government is  to  reduce  

the  rate  of unemployment this  can be  done,  but at the  expense  of a  

higher rate  of inflation.  S imilarly,  if inflation is  perceived to  be  too  

high then it can be  lowered by allowing the  unemployment rate  to  

increase.  The  trade-off can also  be  explained using aggregate  

demand/aggregate  supply analysis,  as  shown in Figure  1 8.9.

The  economy is  initially in  equilibrium at Y1 ,  at a  price  level of P1 .  

If the  government feels  there  is  too  much unemployment at this  

point,  then it  might use  Keynesian demand management 

techniques  to  bring about an increase  in AD ,  from AD1  to  AD2 .  This  

will result in  an increase  in  output,  which is  produced by hiring 

more  workers,  so  unemployment is  assumed to  fall.  However,  there  

is  also  a  higher price  level,  that is ,  higher inflation.  In agreement 

with the  Phillips  curve,  a  decrease  in unemployment occurs  at a  

cost of higher inflation.  This  would be  like  the  movement from A 

to  B  in Figure  1 8 .8 .

This  existence  of a  trade-off between inflation and unemployment 

was supported by data up  to  the  1 970s.  From this  time on,  however,  

evidence  about inflation and unemployment began to  suggest that 

the  relationship  shown by the  Phillips  curve  was  no  longer valid,  as  

both inflation and unemployment rose  in many economies.  The 

combination of high inflation and high levels  of unemployment is  

known as  stagflation.  According to  the  Phillips  curve,  the  two 

problems should not worsen simultaneously and so  the  model came 

under attack.

Long-run Phillips curve

It was the monetarist economists  led by Milton Friedman who were  

the biggest critics  of the original Phillips  curve.  According to  their 

analysis  there is  no trade-off between inflation and unemployment.  

This is  consistent with the explanation of the new classical long-run 

aggregate supply provided in Chapter 1 5 .  Recall that according to  the  

new classical economists,  the economy will automatically tend towards  

its  long-run equilibrium at the full employment level of output.  

Figure  1 8.1 0  can be  used to  explain this  adaptation of the  Phillips  

curve  model.
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Figure 1 8.11  Supply-side pol icies can  

reduce the NRU

Assume that the  economy is  in long-run equilibrium at point A on 

SRPC1 .  The  labour market is  also  in equilibrium so  that the  only 

unemployment that exists  is  the  natural unemployment of 6% .  The  

inflation rate  is  2% .  People  expect inflation to  be  2%  and negotiate  

any pay increases  based on this  expected rate.  Now,  consider what 

would happen if the  government decided that they wanted to  reduce  

unemployment and so  adopted an expansionary demand-side  policy,  

for example  increasing government expenditure.  Aggregate  demand 

would increase  and this,  in turn,  would lead to  an increase  in the  

demand for labour and so  an increase  in wage  levels.  However,  at the  

same time,  there  would be  an increase  in the  inflation rate,  in this  

case  to  6% .

In the  short run there  would be  a  fall in unemployment as  workers  

who had not been prepared to  take  j obs  at existing wage  levels  before  

are  now attracted by what they think are  higher wages  and the  

economy moves  from A to  B  on the  diagram.  However,  these  are  

higher nominal wages  and real wages  have  not risen.  In this  case,  we  

would say that the  workers  have  suffered from money illusion.  

When the  workers  realize  that their real wages  have  not risen,  they 

then leave  the  j obs  and unemployment goes  back to  the  natural rate,  

but now at an inflation rate  of 6% .

The economy does  not return to  point A.  Now that inflation is  

running at 6% ,  people  will expect prices  to  continue to  rise  at 6%  

and negotiate  an equivalent increase  in wages,  so  the  economy will 

be  at point C  on the  diagram,  on a new short-run Phillips  curve,  

SRPC2 .  Unemployment has  returned to  its  natural rate  at a  higher 

rate  of inflation.  Any attempt to  use  demand management again to  

reduce the  unemployment below this  natural rate  will only result 

in higher inflation (C  to  D  to  E)  and a move to  another short-run 

Phillips  curve,  SRPC3 .

The  natural rate  of unemployment is  the  unemployment rate  that is  

consistent with a stable  rate  of inflation.  As  long as  governments  do  

not use  expansionary policies,  inflation will not accelerate  at the  

natural rate  of unemployment.  However,  if expansionary policies  are  

used,  then inflation will accelerate.

The  long-run Phillips  curve  is  vertical at the  natural rate  of 

unemployment (NRU) .  At any given point in time,  there  may be  a  

short run trade-off between inflation and unemployment,  but the  

economy will always  return to  unemployment at the  natural rate.  

Governments  cannot reduce  this  rate  by using demand management 

policies.  The  natural rate  of unemployment is  the  unemployment 

that occurs  when the economy is  at full employment and the  labour 

market is  in equilibrium.

Of course this is  not to say that the long-run unemployment rate  

cannot be reduced at all!  The key point here is  that supply-side policies,  

not demand management policies,  are the solution for reducing the  

natural rate of unemployment.  Supply-side policies will reduce the  

natural rate of unemployment and shift the long-run Phillips curve to  

the left from LRPC1  to LRPC2  as shown in Figure 1 8.1 1 .  This would be  

the equivalent of a rightward shift in the long-run aggregate supply 

curve or an outwards shift in a countrys production possibilities curve.
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This  confirms conclusions  drawn about unemployment at the  end of 

Chapter 1 7 .  Demand-side  policies  may be  appropriate  for reducing 

cyclical demand-deficient unemployment,  but not for reducing the  

frictional,  seasonal,  and structural unemployment that make up  the  

natural unemployment.

The OECD  itself admits  that the  natural rate  of unemployment can 

only be  estimated with uncertainty.  Nonetheless,  estimates  of the  

NRU are  made.  What is  evident is  that it varies  considerably over 

time and between countries.

D ifferences  between countries  are  due  to  a  number of things  

including the  availability of unemployment benefits,  trade  union 

power,  the  extent of labour market regulations,  and wage-setting 

practices  by firms.  Countries  with more  benefits  and considerable  

regulation of labour markets  tend to  have  a  higher NRU.  When 

organizations  like  the  OECD  recommend that countries  make labour 

market reforms to  reduce  unemployment,  they are  usually referring 

to  measures  that will reduce  the  natural rate.

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1  With  the help of a  d iagram,  expla in  the concept of  

demand-pul l  ination .  [1 0 marks]

2 With  the help of a  d iagram, expla in  the concept of  

cost-push  ination .  [1 0 marks]

3 With  the help of a  d iagram, expla in  the monetarist  

explanation  of ination .  [1 0 marks]

4 Expla in  three consequences of ination .  [1 0 marks]

5 Expla in  three consequences of deation .  [1 0 marks]

6 Explain  three problems involved  in  the measurement  

of ination .  [1 0 marks]

7 Using an  appropria te d iagram, expla in  why there might be  

a  trade-off between  unemployment and  ination  in  the  

short run .  [10 marks]

8 Expla in  two pol icies that might be used  to reduce the  

natura l  rate of unemployment.  [10 marks]

Paper 1 , essay questions

1  a  Expla in  the main  consequences of ination .  [1 0 marks]

 b Evaluate the methods that might be used  to reduce  

 ination.  [1 5 marks]

2 a  Expla in  the main  causes of ination .  [1 0 marks]

 b  Evaluate the extent to which  demand-side pol icies are  

effective in  reducing ination .  [1 5 marks]

3 a Expla in  the concept of the natural  ra te of unemployment.  [1 0 marks]

 b  Evaluate the methods ava i lable to a  government  

that wishes to reduce the level  of unemployment in   

an  economy.  [1 5 marks]
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Assessment advice: essay writing

When  the question  asks you  to  use an  appropria te  d iagram ,  then  it is  l ikely tha t 

there  a re  a t least two possibi l i ties.  In  the  first short response question  given  here,  

you  cou ld  use an  AD/AS  d iagram  or a  short-run  Ph i l l ips  curve  d iagram .  The Ph i l l ips  

curve  approach  is  a  b it more soph isticated  and  may be more appropria te  in  a  

h igher level  exam .

You  may observe  tha t the  essay question  given  here  is  s im i la r to  the  one  a t 

the  end  of the  la st chapter.  Th is  is  because  we  have  extended  the  theory.  The  

concepts  of the  na tu ra l  ra te  of unemployment and  the  long-run  Ph i l l ips  cu rve  

where  there  is  no  trade-off between  unemployment and  in fla tion  a re  a  more  

theoretica l  explana tion  of the  reasons  why demand-side  pol icies  a re  not l ikely 

to  reduce  the  na tu ra l  ra te  of unemployment.  The  question  can  be  answered  

without th is  extra  theory,  bu t the  use  of these  concepts  wi l l  resu l t in  a  more  

soph istica ted  approach .

Don t forget to  include  in formation  from  your case  study!

Data response exerciseData response exercise

Japan 2000 2001 2002 2003 2004 2005

Consumer price index   
(% change from  
previous year)

0.8 0.8 0.9 0.3 0.0 0.3

Unemployment rate  
(% of labour force)

4.7 5.0 5.4 5.3 4.7 4.4

Mexico 2000 2001 2002 2003 2004 2005

Consumer price index   
(% change from  
previous year)

9.5 6.4 5.0 4.5 4.7 4.0

Unemployment rate   
(% of labour force)

2.2 2.1 2.4 2.5 3 .0 3.5

United States* 2000 2001 2002 2003 2004 2005

Consumer price index   
(% change from  
previous year)

3 .4 2.8 1 .6 2.3 2.7 3.4

Unemployment rate  
(% of  
labour force)

4.0 4.8 5.8 6.0 5.5 5.1
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Assessment advice: evaluation

In  terms of the  d ifferent ways that you  can  eva luate,  the  best th ing here wou ld  

be  to  look a t the  time frame involved .  You  have enough  data  to  make a  possible  

conclusion  for a  short-run  period ,  but is  there  enough  in formation  for the  long run?
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We have  now discussed two of a  countrys  main macroeconomic 

objectiveslow unemployment and the  maintenance  of a  low 

and stable  rate  of inflation.  We now move onto  a  third goal

economic growth.  Very importantly,  economic growth can help  

to  achieve  the  first two goals.  

We  have  already mentioned the  definition of economic 

growthan increase  in  real GDP over time.  B e  sure  that you 

can remember the  difference  between real GDP and nominal 

GDP discussed in Chapter 1 3 .  

Rates  of economic growth vary over time and from country to  

country.  As we know,  economies face  periodic fluctuations in 

economic activity and growth rates,  known as  the  business  cycle.  This  

is  illustrated in Figure  1 9.1 .  Emerging economies  such as  China and 

India have experienced rapid economic growth while  more developed 

countries  have experienced more moderate  rates,  of growth.

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 use  a  PPC cu rve  to  exp la in  how a  movement from  a  po in t in s ide  a  

PPC cu rve  to  a  po in t on  a  PPC cu rve  i l lu stra tes  econom ic growth

 use  a  PPC cu rve  to  exp la in  how an  ou twards  sh i ft in  a  PPC cu rve  

i l lu stra tes  econom ic growth

 use  an  LRAS  d iagram  to  exp la in  how an  ou twa rds  sh i ft in  the  LRAS  

cu rve  i l lu stra tes  growth

 eva lu a te  the  possib le  consequences  of econom ic growth

HL ca lcu la te  the  ra te  of econom ic growth  from  a  set of d a ta .

Using diagrams to illustrate growth
It may be  argued that demand side  factors  can bring about short- term 

economic growth.  We can illustrate  this  using a  combination of an 

AD/AS  model with a  PPC  model.

Figure 1 9.1  A comparison  of d ifferent growth  rates

Source:  World  Development Indicators,  The World  Bank 
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Consider an economy which is  operating with a deflationary gap,  

as  shown in Figure 1 9.2  (a)  below.  This  would be  equivalent to  

the economy operating at a point a  within the PPC ,  as  in 

Figure 1 9.2  (b) .

In this  case,  the  economys  resources  are  not being used to  the  fullest 

extent possible.  That is,  there  is  underemployment or unemployment 

of resources/factors  of production.  

If there  were  to  be  an increase  in aggregate  demand from AD1  to  

AD2 ,  then the  deflationary gap  could be  removed and there  would be  

an increase  in real output from Y1  to  Y2  in Figure  1 9.3  (a) .  This  would 

be  an equivalent to  a  movement from a  to  b  in Figure  1 9.3  (b) .  

The  increase  in real output is  an increase  in real GDP,  so  there  has  

been economic growth.

The increase  in aggregate  demand has  brought about the  need to  

employ those  underemployed or unemployed resources,  moving the  

economy towards  the  full employment of resources.  In this  case,  

economic growth comes about by increasing the  employment of the  

factors  of production.

Figure 1 9.2  A deflationary gap/output gap
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Figure 1 9.3  Economic growth  to remove a  deflationary gap/output gap
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Note  that in Figure  1 9.3  (b) ,  point b  is  not on the  PPC  but just 

short of it.  This  is  because  an economy will never fully employ all  

resources  to  the  fullest extent possible.  As  we  discussed in Chapter 1 6  

and 1 7,  there  will always  be  some unemployment in the  form of 

natural unemployment.  This  is  why the  LRAS  curve  is  not exactly 

the  same as  the  PPC  in terms of representing potential output.  

The  economic growth illustrated above  shows an economy making 

better use  of its  existing resources  and increasing GDP by moving 

towards  the  full employment level of output (at LRAS)  and the  

potential output (on a PPC) .  Economic growth can also  occur in the  

long term as  a  result of increasing the  full employment level of 

output or potential output.  This  is  shown in Figure  1 9.4.

In this  case  there  is  an increase  in GDP in Figure  1 9.4 (a)  as  a  result 

of the  shift in the  LRAS  curve.  The  equivalent change  is  shown as  an 

outward shift in the  PPC  in Figure  1 9.4 (b) .

As you will recall from Chapter 1 5 ,  this  comes about as  a  result of an 

increase  in the  quantity or an increase  in the  quality (productivity)  of 

an economys  factors  of production and advances  in technology,  and 

may come about through market forces  or government supply side  

policieseither interventionist or market-based.

Consequences of economic growth
As  we  know,  economic growth is  a  policy obj ective  of all 

governments.  This  is  due  to  the  huge  benefits  that economic 

growth can bring to  an economy.  However,  there  are  also  negative  

consequences.

Positive consequences
It may be  assumed that,  on the  whole,  in the  absence  of periodic 

recessions,  aggregate  demand tends  to  increase  steadily as  

population size  and incomes  grow.  Without supply side  

improvements  to  shift out the  LRAS,  aggregate  demand would 

increase  more  than aggregate  supply and there  would be  inflation.  

You should be  able  to  draw a diagram to  illustrate  this.  However,  

when economic growth occurs,  pushing out the  aggregate  supply 

Figure 1 9.4 Economic growth  through  an  increase in  potentia l  output
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curve,  economies  can experience  non- inflationary growth as  shown 

in Figure  1 9 .5 .

The  movement from AD1  to  AD2  in Figure  1 9.5  indicates  normal  

increases  in aggregate  demand due  to  growing populations  and rising 

incomes.  As  long as  the  economy also  makes  improvements  on the  

supply side  to  shift out the  LRAS,  then the  GDP will increase,  

without any upward pressure  on the  price  level a  to  b.  Thus,  the  

movement from Y1  to  Y2  represents  non-inflationary growth.  It may 

be  assumed that more  labour will be  needed to  produce  the  higher 

level of output,  so  unemployment should also  fall.  Therefore,  supply-

side  policies  and the  growth that they bring about result in lower 

unemployment and downward pressure  on the  price  level.

S ince  economic growth is  an increase  in national output this  is  

equivalent to  an increase in national income.  If GDP per capita also  

increases,  which depends on population growth,  then the  income of 

the  average  person will increase  and it would be  normal to  assume 

that this  may be  equated with higher living standards.  Indeed,  if you 

compare  your living standards  with those  of your parents  and 

grandparents  when they were  your age,  you are  likely to  see  a  great 

many ways  in which your material  living standards have  improved.  

Economic growth has  not only been achieved by great leaps  in 

technology,  but has  contributed to  great leaps  in technology,  leading 

to  advancements  in areas such as  medicine,  household appliances,  

computers,  audio-visual equipment,  transportation,  and 

entertainment,  to  name a few.  Such advancements  have  the  

possibility of making life  easier and more  pleasurable,  contributing 

to  higher living standards.

Depending on the  nature of a  countrys  tax system,  higher incomes 

are  likely to  lead to  greater tax revenues,  and this  may make it 

possible  for a  government to  spend more  on merit goods  and public 

goods,  thereby further improving living standards.  Tax systems can 

also  redistribute  income and reduce  income inequalities.  

We can also  look at the  international context.  Economic growth that 

comes about as  a  result of higher productivity may also  bring about 

an improvement in the  competitiveness  of a  countrys  exports,  

leading to  further increases  in aggregate  demand.  However,  it must 

also  be  recognized that higher national income also  increases  the  

demand for imports,  so  the  final impact on net exports  will depend 

on a great many factors.  Nevertheless,  higher economic growth 

certainly affects  the  amount of trade  that an economy engages  in and 

can have  a  very positive  impact on living standards.

There  is  compelling argument that,  as  national incomes rises,  so  do  

levels  of education and human capital and,  with it,  greater demands 

for freedoms and democracy.  As  Benjamin Friedman writes  in his  

book The Moral Consequences of Economic Growth ,  Our conventional 

thinking about economic growth fails  to  reflect the  breadth of what 

growth,  or its  absence,  means for a  society.  Growth is  valuable,  not 

only for material improvements,  but also  for how it affects  our social 

attitudes and our political institutions,  in other words,  our societys  

moral character .

Figure 1 9.5  Non-inflationary growth
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Negative consequences
As critical thinkers,  IB  Economics  students  must also  consider that an 

increase  in incomes is  not necessarily equivalent to  an increase  in 

happiness,  and one  should question the  notion that an increase  in 

income automatically leads to  an increase  in living standards.

It may be  argued that a  conclusion that economic growth leads  to  

higher incomes which results  in higher standards of living is  flawed,  

making use  of some controversial assumptions.  While  this  debate  

cannot take  a  great amount of space  within this  course  companion,  it 

should be  something that you carefully consider and something that 

you debate  with your friends and family (or discuss  in your Theory of 

Knowledge  class) .  

It is  quite  possible  that the  drive  for economic growth and higher 

incomes results  in a  poorer standard of living for individuals.  Higher 

income may come about by sacrificing leisure  time and neglect of 

personal relationships,  which would not mean better living 

standards.  It might also  be  that the  more  people  earn the  more  goods 

and services  they want and are  therefore  never satisfied.  The  

resulting preoccupation with greater and greater material wants  

might make people  less  happy.

Economic growth involves  structural change in an economy.  

Typically,  economies  move from having a larger share  of output being 

generated from the primary sector,  to  a  larger share  from the  

secondary sector,  to  a larger share  being generated from the tertiary 

sector.  And even within the  sectors  there  will be  changes as  a result of 

economic growth.  As  these  structural changes within an economy 

occur,  the  adjustments  are  likely to  result in structural unemployment 

which means that not everyone benefits  from the  economic growth 

to  the  same extent and inequalities  may widen.  

One must also  consider the  effect on the  environment and the  

negative  externalities  of production that arise  from producing a 

higher output of goods  and services.  Rapid economic growth results  

in higher emissions  of greenhouse  gases.  Higher national income is  

likely to  result in higher levels  of household waste.  Producing a 

higher level of output may also  involve  the  depletion of non-

renewable  resources.  Such issues  mean that economic growth may 

come at the  expense  of sustainable  development,  i. e.  they may be  a  

threat to  sustainability.  The  extent to  which this  occurs  may  be  

diminished if the  more  educated and wealthier citizens  demand 

policies  and develop  technologies  that promote  sustainability,  but it is  

still a  great concern.

Summary:
Deflationary gaps,  or output gaps,  may be  the  result of a  fall in 

economic growth or negative  economic growth in the  short run and 

may be  solved using demand management ( expansionary fiscal and 

monetary)  policies.  Such policies  may narrow the  fluctuations  in 

economic activity shown on a business  cycle  diagram.  The  trend 

growth line  shown on a business  cycle  diagram is  influenced by the  

supply side  policies  that generate  long term economic growth.  You 
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should be  able  to  evaluate  the  consequences  of both demand and 

supply side  policies,  in terms of their likely success  in achieving their 

goals,  their appropriateness  in different situations,  the  consequences  

for different stakeholders  and the  possible  trade-offs  (opportunity 

costs)  that occur in the  pursuit of different goals.

For your exams you may be  asked to  calculate  the  rate  of economic 

growth from a set of data.  

The  formula for the  rate  of growth is:

Growth rate      
( Real GDP  in  Year  2    Real GDP  in  Year  1 )

    _________________________________   
Real GDP  in  Year  1

     1 00

Consider the  following data for Canada:

Year Real  GDP(mill ions of Canadian $ , 

          base year 2002)
Growth rate

2006 1  283  033

2007 1  311  260 (1  311  260   1  283  033)  
1  283  033

   1 00   2 .2%

2008 1  31 8  054 (1  31 8  054   1  311  260)  
1  311  260

   1 00   0.51 %

2009 1  285  604 (1  285  604   1  31 8  054)  
1  31 8  054

   1 00   2 .46%

Source:  Statistics Canada,  www.statscan.gc.ca

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1  Using an  appropriate d iagram, expla in  how economic growth  

may bring about an  increase in  potentia l  output.  [1 0 marks]

2 Using an  appropria te d iagram,  expla in  how investment may 

resul t in  economic growth .  [1 0 marks]

Paper 1 , essay question

1  Discuss the possible consequences of economic growth .  [1 5 marks]
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One of the  characteristics  associated with free  market 

economies  is  an unequal distribution of income.  For 

example,  the  principal of a  school is  likely to  earn a  greater 

income than a  cafeteria worker.  Inequality obviously occurs  

to  different extents  in different countries.  The  reasons  for 

difference  in income and the  consequences  of inequality are  

many and complex.  They can form the  basis  of massive  

debate  among economists,  politicians,  sociologists,  colleagues,  

parents  and children,  friends,  and even classmates  in an 

economics  lesson!

There  is  one  argument that suggests  that huge  inequalities  in 

income are  unfair.  People  with low incomes will experience  

relatively low living standards  and fewer opportunities  than 

people  with high incomes.  They may live  in a  state  of absolute  

poverty,  whereby they do  not have  access  to  the  basic 

necessities  needed to  sustain life.  Or they may live  in relative  

poverty,  whereby their living standards are  well below an 

observed average  in an economy.  This  is  dealt with in more  

detail in Chapter 28.

There  are  a  number of reasons  why incomes may be  low and so  

people  live  in poverty:

 they may have  been born into  a  household where  incomes 

were  low

By the  end  of th is  chapter,  you  shou ld  be  ab le  to :

 d istingu ish  between  equ i ty and  equa l i ty

 d istingu ish  between  absolu te  poverty and  re la tive  poverty

 exp la in  possib le  causes  and  consequences  of poverty

 exp la in  and  d raw a  Lorenz cu rve

 exp la in  the  G in i  coefficien t

 ana lyse  da ta  on  re la tive  in come sha res  of the  popu la tion

 d istingu ish  between  and  give  examples  of d i rect ta xes  and  

ind i rect ta xes

 exp la in  how government can  a l ter the  d istribu tion  of in come  th rough  

the  u se  of d i rect ta x po l icies

 d istingu ish  between  and  give  examples  of progressive,  regressive,  

a nd  proportiona l  ta xa tion

HL ca lcu la te  the  a verage  ra te  of ta x and  the  m argina l  ra te  of ta x

 exp la in  how government can  u se  ta x revenue  to  provide  goods  and  

services  for those  on  low in comes

 exp la in  how government can  a l ter the  d istribu tion  of in come  th rough  

the  u se  of transfer paymen ts

 eva lu a te  the  u se  of government po l icies  to  red istribu te  in come.
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 they may have  received poor,  or no,  education

 they may have  suffered in terms of poor health care  and 

malnutrition

 they may have  found it necessary to  find work before  completing 

an education

The consequences  of poverty include:

 low living standards

 lack of access  to  sufficient health care

 low levels  of education

The consequences  lead to  low levels  of human capital and that in 

turn makes  it likely that people  will continue to  be  poor,  so  the  

situation tends  to  be  cyclical.  People  are  poor and so  have  low levels  

of education and health care.  Because  they have  low levels  of 

education and health care,  they are  unlikely to  find work or may 

only have  access  to  low paid jobs.  Because  of this  they remain poor.  

These  are  some of the  issues  that result in fierce  debate.  

Even if it  is  perceived that an unequal distribution of income is  

unfair,  economic reasoning will show that higher incomes  act as  an 

incentive  for people  to  work harder.  If people  did not believe  that 

their hard work in school or at work would allow them to  raise  their 

human capital and provide  them with the  opportunity to  earn 

higher incomes,  then this  would have  huge  implications  for the  

supply side  of an economy,  resulting in a  lower overall level of 

economic activity.

Purely economic analysis  will not lead to  an answer as  to  exactly how 

much inequality is  acceptable  or appropriate.  This  is  very much a 

normative  issue.  What can be  agreed upon is  that fact that market 

economies  do  result in inequality of income.  In this  chapter,  we  will 

look at the  ways  in which governments  use  their policies  on taxation 

and government spending to  affect the  distribution of income in an 

economy.

It is  important that you understand the  difference  between equity 

and equality from the  outset.  Equity means fairness.  Governments  

attempt to  redistribute  income to  make the  distribution more  fair.  

They are  not aiming for equality,  where  everyone would receive  the  

same income,  since,  as  we  noted earlier,  this  would destroy the  

incentive  to  work harder for many people.

Lorenz curve and Gini  index 
Income  inequality in  an economy can be  measured.  The  most 

common representation of inequality comes  in  the  form of a  

Lorenz curve.  This  takes  data  about household income  gathered in 

Student workpoint 20.1
Be communicativediscuss 

the following

To  wha t exten t do  you  feel  th a t 

i t  i s  a  governments  ob l iga tion  to  

reduce  inequa l i ty?
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national surveys  and presents  them graphically.  Consider the  

following data:

Country Survey year Lowest  
20%

2nd  
20%

3rd  
20%

4th  
20%

Highest  
20%

Gini index 
(20022007)

Bol ivia 2007  2.7  6.5  11 .0  1 8.6  61 .2  58.2

Brazi l 2007  3 .0  6.9  11 .8  1 9.6  58.7  55.0

Croatia 2005  8 .8  1 3 .3  1 7.3  22.7  37.9  29.0

Madagascar 2005  6.2  9.6  1 3 .1  1 7.7  53.5  47.2

Sources:  World  Bank Data  & UN  Human Development Report 2009

Table 20.1  Income distribution  for selected  countries

Households  are  ranked in ascending order of income levels  and the  

share  of total income going to  groups  of households  is  calculated.  For 

example,  if we  look at B razil,  we  see  that the  poorest 20%  of 

households  receive  only 3 .0%  of total household income while  the  

richest 20%  of the  households  receive  58.7% .  This  contrasts  with 

Croatia,  where  the  data suggest more  equality in distribution,  with 

the  poorest 20%  receiving 8 .8%  of total household income,  and the  

richest 20%  receiving 37.9% .

The information can be  graphed using Lorenz curves  shown in 

Figure  20.1 .  The  x-axis  shows the  cumulative  percentage  of the  total 

population divided up  in the  quintiles  shown in Table  20.1 .  The  

y-axis  shows the  cumulative  percentage  of total income earned by 

the  quintiles.  The  line  of absolute  equality indicates  a  perfectly equal 

distribution of income where,  for example,  1 0%  of the  population 

earns  1 0%  of the  income,  and 90%  of the  population earns  90%  of 

the  income.  Each country has  its  own Lorenz curve  based on the  

income data.  The  farther away a countrys  curve  is  from the  line  of 

absolute  equality,  the  more  unequal is  the  distribution of income.  

In our example,  the  curve  drawn for B razil is  farther away than that 

of C roatia.  We can quickly observe  from the  diagram that income is  

less  equally distributed in B razil than it is  in C roatia.

An indicator that neatly summarizes the information presented in 

the table and on the Lorenz curve is  the Gini index.  The Gini index is  

derived from the Lorenz curve and is  a ratio of the area between the line  

of equality and a countrys Lorenz curve (a)  to the total area under the  

line of equality (a)  +  (b) .  The higher the Gini index,  the more unequal is  

the distribution of income.  Gini index values are given in Table 20.1 .

Although a reduction in income inequality may be an important 

objective of development,  one must be very careful in using Gini index 

numbers as a basis for evaluating a countrys development progress.  

While low-income countries tend to have higher levels of inequality 

than high-income countries,  there is  no hard and fast correlation 

between the level of development of a country measured by its HDI and 

its Gini index.  There are countries with a high level of human 

development,  such as the US  (HDI rank 1 3) ,  that have a relatively high 

Gini index (40.8)  and countries with a low level of human development,  

such as Ethiopia (HDI rank 1 71 ) ,  with a much lower Gini value (29.8) 1.

1  Source: Human Development Report 2009

Figure 20.1  Lorenz curves for Brazi l   

and  Croatia
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Student workpoint 20.2
Be creative

Using graph  paper and  the  da ta  

from  Tab le  20 .1 ,  d raw Lorenz 

cu rves  for Bo l ivia  a nd  

M adagasca r.  Remember tha t the  

po in ts  a re  d rawn  by add ing up  

the  cumu la tive  va lues  of tota l  

sha re  of in come and  the  tota l  

sha re  of popu la tion .  H ow does  

the  shape  of the  cu rves  con fi rm  

the  re la tionsh ip  between  a  

coun trys  Lorenz cu rve  and  i ts  

G in i  index?
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Moreover,  it would not be  correct to  assume that it is  necessary to  

have  more  equality in order to  raise  living standards.  Assume that the  

poorest 20%  of the  population earns  3 .0%  of the  national income as  

in B razil.  If the  national income rises  and the  income distribution 

pattern remains  the  same,  then the  poorest will receive  a  larger 

amount,  even if their share  remains  the  same.  They get the  same 

proportion of a  larger amount!

Taxation

Governments  at all levels  (municipal,  provincial,  national)  impose  

a  huge  array of different taxes  for a  range  of reasons.  Taxes  may be  

used to  reduce  the  consumption of goods  that create  negative  

externalities.  Taxes  on imported goods ( tariffs)  may be  imposed to  

reduce  the  consumption of imported goods.  Taxes  may be  raised or 

lowered to  manage  the  level of aggregate  demand in the  economy.  

In this  section,  we  are  looking only at the  way in which taxation is  

used to  change  the  distribution of income.

Direct taxes

Direct taxes are taxes imposed on peoples  income or wealth,  and on 

firms  profits.  The income from households comes in various forms 

such as employment income and interest on savings and dividends  

from the ownership of shares.  Some of the income is  taxed directly by 

employers,  while some is  charged based on the annual tax return  

form that people are usually obliged to  fill out.  Theoretically,  such taxes  

are unavoidable,  because households and firms are obliged to  declare  

their full income to governments and pay taxes on it accordingly.

Indirect taxes

Indirect taxes are also  known as  expenditure taxes,  or consumption-

based taxes,  and have different names in different countries.  Canada 

and Australia have a goods and services tax (GST) ,  the UK has a  

value-added tax (VAT)   and so  does Austria (Mehrwertsteuer) .  In this  

case,  consumers who buy the goods pay the tax to  the seller,  or 

producer,  who then pays the tax to  the government.  In a sense these  

taxes are  avoidable,  as  consumers have the choice as to  whether to  buy 

the good or not,  and in what quantities.  Governments vary the rate  of 

indirect tax that they charge on different goods and services,  with 

necessity and valued goods,  such as  food at the supermarket,  being 

charged a lower tax rate  than luxuries,  such as  food in restaurants.

There  are  three  different categories  into  which we can place  these  

two different types  of taxes,  and these  differ in the  effect that they 

have  in terms of changing peoples  incomes.

Progressive taxes

Many countries  use  a  progressive  tax as  the  main way to  redistribute  

income from higher income earners  to  low income earners,  as  a  

progressive  tax means that,  as  incomes rise,  people  pay a  higher 

proportion of this  income in taxes.  Usually,  there  is  a  certain amount 

of income that is  non-taxed,  so  a  person earning a low income might 

pay no  taxes  at all,  However,  when the  income moves  beyond this  

minimum,  then a certain percentage  of the  income will have  to  be  

Student workpoint 20.3
Be an  inquirer

Research ing the  same  coun try a s  

in  previous  chapters,  try to  find  

ou t the  fo l lowing.

1   What i s  the  n ame  of the  

ind irect ta x in  the  coun try?

2   What a re  the  d i fferen t ra tes  of 

ta xes  and  wha t a re  the  

d i fferen t ca tegories  on  wh ich  

they a re  cha rged? G ive  

examples.



20    Equity in  the d istribution  of income

254

2
 M

ac
ro
e
co

n
o
m
ic
s

paid to  the  government.  Then,  as  income rises  further,  a  progressive  

tax would take  larger percentages  at higher incomes.  Consider a  

simple  hypothetical example  where  there  are  four tax brackets  as  

shown in Table  20.2 .

Taxable income ($) % to be paid as tax

01 0 000 0

1 0 001 25  000 30%

25 001 50 000 40%

50 001  and  h igher 50%

Table 20.2  Tax rates for d ifferent income levels (hypothetica l)

If a  person were  to  earn $1 5  000,  then they would pay no  taxes  on 

the  first $1 0  000  and 30%  on the  next $5 ,000  so  they would pay 

$1 ,500  in taxes.  This  represents  an average  tax of 1 0% .

A person earning double  this  income,  $30  000,  would pay nothing 

on the  first $1 0  000,  30%  on the  next $1 5  000  ($4,500)  and then 

40%  on the  remaining $5 ,000  ($2 ,000)  for a  total of $6 ,500.  This  

represents  an average  tax of approximately 22% .  As  we  can see,  the  

average  tax rises  as  income rises,  making it a  progressive  tax.

It is  important to  observe  that the  example  given in Table  20.2  

represents  a  vastly simplified tax structure.  In reality most countries  

tax structures  are  infinitely more  complicated.  The  biggest 

complication comes in the  form of  tax deductions  and the  

calculation of  taxable  income.  Tax deductions  allow people  to  

reduce  their  taxable  income  as  a  result of spending on certain 

things.  For example,  if a  worker must travel a  long distance  to  work,  

and this  costs  $1 ,000  a month,  the  government might allow the  

person to  deduct this  spending from her taxable  income,  thus  

reducing the  amount of tax that she  pays.  The  government might do  

this  because  it feels  that this  will encourage  people  to  find work and 

lower unemployment.  What is  considered to  be  a  tax deduction is  

different from country to  country.

A progressive  tax means that higher income people  pay higher taxes,  

and can lead to  a  redistribution of income to  the  less  well-off.  There  

will be  an evaluation of progressive  taxes  later in this  chapter.

Student workpoint 20.4
Be a  thinkercalculate  the 

following

Using the  ta x structu re  g iven  in  

Tab le  20 .2 ,  ca lcu la te  the  tota l  ta x 

pa id  and  the  average  ta x pa id  for 

a  person  ea rn ing each  of the  

fo l lowing in comes.  

Pu t you r answers  in  the  form  of 

a  tab le .

1  $7,000  3  $28 ,000

2  $1 4,000  4  $56 ,000

Student workpoint 20.5
Be an  inquirer

Find  fou r examples  of ta x 

deductions  th a t households  can  

m ake  in  the  coun try th a t you  a re  

in vestiga ting.  (I f you  cannot 

a ccess  such  in forma tion ,  then  

resea rch  you r home  coun try.)  

Suggest reason(s)  why 

governments  m igh t a l low each  to  

be  a  ta x deduction .

Assessment Advice

I n  H L paper 3 ,  you  m ay be  a sked  to  ca lcu la te,  from  a  set of d a ta ,  the  m argina l  

ra te  of ta x and  the  a verage  ra te  of ta x.

Here  i s  an  example  of the  kind  of question  th a t you  m ay face  and  suggested  

responses.

The  tab le  below shows the  in come ta x ra tes  th a t apply to  d i fferen t ranges  of 

ea rn ings  for workers  in  an  economy.

Income ($) %

         0    5 ,  000 0

  5  001    20  000 20

20  001    40  000 40

40  001   50
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 I nd ividua l  A (low income)  ea rn s  $1 5  000  per yea r.

 I nd ividua l  B  (m idd le  in come)  ea rns  $38  000  per yea r.

 I nd ividua l  C  (h igh  in come)  ea rns  $90  000  per yea r.

1  Ca lcu la te  the  amoun t of in come  ta x pa id  by ind ividua ls  A,  B ,  a nd  C  a s  a  

percen tage  of in come,  i .e .  the i r a verage  ta x ra te.

 The average tax rate      
Tota l  ta x pa id
 __________ 

Income
     1 00

  Ind ividua l  A pays  ($5000    0%)    ($1 0  000    20%)    0    $2 ,000    

$2 ,000

  Therefore  the  average  d i rect ta x ra te  i s  $2 ,000/$1 5  000    1 00    1 3 .33%

  I nd ividua l  B  pays  ($5 ,000    0%)    ($1 5  000    20%)    ($1 8  000    

40%)    0    $3 ,000    $7,200    $1 0  200

  Therefore  the  average  d i rect ta x ra te  i s  $1 0  200/$38  000    1 00    26 .84%

  Ind ividua l  C  pays  ($5 ,000    0%)    ($1 5  000    20%)    ($20  000    

40%)    ($50  000    50%)    0    $3 ,000    $8 ,000    $25  000    

$36  000

  Therefore  the  average  d i rect ta x ra te  i s  $36  000/$90  000    1 00    40 .00%

2  I f ind ividua l  B  receives  an  in crease  in  ea rn ings  from  $38  000  to  $48  000,  

wha t wi l l  be  the  m argina l  ta x ra te?

  The  marginal  tax rate      
Change in  tota l  ta x pa id

  _________________  
Change in  income

     1 00

  Ind ividua l  B  wi l l  now pay ($5 ,000    0%)    ($1 5  000    20%)     

($20  000    40%)    ($8 ,000    50%)    0    $3 ,000    $8 ,000     

$4 ,000    $1 5  000

  Th is  means  tha t in d ividua l  B  i s  now paying $4 ,800  more  ta x ($1 5  000    

$1 0  200) .  H is  ea rn ings  h ave  ri sen  by $1 0  000  ($38  000  to  $48  000) .  

  Therefore,  h is  margina l  tax rate wi l l  be $4,800/$1 0 000   1 00    48%

Remember tha t i f a  person  is  paying d i rect a nd  ind irect ta xes,  then  you  cou ld  be  

a sked  to  ca lcu la te  the  a verage  and  m argina l  d i rect ta x ra tes,  the  average  and  

m a rgina l  ind i rect ta x ra tes,  or the  average  and  m argin a l  tota l  ta x ra tes.

Regressive taxes
A tax is  known as  a  regressive  tax if the  proportion of income paid in 

tax ( the  average  rate  of tax)  falls  as  income rises.  Indirect taxes  are  

regressive  taxes.  Consider an example  of a  $1 .00  tax on a litre  of 

petrol and assume that people  end up  spending $50  per month in 

petrol taxes.  For a  person earning $500  per month,  the  tax will take  

1 0%  of income.  For a  person earning $2500  per month,  the  tax will 

represent 2%  of their income.  The  tax is  regressive  because  a  higher 

proportion of income is  paid at lower levels  of income.

Regressive  taxes  may be  a  good source  of government revenue and 

they might discourage  the  consumption of demerit goods,  but they 

can worsen income inequality.

Proportional  taxes
A tax is  a  proportional tax if the  proportion of income paid in tax is  

constant for all income levels.  Many countries  are  now promoting 

the  idea of proportional direct taxes,  or flat taxes,  whereby the  same 

percentage  of tax is  paid at all levels  of income.  There  are  several 

reasons  for this.
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The first relates  to  the  huge  complexity of most tax systems.  A glance  

at the  tax guide  for most countries  will confirm that taxation is  an 

incredibly complicated process,  with ample  room for error and 

manipulation.  This  may result in governments  earning less  revenue 

than expected as  people  find ways  to  avoid paying taxes.  The  second 

relates  to  the  possible  disincentive  effects  of taxes  on working.  

It might be  argued that high rates  of taxes  discourage  people  from 

working harder,  moving into  higher paid jobs  and taking risks,  as  

they will be  reluctant to  lose  their own gains  to  higher taxes.  If taxes  

were  to  be  constant,  then this  could be  viewed as  a  supply-side  

policy to  encourage  greater incentives  to  work and therefore  raise  

labour supply.

Transfer payments
Governments  can use  tax revenues to  redistribute  income and 

provide  different types  of assistance  to  groups  in the  economy to  

improve  their living standards.  These  are  known as  transfer 

payments.  While  transfer payments  are  not included as  income in 

national income accounting,  because  they do  not represent payment 

for the  production of a  good or a  service,  they are  payments  made to  

increase  the  income of particular groups within the  economy.  

Examples  of transfer payments  include  child support assistance,  

pensions,  unemployment benefits,  payments  to  disabled people,  and 

subsidies  to  producers.

Government expenditure to provide essential  goods and 
services
Governments use  large  amounts of their taxation revenue to  provide 

directly,  or to  subsidize,  a number of goods and services that are  

socially desirable.  These  tend to  be  goods and services  that have 

positive  externalities  of consumption ( see  chapter 1 2  for more details) .  

These  goods and services  typically include health care,  education,  

sanitation,  and water supplies.  The provision is  carried out to  ensure  

that the  poorer members  of the  economy have access  to  essential 

goods and services  and so  leads to  economic development.

Evaluation of redistribution of income policies
At the  outset,  it was  pointed out that the  question of income 

redistribution is  a  highly charged one.  While  many would agree  that 

it is  a  governments  obligation to  ensure  that its  citizens  enjoy a  

reasonable  standard of living,  this  is  a  problematic issue  for many 

reasons,  not the  least of which is  the  question of what constitutes  a  

reasonable  standard!

As might already be  perceived,  economists  who support a  new 

classical point of view tend to  argue  against the  active  role  of 

government in redistributing income for the  simple  reason that it 

interferes  with market forces  and results  in inefficiencies.  As  we  

know,  this  view argues that the  optimal allocation of resources  occurs  

in free  markets  and so  government taxation must be  kept to  a  

minimum.  They might argue  that:

In this world,  nothing can be 

said to be certain,  except death and 

taxes.

Benjamin  Franklin
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 if firms have  to  pay insurance  and social security costs  for workers,  

then this  will encourage  firms to  hire  fewer workers,  thus  

contributing to  unemployment

 high taxes  in a  country might discourage  entrepreneurial activity 

and even encourage  entrepreneurs  to  leave  a  country in search of 

more   favourable  tax climates

 high taxes  have  negative  effects  on overall growth in the  economy 

due  to  the  disincentive  effect mentioned earlier;  lower taxes  will 

encourage  economic activity leading to  an overall increase  in 

output that will be  to  the  benefit of all people.

This  is  not to  say that there  is  no  role  for government in an economy,  

and no  reason for taxes  to  be  collected.  However,  economists  

promoting a free  market view might argue  that taxes  should be  used 

to  finance  the  obligations  of the  government to  ensure  property 

rights,  reduce  the  effects  of market failure,  provide  an effective  

security and judicial system,  and promote  competition,  but taxation 

should not be  used to  redistribute  income.

EXAMINATION QUESTIONS

Paper 1 , part (a)  questions

1   Distinguish  between  a  progressive tax system and   

a  regressive tax system.  [10]

2 Using a  d iagram, expla in  the relationship between  the  

Lorenz Curve and  the Gin i  Index.  [10]

3 Explain  why indirect taxes are regressive taxes.  [10]

Paper 1 , essay question

1  a   Expla in  two ways that a  government might redistribute  

income in  an  economy  

from the more wel l -off to the less wel l -off.  [10]

 b  Evaluate the consequences of income redistribution   

pol icies on  an  economy.  [15]

EXAMINATION QUESTIONS
The table below shows the income tax brackets that apply to d i fferent ranges 

of earnings in  an  economy.

Income ($) %

         0    1 0 000 0

1 0 001    30 000 20

30 001    50 000 40

50 001   50

  Ind ividual  A (low income)  earns $20 000 per year and  spends $1 4 000 on  

goods and  services,  of which  20% is ind irect tax.

  Ind ividual  B  (middle income)  earns $45  000 per year and  spends $30 000 

on  goods and  services,  of which  20% is ind irect tax.

  Ind ividual  C (h igh  income)  earns $1 20 000 per year and  spends $80 000 

on  goods and  services,  of which  20% is ind irect tax.
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Assessment advice: internal assessment

I t  i s  recommended  tha t one  of you r commenta ries  be  abou t m acroeconom ics  

and  you  shou ld  be  ab le  to  see  tha t there  a re  a  l a rge  number of possib le  top ic 

a reas  here .  Your coun try in vestiga tion  m igh t be  u sefu l  h ere  a s  i t  i s  possib le  th a t 

you  u sed  con tempora ry a rticles  in  ga thering you r in forma tion .  Perhaps  one  of 

these  wi l l  be  su i tab le  for a  commenta ry.  J u st remember th a t the  a rticle  h a s  to  

h ave  been  wri tten  no  ea rl ier th an  s ix mon ths  before  you  sta rted  th is  I B  D ip loma  

Programme cou rse.

H aving fin ished  macroeconom ics,  you  a re  l ike ly to  be  ab le  to  bring together 

m any top ics  th a t a re  in terwoven  and  th is  wi l l  g ive  you  an  opportun i ty to  

eva lu a te.  For example,  you  m ay find  an  a rticle  abou t a  cen tra l  banks  efforts  to  

con tro l  in fla tiona ry pressu res  th rough  in terest ra te  in creases.  Eva lua tion  in  such  

a  ca se  m ay invo lve  an  a ssessment of the  l ike ly effects  of th is  on  the  

stakeholders  and  a  considera tion  of the  poten tia l  con fl ict among pol icy 

ob jectives.

Please  remember th a t a l l  fou r of the  a rticles  th a t you  u se  to  wri te  you r 

commenta ries  must come from  d i fferen t sou rces.  Th is  not on ly g ives  you  

the  opportun i ty to  read  a rticles  th a t m ay come from  d i fferen t perspectives,  

bu t idea l ly,  i t  shou ld  a l low you  to  lea rn  abou t econom ics  in  d i fferen t pa rts  of 

the  world .

1  Distinguish  between  d irect and  indirect taxes.

2 Calculate the average d irect tax rate pa id  by ind ividuals A,  B,  and  C.

3 Use the data  from the table to expla in  whether th is type of income tax 

system is progressive,  regressive,  or proportional .

4 Calculate the average ind irect tax rate pa id  by ind ividuals A,  B,  and  C.

5 Calculate the average ra te of tota l  tax (d irect + indirect)  pa id  by ind ividuals 

A,  B,  and  C.

6 Explain  why governments often  employ progressive tax systems.
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The gains from international  trade
International trade  is  the  exchange of goods  and services  between 

countries.  There  are  a  number of gains  to  be  made from 

international trade  and we should consider them at this  point.

1   Lower prices: The main gain from trade is  the ability to buy 

goods and services at a lower price than the domestic one.  

Consumers are able to buy less expensive products and 

producers are able to  purchase less expensive raw materials and 

semi-manufactured goods.  This is  the main reason for trade.

  Prices  may be  lower in some countries  than others  because  of 

access  to  natural resources,  differences  in the  quality of the  

labour forces,  or differences  in the  quality of capital and the  

levels  of technology.  The  cause  of these  lower prices  is  mainly 

determined by the  concept of comparative  advantage,  which 

is  a  higher level topic and is  dealt with in the  next section.

2   Greater choice:  International trade  enables  consumers  to  have  

a  greater choice  of products.  They now have  access  not just 

to  domestically produced products,  but also  to  products  that 

come from a number of different countries.

3   Differences in  resources:  D ifferent countries  possess  different 

resources.  There  are  some resources  that a  country may 

need,  but quite  simply does  not have.  For example,  many 

countries  do  not possess  copper,  diamonds,  or oil naturally.  

However,  they may need them in order to  produce  other products  

and so  have  no  option but to  import the  commodities  they lack.  To  

do  this,  they will need to  export goods  or services,  in order to  earn 

foreign currency and so  buy the  required resources.

  Some countries,  such as  S ingapore,  have  very few natural 

resources  and so  are  dependent on trade  for their survival,  

economic growth,  and well-being.  S ingapore  has  to  import almost 

every natural resource,  even water!  However,  S ingapore  is  able  to  

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 define  in terna tiona l  trade

 iden ti fy and  exp la in  the  ga in s  from  trade

 define  and  g ive  examples  of specia l i za tion  and  the  d ivis ion  of l abou r

HL define,  exp la in ,  i l lu stra te,  a nd  g ive  examples  of absolu te  advan tage

HL define,  exp la in ,  i l lu stra te,  and  give  examples  of compara tive  advan tage

HL ca lcu la te  opportun i ty costs  to  iden ti fy compara tive  advan tage

HL expla in  the  l im ita tions  of compara tive  advan tage  theory

 describe  the  ob jectives  and  functions  of the  World  Trade  Organ iza tion  

(WTO) .
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export high levels  of manufactured goods  and services  in order to  

fund their imports.

4   Economies of scale:  When producing for an international market,  as  

well as  for a  domestic one,  the  size  of the  market,  and thus 

demand,  will increase.  This  means that the  level of production and 

the  size  of production units  will also  increase.

  As  we  know from Chapter 6 ,  the  increased levels  of production 

should provide  scope  for economies  of scale  to  be  achieved and 

production should become more  efficient.  Also,  larger production 

units  will enable  the  amount of specialization to  increase.  When 

firms are  large,  individuals  may specialize  in specific,  narrower 

tasks,  such as  accounting manager or marketing manager,  and 

they should become more  knowledgeable  and so  more  efficient.  

Larger production units  will also  lead to  greater scope  for the  

division of labour.  This  is  where  a  production process  is  broken 

down into  a  number of simple  and basic tasks.  Workers  may then 

concentrate  on a small,  repetitive  task and achieve  a  high degree  

of efficiency.

  In addition,  if countries  specialize  in the  production of certain 

commodities,  such as  chemicals,  there  will be  cost benefits  to  be  

gained from acquiring experience  and expertise.  This  is  known as  

moving down the   learning curve  ( the  long-run average  cost 

curve) .

  International trade,  and with it larger markets  and production 

units,  should enable  production in a  countrys  export industries  to  

become more  efficient in the  long run.  It should also  make the  

producers  more  competitive.  It should lead to  a  reduction in long-

run average  costs.

5   Increased competition:  International trade  may lead to  increased 

competition,  as  domestic firms compete  with foreign firms.  This  

should lead to  greater efficiency and may mean that consumers  

gain by being offered less  expensive  goods and services.  It is  also  

likely that the  quality and variety of goods available  to  consumers  

will increase,  with increased competition.

6  More efficient allocation  of resources:  When international trade  takes  

place  freely,  without government interference,  then the  countries  

that are  best at producing certain goods  and services  will produce  

them;  they will be  able  to  produce  these  goods  and services  at the  

lowest cost and take  advantage  of their efficiency.  If this  happens 

in all of the  different trading countries,  then it is  fair to  assume 

that the  worlds  resources  are  being used most efficiently when 

free  trade  is  taking place.

7  Source of foreign exchange:  International trade enables countries  to  

obtain foreign exchange.  If a country exports  products,  then that 

country will be  paid in foreign currencies.  For example,  when 

Ghana sells  gold and cocoa to  the Netherlands,  it will be  paid in 

euro,  which it can then use to  buy essential products  from abroad,  

such as  industrial machinery or petroleum.  This  is  especially 

important to  countries  such as  Ghana which do not have a  

convertible  currency  one which can be  freely exchanged for other 
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currencies on the world market.  As it lacks a convertible  currency,  

the only way that Ghana can buy goods from abroad is  if it 

manages to  sell goods abroad first,  thus getting hold of foreign 

exchange.  So,  it should be  clear that an important gain from 

international trade to  all countries,  but especially developing 

countries,  is  that it gives them a source of foreign exchange that can 

then be used to  purchase goods and services from other countries.

  Putting together the  seven points  above,  it is  clear that there  are  

huge  gains  to  be  achieved from trade.  As  a  concluding comment,  

it is  fair to  say that for all the  reasons  listed above,  international 

trade  can make a major contribution to  a  countrys  economic 

growth.  We now look at a  more  theoretical approach to  

international trade  theory for higher level students.

Comparative advantage theory
We have already said that there  are  many advantages to  international 

trade.  But which goods should a country produce for export and 

which goods should it import?  The answer to  this  question lies  in the  

concept of comparative  advantage.

Absolute advantage
Let us  start by looking at the  concept of absolute  advantage.  A 

country is  said to  have  an absolute  advantage  in the  production of a  

good if it can produce  it using fewer resources  than another country.

Table  21 .1  shows the  production outcomes where  two countries,  

Australia and China,  are  using the  same quantities  of resources  to  

produce  lamb and cloth.

Country Kilos of lamb Metres of cloth

Austra l ia 6 1

China 4 3

Total  wi thout trade 1 0 4

Table 21 .1  Absolute advantage

It is  clear from the  table  that Australia has  an absolute  advantage  in 

producing lamb and that China has  an absolute  advantage  in the  

production of cloth.

In this  situation,  the  answer to  our previous question,  Which goods 

should a  country produce  for export and which goods  should it 

import?  is  simple.  Australia should specialize  in the  production of 

lamb and China should specialize  in the  production of cloth.  The  

output of both products  will be  maximised when the  countries  

specialize  and,  after trading,  both countries  will gain.

Australia would produce  lamb and,  if it doubled its  resources,  then 

assuming constant returns  to  scale,  total output from the  resources  

would be  1 2  kilos,  an increase  of 2  kilos.  In the  same way,  China,  

with twice  as  many resources  and constant returns  to  scale,  would 

have  a  total output from its  resources  of 6  metres  of cloth,  an 

increase  of 2  metres.  Thus  total output of both goods  has  risen,  

following specialization.

Student workpoint 21.1
Be a  thinker

Make  a  l i st of goods  th a t you  

common ly u se  th a t a re  

imported .  Th is  can  in clude  food ,  

cloth ing,  e lectron ics,  etc.  I f 

possib le ,  iden ti fy the  sou rce  of 

the  good .
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Figure 21 .1  Production  possibi l i ties 

curves to show comparative advantage

The situation above,  where  each country has  an absolute  advantage  

in the  production of one  product,  is  known as  reciprocal absolute  

advantage.

Comparative advantage
The whole  concept of absolute  advantage  seems obvious,  but what 

happens  if there  is  not a  situation of reciprocal absolute  advantage  as  

shown in the  above  example?  In the  early nineteenth century,  David 

Ricardo  was the  first economist to  prove  mathematically that trade  

could still be  beneficial to  both countries  when one  of the  countries  

had an absolute  advantage  in producing all goods.  Ricardo  considered 

the  opportunity cost of production and used this  to  explain the  

concept of comparative  advantage.

A country is  said to  have a comparative  advantage in the  production 

of a good if it can produce the  good at a lower opportunity cost than 

another country.  In other words,  country A has  to  give  up  fewer units  

of other goods to  produce the  good in question than does country B .

This  is  best shown by an example.  Table  21 .2  shows the  production 

outcomes where  two countries,  France  and Poland,  are  using the  

same quantities  of resources  to  produce  wine  and cheese.

Country Litres of wine Opportunity cost 
of 1  litre of wine

Kilos of cheese Opportunity cost 
of 1  kilo of cheese

France 3   4  __ 3    ki los of cheese 4   3  __ 4    l i tre of wine

Poland 1 3  ki los of cheese 3   1  __ 3    l i tre of wine

Table 21 .2  Comparative advantage

This  shows that France  has  an absolute  advantage  in the  production 

of both goods.  However,  in terms of comparative  advantage,  France  

has  a  comparative  advantage  in the  production of wine  and Poland 

has  a  comparative  advantage  in the  production of cheese.

This  is  because  France  only has  to  give  up    4  __ 
3
   kilos  of cheese  to  

produce  a  litre  of wine,  whereas  Poland has to  give  up  3  kilos,  but 

Poland only has  to  give  up    1  __ 
3
   litre  of wine  to  produce  a  kilo  of cheese,  

whereas  France  has  to  give  up    
3
 __ 

4
   litre  of wine.

The theory of comparative  advantage  tells  us  that France  should 

specialize  in the  production of wine  and Poland should specialize  in 

the  production of cheese.  France will then consume the  wine  that 

they wish and use  any extra wine  to  exchange for cheese.  In the  

same way,  Poland will consume the  cheese  that it wants  and use  any 

extra cheese  to  exchange for wine.

The situation can also be shown on a simple diagram as in Figure 21 .1 ,  

using simplified production possibilities  curves.

Figure  21 .1  shows the  same information as  Table  21 .2 .  However,  

even without the  information in Table  21 .2 ,  it is  possible  to  use  

Figure  21 .1  to  show comparative advantage.

In simple  terms,  when a country has  an absolute  advantage  in 

producing both goods,  as  France has  here,  and the  scale  of the  axes  is  

the  same,  the  comparative  advantage  for the  better producer is  in 
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the  good where  the  distance  between the  production possibilities  

is  greatest,  shown by (a)  in the  diagram,  and the  comparative  

advantage  for the  less  efficient producer is  in the  good where  the  

distance  between the  production possibilities  is  least,  shown by (b)  

in the  diagram.  Thus,  as  we  know,  France  has  the  comparative  

advantage  in producing wine  and Poland has  the  comparative  

advantage  in producing cheese.

This  is  not a  mathematical justification,  but simply a  useful trick to  

employ when using diagrams such as  this.  The  real reason relates  to  

the  relative  slopes  of the  lines,  since  it is  the  slope  of the  lines  that 

shows the  opportunity costs,  which in this  model is  always  shown as  

constant opportunity cost ( straight line  PPC) .

One point to  bear in mind is  that the  theory of comparative  

advantage  works  so  long as  the  opportunity costs  faced by the  two 

countries  are  different.  If the  two countries  face  the  same opportunity 

costs  ( shown by parallel PPCs) ,  then there  would be  no  point in trade  

taking place.  This  situation is  shown in Table  21 .3  and Figure  21 .2 .

Country Litres of wine Opportunity cost 
of 1  litre of wine

Kilos of cheese Opportunity cost  
of 1  kilo of cheese

France 3 2  ki los of cheese 6   1  __ 
2
   l i tre of wine

Poland 1 2  ki los of cheese 2   1  __ 
2
   l i tre of wine

Table 21 .3  Identica l  opportunity costs

As we can see in Figure 21 .2 ,  if the slopes of the two production 

possibilities curves are  the same,  then opportunity costs  for each 

country will be  identical,  and there will be  no gains to  be made by 

trading.

W
in
e
 (
lit
re
s)

Cheese  (ki los)

4

2

4 620

France

Poland

Figure 21 .2  Identica l  opportunity costs

What gives a country a comparative advantage?
To  a  large  extent,  comparative  advantage  is  based on a  countrys  

factor endowments.  A country that is  endowed  with a  large  

amount of arable  land may develop  a  comparative  advantage  in 

agricultural products.  A country with abundant unskilled labour 

can develop  its  comparative  advantage  in  the  production of 

Student workpoint 21.2
Be a  thinkerconsider the  information  below and  

answer the questions that follow.

Using the  same  quan ti ties  of resou rces,  to  produce  rice  

and  cloth ,  Ch ina  and  Pakistan  h ave  the  fo l lowing 

production  ou tcomes:

Country Kilos of 
rice

Opportunity 
cost of 1  
kilo of rice

Metres 
of cloth

Opportunity 
cost of 1  
metre of cloth

China 5 4

Pakistan 3 3

1  Ca lcu la te  the  opportun i ty costs  for the  tab le .

2  Draw a  d iagram  to  i l lu stra te  the  in formation  in   

the  tab le .

3  Shou ld  trade  take  p lace  between  Ch ina  and  

Pakistan ? Why?

4  I n  wh ich  product shou ld  each  coun try specia l i ze? 

Why?
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labour- intensive,  low-skilled,  manufactured goods.  A country with 

abundant well- educated labour may have  a  comparative  advantage  

in  the  output of financial services.  A country with beautiful 

beaches  and a  favourable  climate  may develop  its  comparative  

advantage  in  the  output of tourist  services,  illustrating that 

climate  can actually be  a  factor of production!  The  abundance  of 

a  particular factor will  make  the  price  of this  factor relatively lower 

than the  price  of other factors,  thereby allowing the  opportunity 

cost of the  goods  or  services  using that factor to  be  lower than it 

would be  in  other countries.

David  Ricardo (1 7721 823 )

David  Rica rdo  was  born  in  London  in to  a  Du tch -Jewish  

fam i ly in  Apri l ,  1 772 .  At a  young age,  and  without a  

grea t dea l  of forma l  education ,  he  jo ined  h is  fa ther 

working a t the  London  Stock Exchange.  When  he  

married  a  Quaker woman  h is  orthodox J ewish  fam i ly 

d is inherited  h im  and  broke  off a l l  con tact.

At the  age  of 27,  Rica rdo  read  Adam  Sm ith s  famous 

work,  The  Wealth  of Nations,  a nd  th is  encouraged  h im  

to  fu rther study pol i tica l  economy.  I t was  1 0  years  

before  he  was  fi rst publ ished ,  in  1 809 ,  when  he  

con tribu ted  to  The  Month ly Chron icle  on  the  issue  of 

in fla tion  in  England  and  the  bu l l ion  con troversy.  H is  

views represent ea rly monetarist thought tha t the  

in fla tion  was  caused  by the  wi l l ingness  of the  Bank of 

England  to  issue  excessive  amounts  of bank notes.

Rica rdo  was  very successfu l  a t the  stock exchange  and  

made  a  fortune  as  a  stockbroker and  loan  broker.  H e  

pu rchased  a  country esta te  in  G loucestersh ire  and  

moved  there  on  h is  reti rement from  business  in  1 81 4.  

In  1 81 5 ,  Rica rdos  publ ica tion ,  Essay on  the  In fluence  of 

the  Low Price  of Corn  on  the  Profits  of Stock,  presented  

the  theory now known  as  the  law of d im in ish ing retu rns.  

H is  study of the  rela tionsh ip  between  labour,  capita l ,  and  

land  in  agricu l tu re  led  h im  to  the  conclusion ,  now wel l -

known ,  tha t a s  increasing amounts  of labour and  

mach inery a re  u sed  on  a  fixed  a rea  of l and ,  add i tions  to  

tota l  ou tpu t wi l l  even tua l ly d im in ish .

Ricardos  most famous work was Principles of Political 

Economy and Taxation ,  publ ished  in  1 81 7.  At the  time,  

the  protection ist British  Corn  

Laws were  in  p lace to  restrict 

imports  of wheat in to  Brita in .  

In  exam in ing comparative  costs  

between  d ifferent producers,  

Ricardo  arrived  a t the  conclusions  

that a re  known  today as  the  theory of 

comparative  advantage.  H is  famous case  

study,  now presented  widely to  econom ics  students,  

looked  a t the  production  of wine and  cloth  in  England  

and  Portuga l .  Although  Portuga l  m ight be  better a t 

producing both  wine and  cloth ,  Ricardo  showed  that both  

countries  wou ld  benefit i f each  specia l ized  and  they 

traded  freely.  He was thus an  early advocate  of free trade.

In  the  same publ ica tion ,  Rica rdo  made  another of h is  

importan t con tribu tions  to  econom ic thought,  h is  

explana tion  of the  theory of ren ts.  In  studying the  

production  of food  and  the  need  to  feed  increasing 

popu la tions  by u sing less  productive  a reas  of land ,  

Rica rdo  was  ab le  to  show tha t i t wou ld  be  landowners  

who  wou ld  benefit from  popu la tion  growth  the  most,  a s  

they wou ld  be  ab le  to  extract h igh  levels  of ren t.

Throughout h is  career,  Ricardo was influenced  by h is  

friendships with  James M il l ,  Jeremy Bentham, and  Thomas 

Malthus,  important names in  n ineteenth-century economic,  

politica l,  and  ph ilosophica l  thought.  Ricardo d ied  in  1 823 ,  

at the age of 51 .  In  a  relatively short career of 1 4  years as  

a  professional  economist,  he made severa l  lasting 

contributions to  the economic theory that we study today.

Student workpoint 21.3
Be an  inquirer

Find  ou t the  ma in  export of five  

d i fferen t countries.  I den ti fy the  

abundant factor of production  

wh ich  cou ld  give  the  country a  

compara tive  advan tage  in  th is  

product.

Limitations of the theory of comparative advantage
Comparative advantage theory is  based upon a number of assumptions,  

which tend to  limit the application of the theory in real life.

1   As in perfect competition,  it is  assumed that the  producers  and 

consumers  have  perfect knowledge  and are  aware  of where  the  

least expensive  goods  may be  purchased.

2   It is  usually assumed that there  are  no  transport costs.  However,  

in reality,  this  is  not true.  The  existence  of transport costs  may 
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erode  a countrys  comparative  advantage  and not make 

international trading worthwhile,  since  it may eliminate  its  

competitiveness.

3   Basic theories  assume that there  are  only two economies  

producing two goods.  However,  this  is  not such a problem.  The  

theory may be  applied to  more  countries  and more  products  and it 

is  still possible  to  discern where  the  comparative  advantages  lie.  

The  use  of computer simulations  has  made the  multi-country/

multi-product analysis  much easier to  conduct.

4   It is  usually assumed that costs  do  not change  and that the  returns  

to  scale  are  constant,  i.e.  there  are  no  economies  or diseconomies  

of scale.  However,  the  existence  of economies  of scale  would,  in 

all probability,  increase  a  countrys  comparative  advantage,  as  

relative  costs  of production fell even more.

5   It is  usually assumed that the  goods  being traded are  identical,  

such as  barley,  cotton,  or bananas.  However,  problems arise  with 

goods  such as  consumer durables.  A Toshiba television will be  

different from a Phillips  television and so  it is  much harder to  

prove  that Japan has  the  comparative  advantage  in producing 

televisions.

6   It is  usually assumed that factors  of production remain in the  

country.  However,  it may be  the  factors  of production,  rather than 

the  goods,  that move from country to  country.  For example,  

developed countries,  rather than exporting finished goods to  LDCs,  

may invest capital in LDCs to  enable  goods to  be  produced there.  

Labour may migrate  from low-wage to  high-wage countries.

7   It is  usually assumed that there  is  perfectly free  trade  among 

countries,  but of course,  in reality,  there  are  likely to  be  

government- imposed trade  barriers  in many industries.

In spite  of its  limitations,  comparative  advantage  theory is  at the  core  

of international trade  theory and goes  a  long way to  explaining 

patterns  of trade.  Countries  that specialize  in producing goods  in 

which they have  a  lower opportunity cost than other countries  can 

capture  the  gains  from trade  listed at the  beginning of this  chapter.

The World Trade Organization (WTO)
The  WTO  is  an international organization that sets  the  rules  for 

global trading and resolves  disputes  between its  member countries.  

The  WTO  was  established on 1  January 1 995  and now has  1 5 3  

members  and 30  observer countries,  the  majority of whom are  

seeking membership.  It  replaced the  General Agreement on Tariffs  

and Trade  (GATT) ,  which had been set up  after  the  Second World 

War.  The  WTO,  along with its  predecessor the  GATT,  is  largely 

credited with the  fact that,  s ince  1 947,  average  world tariffs  for 

manufactured goods  have  declined from approximately 40%  to  4% .

All WTO members are required to grant most favoured nation  status  

to one another,  which means that,  usually,  trade concessions granted  

by a WTO country to another country must be granted to all WTO  

members.
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Aims of the WTO
The WTO  aims to  increase  international trade  by lowering trade  

barriers  and providing a forum for negotiation.

The functions  of the  WTO  are  to:

 administer WTO  trade  agreements

 be  a forum for trade  negotiations

 handle  trade  disputes  among member countries

 monitor national trade  policies

 provide  technical assistance  and training for developing countries

 cooperate  with other international organizations.

The WTO  operates  through a system of trade  negotiations,  or rounds.  

The first ones,  held under the  GATT,  dealt mainly with the  reduction 

of tariffs,  but later negotiations included other areas  such as  anti-

dumping legislation and non-tariff issues.

The current round of negotiations  is  called the  Doha round ,  after 

the site  of the  meeting where  negotiations were  started in November 

2001 .  The  programme,  called the  Doha Development Agenda,  covers  

many areas  including agricultural tariffs,  non-agricultural tariffs,  

trade  and environment,  anti-dumping,  subsidies,  competition policy,  

transparency in government procurement,  and intellectual property.

The negotiations  have  been very contentious  and,  at the  time of 

writing,  no  agreement has  yet been reached,  even though there  were  

ministerial conferences  in Cancun in 2003 ,  Hong Kong in 2005 ,  and 

Geneva in 2009.  In July 2006,  Doha round negotiations  broke  down 

and were  ultimately suspended as  a  result of an inability to  come to  

agreement on fundamental issues.  There  were  two key concerns.  

First,  the  EU and the  USA were  being urged to  reduce  their 

agricultural subsidies  to  improve  market access  for developing 

countries  exports.  Second,  the  more-developed countries  wanted the  

larger developing countries,  such as  B razil and India,  to  lower their 

barriers  to  imports  of manufactured goods.  Despite  a  widespread view 

that such measures  will increase  growth in all countries,  there  has  so  

far been no  success  in reaching a compromise.

END OF CHAPTER REVIEW QUESTIONS
 To assess your understanding of international  economics there wi l l  be 

data  response questions on  paper 2 .  In  order to a l low you  to practise your 

understanding of the topics,  we include short response questions a t the end  

of each  chapter.

1  Discuss the benets that may be gained  as a  resul t of international  trade.

2 Using a  d iagram,  expla in  the concept of comparative advantage.

3 Explain  two l imitations of the model  of comparative advantage.

Assessement advice

Make  su re  tha t you  h ave  re levan t rea l  world  examples  to  support you r an swers.

Student workpoint 21.4
Be an  inquirer

The situation  with  the WTO and  

the Doha  Development Agenda  is  

continua lly changing.  Research  the  

current stand ing of negotiations  

and  agreements.  A good  starting 

point for your research  would  be  

the officia l  WTO site,  www.wto.org.

Student workpoint 21.5
Be reflectivethink ahead

I n  the  next chapter,  we  wi l l  be  

looking a t some  of the  ba rriers  

th a t coun tries  pu t in  p lace  to  

effective ly reduce  in terna tiona l  

trade.

G iven  tha t there  a re  so  m any 

benefi ts  to  be  ga ined  from  trade,  

try to  th ink of reasons  why 

governments  wou ld  wan t to  

prevent trade  in  any way.
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Free trade and protectionism
                         

22

Free trade
Free  trade  is  said to  take  place  between countries  when there  are  

no  barriers  to  trade  put in place  by governments  or international 

organizations.  Goods  and services  are  allowed to  move freely 

between countries.

Arguments for protectionism
If international trade  is  so  good for all the  countries  concerned,  why 

is  it that countries  do  not trade  freely?  Why do  they often protect 

their economies  from imports?  A number of reasons  have  been put 

forward for this,  although the  arguments  are  not always valid.  Let us  

look at some of the  arguments.

Protecting domestic employment
At any given time in an economy there will be some industries  that are  

in decline ( sunset industries)  because they cannot compete with 

foreign competition.  If the industries  are  relatively large,  this  will lead 

to  high levels  of structural unemployment,  and governments often 

attempt to  protect the industries  in order to  avoid the unemployment.

However,  this argument is  not very strong,  since it is  likely that the  

industry will continue to  decline and that protection will simply prolong 

the process.  Although there will be short-run social costs,  it could be  

better to let the resources employed in the industry move into other,  

expanding areas of the economy.  But,  in some cases,  the negative  

externalities of a rapidly declining major industry may be so great that 

the government feels  obligated to intervene and protect the market.

Protecting the economy from low-cost labour
It is  often argued that the main reason for declining domestic industries  

is  the low cost of labour in exporting countries and that the economy 

should be protected from imports that are produced in countries where  

the cost of labour is  very low.  For example,  there have been demands in 

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 define  free  trade

 expla in ,  give  examples of,  and  eva luate  the a rguments  for protection ism

 expla in ,  g ive  examples  of,  a nd  eva lua te  the  a rgumen ts  aga in st 

protection ism

 expla in  and  i l lu stra te  free  trade

 define,  exp la in ,  i l lu stra te,  a nd  g ive  examples  of types  of protection ism

HL ca lcu la te ,  from  d iagrams,  the  effects  of imposing a  ta ri ff,  setting a  

quota ,  or g iving a  subsidy,  on  d i fferen t stakeholders

 eva lua te  the  effect of d i fferen t types  of trade  protection .
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the US  to  protect the domestic clothing industry against cheap imports  

from Asia,  where wages are much lower.  While trade may create many 

benefits for an economy as a whole,  these gains may be spread widely,  

while the cost in terms of job losses may be concentrated in particular 

industries.  There is  much greater job insecurity among manufacturing 

workers throughout the more developed countries as workers fear that 

they will lose their jobs to  workers in emerging markets such as China 

and India.  Workers and their trade unions may lobby vigorously for 

protection against imported goods.

The world ship  building industry provides  one  example  of 

different wage  costs.  In 2004,  the  hourly wage  for ship  

building in the  USA was  $23 .1 8,  but in South Korea it was  

$1 9.1 8.  Not surprisingly,  South Korea is  now the  largest ship  

builder in the  world.  In 2008  South Korea produced about 

50%  of the  worlds  large  commercial ships,  whereas  the  US  

share  of the  world market has  become minimal.  Another 

low-cost producer,  China,  is  now the  second largest 

producer,  with about 35%  of the  worlds  production,  and is  

predicted to  take  over from South Korea as  the  largest 

producer in the  next few years.  Although exact figures  are  

not available,  economists  are  confident that hourly wages  in 

China are  below those  in South Korea and that this  

accounts  for the  increase  in demand for Chinese  ships.

However,  this  argument goes  against the  whole  concept of 

comparative  advantage.  It would mean that domestic consumers  

would pay higher prices  than they should and that production in  

the  protected economy would take  place  at an inefficient level.   

The  country wishing to  export would lose  trade  and their economy 

would suffer.

It should be  realized that comparative  advantage  changes over time,  

and that a  country that has  a  comparative  advantage  in the  

production of a  good at present may not have  it in the  future.  For 

instance,  it is  quite  likely that the  US  did have  a  comparative  

advantage  in shipbuilding at one  time.  As  relative  factor costs  change  

in different countries,  it is  important that resources  should move as  

freely as  possible  from industries  where  comparative  advantage  is  

waning,  into  industries  where  it is  growing.  Supply-side  policies  that 

focus on labour markets  emphasize  the  importance  of making labour 

flexible  enough to  adapt to  changing economic circumstances.  This  

puts  some responsibility on governments  to  help  those  workers  who 

have  lost their j obs  due  to  increased competition from countries  that 

have  developed their comparative  advantage  in the  production of 

labour- intensive  goods.

Protecting an infant (sunrise) industry

Many governments  argue  that an industry that is  just developing 

may not have  the  economies  of scale  advantages  that larger 

industries  in other countries  may enjoy.  The  domestic industry will 

not be  competitive  against foreign imports  until it can gain the  cost 

advantages  of economies  of scale.  Because  of this,  it is  argued that the  

industry needs  to  be  protected against imports  until it achieves  a  size  

where  it is  able  to  compete  on an equal footing.
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However,  there  are  possible  flaws in this  argument.  Most developed 

countries  have  highly efficient capital markets,  which allow them 

access  to  large  amounts  of financial capital,  even more  so  since  the  

advent of globalization.  Because  of this,  it can be  argued that there  is  

no  basis  for the  idea that industries  in developed countries  will set up  

in a  relatively small way and thus  not benefit from economies  of 

scale.  With access  to  highly developed capital markets,  it is  hard to  

imagine  that a  new industry would not set up  at the  most efficient 

size.  For example,  the  Saudi Arabian government has  been 

diversifying into  petrochemical production in recent years.  It has  

undertaken a number of projects  in partnership  with large  

multinationals,  such as  Chevron,  BP,  and Exxon Mobil.  The  plants  

constructed have  been among some of the  largest in the  world,  

gaining almost immediately from economies  of scale.

It is  likely that developing countries,  without access  to  sophisticated 

capital markets,  can use  the  infant industry argument to  justify 

protectionist policies.  However,  whether they have  the  international 

political power to  be  able  to  impose  protectionist policies,  without 

complaints  and action from developed countries,  is  debatable.

To avoid the risks of over-specialization
Governments may want to limit over-specialization,  if it means that the  

country could become over-dependent on the export sales of one or two 

products.  Any change in the world markets for these products might 

have serious consequences for the countrys economy.  For example,  

changes in technology could severely reduce the demand for a  

commodity,  as the development of quartz crystal watches did for the  

Swiss wristwatch industry,  harming the economy.  The introduction of 

new products,  or changes in the patterns of demand and supply,  can have  

serious effects on the economies of developing countries,  which tend to  

over-specialize in the production of primary products,  without choice.  

For example,  the invention of synthetic rubber had a large negative effect 

on the rubber industry in Malaysia,  and the over-supply of coffee on the  

world market,  causing falling prices,  did the same for Ethiopia.

There  are  no  real arguments  against this  view.  It does  not promote  

protectionism,  it simply points  out the  problems that countries  may 

face  if they specialize  to  a  great extent.

Strategic reasons
It is  sometimes argued that certain industries  need to  be  protected in 

case  they are  needed at times  of war,  for example,  agriculture,  steel,  

and power generation.  S teel is  needed for many defence  items such 

as  planes  and tanks,  and a steel industry would argue  that it must be  

protected in order to  stay competitive.

To a certain extent,  this argument may be a valid one,  although it is  

often overstated.  In many cases it is  unlikely that countries will go to war 

or,  if they do,  that they will be completely cut off from all supplies.  It is  

likely that the argument is  being used as an excuse for protectionism.

To prevent dumping
Dumping is  the  selling by a  country of large  quantities  of a  

commodity,  at a  price  lower than its  production cost,  in another 
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country.  For example,  the  EU may have  a  surplus  of butter and sell 

this  at a  very low cost to  a  small developing economy.  This  may 

ruin the  domestic producers  in the  developing country.  Where  

countries  can prove  that their industries  have  been severely 

damaged by dumping,  their governments  are  allowed,  under 

international trade  rules,  to  impose  anti-dumping measures  to  

reduce  the  damage.

However,  it  is  very difficult to  prove  whether or not a  foreign 

industry has  actually been guilty of dumping.  In addition,  a  

government that subsidizes  a  domestic industry may actually 

support dumping.  For example,  developing countries  argue  that 

when the  EU exports  subsidized sugar,  it  is  actually a  case  of 

dumping because  the  price  doesnt reflect the  actual costs  of the  EU 

sugar producers.  So,  if dumping does  occur,  it  is  more  likely that 

there  will be  a  need for talks  between governments,  rather than any 

form of protectionism.  There  is  always  a  danger that protectionism 

will invite  retaliatory actions  by foreign governments  and this  

reduces  the  benefits  that can be  gained by all consumers  and 

producers  in all countries.

Student workpoint 22.1
Be a  th inkerread  the article  and  answer the  questions that follow

1  Define  dumping.

2  Outl ine  the  a rguments  for and  aga in st the  Eu ropean  imposi tion   

o f ta ri ffs  on  Ch inese  and  Vietnamese  shoes.

EU imposes long-term tarifs on Asian shoes
Faced with the overwhelming flow 

of low-cost Asian shoes into 

Europe,  EU nations agreed on 

Wednesday to impose long-term 

tariffs on leather footwear from 

China and Vietnam.  But the deal 

bitterly divided the European 

Union,  which will now look into 

changing the way that it imposes 

such duties.

Both the shoe dispute and the 

review of EU duties arrive at a 

time of profoundly mixed feelings 

in Europe about the rise of Asian 

economies.  On the one hand,  the 

EU is eager to get a bigger bite of 

the vast and growing Far Eastern 

markets for its products and 

services.  On the other hand,  

many businesses,  especially in 

manufacturing,  fear the legion of 

lower-paid Asian workers who can 

produce products at a fraction of 

the cost in Europe.

The shoe issue opened a rift in 

the EU between north and south,  

with countries like Germany,  

Britain,  and the Nordic members 

opposing the tariffs,  with backing 

from shoe sellers hungry for low-

cost products.  Italy along with 

France,  Spain,  and Portugal 

lobbied hard for them.  The Italians 

argued that their shoemakers

small-scale and often family-run 

businesses with high labour 

costswere being unfairly 

smothered by their huge-scale 

Asian counterparts.

An EU study this year said that 

China and Vietnam were dumping 

shoes in Europe by unfairly helping 

their leather-shoe manufacturers 

with favourable financing deals and 

low rents that distorted the value of 

their products,  harming European 

competitors.  The commission had 

imposed temporary tariffs,  but those 

expire on Friday.  The new tariffs,  of 

16.5% against China and 10%  

against Vietnam,  go into effect on 

Saturday on most categories of 

leather shoe imports.

From 2001  to 2005,  Chinese 

leather shoe exports to the EU 

increased tenfold.  The Vietnamese 

increased theirs by 95%  over the 

period.  On average,  the unit price 

from the two countries fell 28%.  

Meanwhile,  the commission says 

the production of footwear in the 

bloc decreased about 30%,  while 

40,000 European jobs in the sector 

were lost.

Source: International Herald Tribune,  

5  October 2006
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To protect product standards

A country might wish to  impose  safety,  health,  or 

environmental standards  on goods  being imported into  its  

domestic market in  order to  ensure  that the  imports  match the  

standards  of domestic products.  For example,  the  EU banned 

the  importing of US  beef in  the  1 990s  because  it  was  treated 

with hormones.  The  WTO  allows  countries  to  impose  such 

bans,  as  long as  the  barrier is  based on scientific evidence  and 

as  long as  the  country imposing the  ban does  not discriminate  

between countries  where  similar products  are  traded.

This  is  a  valid argument,  as  long as  the  concerns  themselves  

are  valid.  However,  many of the  reasons  given for bans  when 

standards  are  not reached are  considered to  be  simply subtle  

means  of protectionism.  Certainly,  there  is  a  strong feeling 

amongst US  cattle  farmers  that this  is  the  case  with beef.  They 

say that EU doctors  have  no  hard evidence  to  back up  their 

claims  that hormone-treated beef is  bad for consumers  and say 

that the  ban is  s imply an excuse  for protectionism.  Where  

there  is  a  dispute  over product standards,  a  response  by the  

exporting country might be  to  use  retaliatory protectionist 

policies.  In the  EUUS  beef dispute,  the  USA retaliated against 

the  EU in May 1 999  by imposing trade  sanctions  on imports  from 

Europe  worth $1 1 7  million.  Despite  the  attempted intervention of 

the  WTO,  the  ban is  still  in place  as  we  enter the  201 0s.

Another issue  relating to  the  use  of product standards  as  a  trade  

barrier is  the  cost involved in meeting product standards.  This  is  a  

particular concern for producers  in developing countries.  Not only 

does  it cost a  great deal to  meet the  standards,  but the  costs  of getting 

appropriate  approval and documentation to  prove  that the  standards 

have  been met are  extremely high.  This  puts  producers  in developing 

countries  at a  disadvantage  and may make it difficult for such 

countries  to  exploit their comparative  advantage  successfully.  The  

World Trade  Organization recognizes  this  and,  in cooperation with 

the  World Health Organization,  the  World Bank,  the  World 

Organization for Animal Health,  and the  Food and Agricultural 

Organization,  has  established a S tandards and Trade  Development 

Facility (STDF) .  This  programme is  designed to  help  developing 

countries  improve  their expertise  and their capacity to  analyse  and 

implement international standards  on food safety and animal and 

plant health.

Student workpoint 22.2
Be an  inquirer

We have  noted  tha t coun tries  often  impose  ba rriers  to  imports  of goods  

tha t do  not meet the  envi ronmenta l  standa rds  of the  coun try.  Find  a  

cu rren t example  of such  a  ba rrier.  To  wha t exten t i s  the  trade  ba rrier th a t 

you  h ave  iden ti fied  ju sti fied?  You  m igh t try the  World  Trade  Organ iza tion  

(www.wto.org)  websi te  and  refer to  the  San i ta ry and  Phytosan i ta ry 

Measu res  Agreemen t (SPS  measu res)  section .
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To raise government revenue
In many developing countries,  it is  difficult to  collect taxes  and so  

governments  impose  import taxes  ( tariffs)  on products  in order to  

raise  revenue.  The  International Monetary Fund estimated that,  on 

average,  import duties  accounted for approximately 1 5%  of total 

government revenue for the  developing countries  listed in its  

Government Financial S tatistics  Yearbook in 2002 .

This  is  not so  much an argument for protectionism,  but more a means 

of raising government revenue.  In effect,  the import duties  are  actually 

a tax on the consumers in the country who are  buying the imports.

To correct a balance of payments deficit
Governments  sometimes  impose  protectionist measures  to  attempt to  

reduce  import expenditure  and thus  improve  a current account 

deficit whereby the  country is  spending more  on its  imports  of goods  

and services  than it is  earning for its  exports  of goods  and services.

However,  this  will only work in the  short run.  It does  not address  the  

actual problem,  because  it does  not rectify the  actual causes  of the  

deficit.  Also,  if countries  do  this,  then it is  likely that other countries  

will retaliate  with protectionist measures  of their own.

Arguments against protectionism
The arguments  against protectionism are  really related to  the  reasons 

why countries  trade,  which were  discussed in Chapter 21 .  In brief,  

the  arguments  against protectionism include  the  following:

 Protectionism may raise  prices  to  consumers  and producers  of the  

imports  that they buy.

 Protectionism would lead to  less  choice  for consumers.

 Competition would diminish if foreign firms are  kept out of a  

country,  and so  domestic firms may become inefficient without 

the  incentive  to  minimize  costs.  Innovation may also  be  reduced 

for the  same reason.

 Protectionism distorts  comparative  advantage,  leading to  the  

inefficient use  of the  worlds  resources.  Specialization is  reduced 

and this  would reduce  the  potential level of the  worlds  output.

 For the  reasons  listed above,  protectionism may hinder economic 

growth.

Types of protectionism
There  are  a  number of different methods  used to  protect economies  

from imports.  In order to  look at them,  it is  best to  first consider 

what the  situation would be  if a  country had free  trade  in a  given 

commodity,  for example,  wheat.  We will then consider how different 

protectionist measures  might alter the  free  trade  situation.

Figure  22 .1  shows the  situation where  free  trade  is  taking place  in a  

country where  wheat is  both produced domestically and imported.

If there  was  no  foreign trade,  then domestic farmers  would produce  

0Qe  tons  of wheat at a  price  of Pe  per ton.  If we  now assume that 

the  market is  open and that foreign trade  does  take  place,  then the  
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Figure 22.1  Free trade in  wheat
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situation changes.  Consumers  find that they can import wheat at the  

world price  and that,  if they are  prepared to  pay the  world price,  they 

can import as  much wheat as  they like.  This  means that the  supply 

curve  faced by the  importers,  S  (World) ,  is  perfectly elastic.  S  (World)  

must be  below Pe  or there  would be  no  point in trading.

With free  trade,  the  price  of wheat in the  country will be  S  (World) .  

At this  price,  domestic farmers  will only be  prepared to  supply 0Q1  

tons  of wheat.  However,  the  demand for wheat will be  0Q2  and so  

the  excess  demand is  satisfied by imported wheat.  Foreign producers  

will supply Q1Q2  tons of wheat.  Thus  domestic consumers  get to  

consume QeQ2  more  wheat at a  lower price.

Now that we  know what happens in a  free  trade  situation,  let us  look 

at the  different types  of protectionism that may be  employed.

Tariffs

A tariff is  a  tax that is  charged on imported goods.  As  we  know from 

Chapter 5 ,  any tax placed upon a good shifts  the  supply curve  

upwards  by the  amount of the  tax.  In the  case  of a  tariff,  it will shift 

the  world supply curve  upwards,  since  it is  placed on the  foreign 

producers  of the  good and not the  domestic producers.  The  effect of a  

tariff on imported wheat is  shown in Figure  22 .2 .

Before  the  tariff,  0Q2  tons of wheat were  being consumed at a price  

of Pw.  Domestic production was 0Q1  and imports  were  Q1Q2 .  When 

the tariff is  imposed,  S  (World)  shifts  up  by the  amount of the  tariff to  

S  (World) tariff and so  the  market price  rises  to  Pw T.  Total quantity 

demanded falls  from 0Q2  to  0Q4,  because  the  price  has  risen.

Domestic producers  increase  production to  0Q3  and so  their revenue 

increases  from g to  g a b c h.  Foreign producers  supply the  rest,  

which is  now Q3Q4.  They receive  Pw T,  but have  to  pay the  tariff to  

the  government.  Thus  their revenue falls  from h i j k to  only i j .  

The  government now receives  tariff revenue of d e.

The importers  must pay a  higher price  for the  imported good.  In the  

case  of wheat,  the  higher price  will be  passed on to  millers  and 

eventually to  the  cereal companies  or bakeries  that buy the  refined 

wheat.  As  another example,  if a  government introduced a tariff on 

automobile  component parts,  then this  would raise  the  costs  to  car-

makers  and eventually lead consumers  to  have  to  pay higher prices  

for their cars.  If the  car-maker is  an exporter,  then the  higher cost of 

imported components  could reduce  its  international competitiveness.

Tariffs  are  the  most common type  of anti-dumping measure.  If a  

country has  been able  to  prove  that dumping has  taken place,  then 

it can place  a  tariff on the  imported goods  to  raise  their prices  and 

eliminate  the  cost advantage  of the  dumped imports.

There  are  two further outcomes.

 Q4Q2  tons of wheat are  not now demanded.  Consumers  keep  the  

amount k that they would have  spent on the  wheat,  but there  is  a  

loss  of consumer surplus  equivalent to  f,  because  the  wheat is  not 

now purchased.  This  is  known as  a  dead-weight loss  of welfare,  

because  of the  loss  of consumer surplus.
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 After the  tariff,  Q1Q3  tons  of wheat are  now produced by 

relatively inefficient domestic farmers,  as  opposed to  more  

efficient foreign farmers.  The  foreign farmers  would produce  this  

quantity for a  minimum revenue  of h,  whereas  the  domestic 

producers  need a  minimum revenue  of h c.  Thus  c  represents  

the  inefficiency of the  domestic producers  and a  loss  of world 

efficiency,  since  more of the  worlds  resources  are  being used 

to  produce  the  wheat than are  necessary.  This  is  another dead-

weight loss  of welfare.

Subsidies
As we saw in Chapter 5 ,  a  subsidy is  an amount of money paid by 

the  government to  a firm,  per unit of output.  In this  case,  the 

government is  giving a subsidy to  domestic producers  to  make them 

more competitive  and so  the  effect will be  to  shift the  domestic supply 

curve downwards by the  amount of the  subsidy.  If we continue with 

our wheat example,  then the  effect of a  subsidy granted to  domestic 

wheat producers is  shown in Figure 22 .3 .

Before  the  subsidy,  0Q2  tons  of wheat were  being consumed at a  

price  of Pw.  Domestic production was 0Q1  and imports  were  Q1Q2 .  

When the  subsidy is  granted,  S  (Domestic)  shifts  downwards  by the  

amount of the  subsidy to  S  (Domestic) subsidy.  The  market price  

stays  at Pw  and so  demand remains  at 0Q2 .

However,  domestic producers  increase  production to  0Q3 ,  because  

they are  now receiving Pw subsidy per unit that they produce.  This  

means that their revenue increases  from a to  a b e f g.  Foreign 

producers  supply the  rest,  which is  now Q3Q2 .  Thus their revenue 

falls  from b c d to  only c d.  The  government pays  the  subsidy,  

which is  shown by the  area e f g in total.

As  with a  tariff,  Q1Q3  tons  of wheat are  now produced by relatively 

inefficient domestic farmers,  as  opposed to  more  efficient foreign 

farmers.  The  foreign farmers  would produce  this  quantity for a  

minimum revenue  of b ,  whereas  the  domestic producers  need 

minimum revenue  of b g.  Thus  g  represents  the  inefficiency of the  

domestic producers  and a  misallocation of the  worlds  resources,  

s ince  more  of the  worlds  resources  are  being used to  produce  

the  wheat than are  necessary.  This  is  another dead-weight loss  

of welfare.
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Figure 22.3  A subsidy on  domestic 

wheat production

Student workpoint 22.3
Be a  th inkerillustrate  and  explain  the  following

Draw your own  copy of the  ta ri ff d iagram ,  with  sem i-conductors  in  J apan  

as  the  example.  M ake  a  tab le  with  two  co lumns,  one  headed  Winners  

and  one  headed  Losers.  I n  each  column ,  m ake  a  l i st of the  

stakeholders  who  win  or lose  by the  imposition  of the  ta ri ff and  give  a  

brief explana tion  in  each  case  of why the  stakeholder i s  e i ther a  winner 

or loser.  Be  su re  to  consider possib le  in terna tiona l  impl ica tions.  U se  the  

letters  in  the  d iagram  to  specifica l ly iden ti fy the  costs  and  benefi ts.
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There  is  no  loss  of consumer surplus,  because  the  price  of the  wheat 

does  not change.  However,  consumers  are  indirectly affected as  

governments  will use  tax revenues  to  fund the  subsidies.  This  may 

mean higher tax payments  and also  involves  an opportunity cost in 

terms of reduced government spending on other things.

Quotas
A quota is  a  physical limit on the  numbers  or value of goods that can 

be  imported into  a country.  For example,  the  EU imposes  import 

quotas  on Chinese  garlic and mushrooms.  The imposition of a quota 

has a peculiar effect on the  free  trade diagram and this  is  shown in 

Figure  22 .4,  once more using the  example  of the  wheat market.

Before  the  quota is  imposed,  0Q2  of wheat is  purchased at a price  of 

Pw.  Domestic supply is  0Q1  and imports  are  Q1Q2 .  Let us  now assume 

that the  government imposes  a quota of Q1Q3  tons of wheat.

Domestic producers  supply 0Q1  at a  price  of Pw  and the  importers  

produce  their quota of Q1Q3 .  However,  once  this  has  happened,  

there  is  an excess  demand of Q3Q2  at the  price  Pw  and so  price  begins  

to  rise.  As  the  price  rises,  importers  are  not allowed to  supply more  

wheat,  because  they have  filled their quota,  and domestic producers  

begin to  enter the  market,  attracted by the  higher price  of wheat.  

The  domestic supply curve  has,  in effect,  shifted to  the  right,  above  

Pw.  Eventually,  the  price  settles  at PQuota,  where  demand now equals  

supply again and the  total quantity of wheat demanded falls  to  Q4.

Domestic producers  now supply 0Q1  and Q3Q4 tons of wheat at a  

price  of PQuota.  Their revenue rises  from a to  a c d f i j .  Foreign 

producers  now supply their quota of Q1Q3  tons  of wheat and also  

receive  a  price  of PQuota.  Thus  their income changes from b c d e  to  

b gh.  This  is  usually a  fall in income but,  in theory,  it does  not 

have  to  be.

Once  again,  as  in tariffs,  there  are  two areas  of dead-weight loss  of 

welfare  that are  caused by the  imposition of the  quota.

 Q4Q2  tons of wheat are  not now demanded.  Consumers  keep  the  

amount e  that they would have  spent on the  wheat,  but there  is  a  

loss  of consumer surplus  equivalent to  k,  because  the  wheat is  not 

now purchased.  This  is  a  dead-weight loss  of welfare,  because  of 

the  loss  of consumer surplus.
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Figure 22.4 A quota  on  wheat imports

Student workpoint 22.4
Be a  thinkerillustrate  and  explain  the  following

Draw you r own  copy of the  subsidy d iagram ,  wi th  cotton  in  the  U SA a s  

the  example.  M ake  a  tab le  wi th  two  co lumns,  one  headed  Winners  

and  one  headed  Losers.  I n  each  co lumn ,  m ake  a  l i st o f the  

stakeholders  who  win  or lose  by the  gran ting of a  subsidy and  give  a  

brief exp lana tion  in  each  case  of why the  stakeholder i s  e i ther a  winner 

or loser.  Be  su re  to  consider possib le  in terna tiona l  impl ica tions.  U se  the  

letters  in  the  d iagram  to  speci fica l ly iden ti fy the  costs  and  benefi ts .
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 After the  quota,  Q3Q4 tons  of wheat is  now produced by relatively 

inefficient domestic farmers,  as  opposed to  more  efficient foreign 

farmers.  The  foreign farmers  would produce  this  quantity for a  

minimum revenue of c d,  whereas  the  domestic producers  need 

a minimum revenue of c d j .  Thus  j  represents  the  inefficiency 

of the  domestic producers  and a loss  of world efficiency,  since  

more  of the  worlds  resources  are  being used to  produce  the  wheat 

than are  necessary.  This  is  another dead-weight loss  of welfare.

Assessment advice
I n  H L paper 3 ,  you  m ay be  a sked  to  ca lcu la te,  from  d iagrams,  the  effects  of 

imposing a  ta ri ff,  a  quota ,  or a  subsidy on  d i fferen t stakeholders.

Below i s  an  example  of the  kind  of question  tha t you  m ay face  and  suggested  

responses.

Th is  graph  shows  the  m a rket for cooking o i l  i n  a  coun try.
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1  I n d ica te  the  domestic equ i l ibrium  price  and  quan ti ty on  the  graph .

2  Cooking o i l  m ay be  imported .  The  world  price  i s  $1  per l i tre .  Add  the  world  

supply cu rve  to  the  graph .

3  Expla in  how much  cooking o i l  wi l l  be  suppl ied  by domestic  suppl iers  and  

how much  wi l l  be  supp l ied  by fore ign  producers  when  free  trade  takes  

p lace.

4  The  government imposes  a  ta ri ff o f 30  per l i tre .  Show the  effect of th is  on  

the  graph .

5  Ca lcu la te  the  change  in  consumer spend ing before  and  a fter the  imposi tion  

of the  ta ri ff.

Student workpoint 22.5
Be a  th inkerillustrate  and  explain  the  following

Draw you r own  copy of the  quota  d iagram ,  with  texti les  in  Eu rope  a s  the  

example.  M ake  a  tab le  wi th  two  co lumns,  one  headed  Winners  and  

one  headed  Losers.  I n  each  co lumn ,  m ake  a  l i st of the  stakeholders  

who  win  or lose  by the  imposi tion  of the  quota  and  give  a  brief 

exp lana tion  in  each  ca se  of why the  stakeholder i s  e i ther a  winner or 

loser.  Be  su re  to  consider possib le  in terna tiona l  impl ica tions.  U se  the  

letters  in  the  d iagram  to  speci fica l ly iden ti fy the  costs  and  benefi ts .
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6 Calcu la te  the  government ta x revenue a fter the  tariff is  put in  place.

7  Expla in  the  impact of the  ta ri ff on  any two  o f the  stakeholders  in  the  

cooking o i l  m a rket.

The  requ ired  d iagram  is  shown  below.
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1  The  equ i l ibrium  price  and  quan ti ty a re  shown  a s  $1 .50  and  1  m i l l ion  l i tres  of 

cooking o i l .

2  The world  supply curve has been  added.  I t is  a  perfectly inelastic supply cu rve  

a t $1 .

3  Before  free  trade,  domestic  producers  suppl ied  1  m i l l ion  l i tres  of cooking o i l .  

After free  trade,  the  domestic  supply fa l ls  to  0.5  m i l l ion  l i tres  and  the quantity 

suppl ied  by foreign  producers i s  1  m i l l ion  l i tres  (1 .5  m i l l ion    0 .5  m i l l ion ) .

4  The  effect of the  ta ri ff i s  shown  by the  upward  sh i ft of SW from  $1  to  $1 .30 ,  

i .e .  SW ta ri ff.

5  Consumer expend iture  before the  tariff was 1 .5  m il l ion    $1    $1 .5  m il l ion .

  Consumer expend iture  a fter the  tariff was 1 .2  m i l l ion    $1 .30    $1 .56  m i l l ion .  

6 The tax revenue wil l  be  30   400,000   $1 20,000.

7  The  stakeholders  in  the  m a rket a re  domestic  producers,  fore ign  producers,  

consumers,  the  governmen t,  and  resou rce  a l loca tion .  An  exp lana tion  of the  

effect on  any two  wi l l  be  su fficien t.  The  effects  a re  a s  fo l lows.

 Domestic p roducers  a re  ab le  to  se l l  m ore,  a t a  h igher price ,  thus  

in creasing revenue  and ,  in  a l l  probabi l i ty,  profi t.  They wi l l  a l so  in crease  

employment,  wh ich  shou ld  be  good  for the  domestic economy.

 Foreign  p roducers  se l l  less,  a t the  same  price,  thu s  reducing thei r 

revenue  and ,  a lmost certa in ly,  the i r profi t.  Th is  wi l l  a l so  lower 

employment in  the  foreign  econom ies,  causing damage  there.

 Consumers  get to  consume less  of the  product,  a t a  h igher price,  in  th is  

case  paying more  in  tota l .  They a lso  su ffer a  loss  of consumer su rplus,  

some to  domestic producers,  some to  the  government,  and  a  dead-weight 

loss,  shown  by the  l igh t b lue  triangle  in  the  d iagram .

 The  governmen t  w i l l  ga in  i n come  from  the  ta ri ff,  wh ich  m ay then  be  

spen t.  The  governmen t m ay a l so  benefi t from  a  d ecrea se  in  

u nemploymen t in  th e  economy.  H owever,  there  i s  a lways  th e  d anger o f 

reta l i a tion  from  other coun tries  for im posing the  ta ri ff.

 Resource  allocation  i n  th is  ca se  means  tha t production  of 0 .3  m i l l ion  

l i tres  of cooking o i l  sh i fts  from  efficien t foreign  producers  to  less-efficien t 

domestic  producers.  Th is  i s  a  welfa re  loss  and  inefficien t resou rce  

a l loca tion  occu rs,  shown  by the  da rk b lue  triangle  in  the  d iagram .
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Administrative barriers
We will look at three  different types  of administrative  barriers  that 

governments  may impose.

1  Red tape

  When goods  are  being imported,  there  are  usually administrative  

processes  that have  to  be  undertaken,  which may be  known as  

red tape .  If these  processes  are  lengthy and complicated then 

they can act as  a  restriction to  imports.  For example,  making 

importers  go  through complicated paperwork before  they can get 

their goods into  a  country will slow down imports.  In addition,  if 

the  paperwork requires  a  large  amount of legal work,  then it will 

slow the  process  down even more  and raise  the  cost to  the  

importer.  Sometimes,  countries  may designate  certain ports  of 

entry that are  difficult to  reach and also  more  expensive.  This  

may cause  border delays  and again raise  costs.

2 Health  and safety standards and environmental  standards

  Various  restrictions  may be  placed on the  types  of goods  that can 

be  sold in the  domestic market,  or on the  methods  used in the  

manufacture  of certain goods.  These  regulations  will apply to  

imports  and may restrict their entry.  As  mentioned earlier,  while   

it is  important that countries  be  able  to  guarantee  the  health and 

safety of the  population by preventing the  import of unhealthy or 

unsafe  goods,  it is  extremely important that governments  are  

legitimately keeping out imports  rather than simply protecting 

their own countrys  workers.

3 Embargoes

  In effect,  an embargo  is  an extreme quota.  It is  a  complete  ban 

on imports  and is  usually put in place  as  a  form of political 

punishment.  For example,  the  USA has  a  trade  embargo  on all 

products  from Cuba.  Complete  embargoes  are  rare.  More  

commonly,  countries  put in place  a  set of economic sanctions  

against an offending country.  These  limit the  exports  or imports  of 

one  or a  few key products  and are  also  used as  a  form of political 

punishment,  or to  achieve  a  desired political objective.

Nationalistic campaigns
Governments  will sometimes  run marketing campaigns  to  encourage  

people  to  buy domestic goods  instead of foreign ones  in order to  

generate  more  demand for domestic goods  and preserve  domestic 

j obs.  Such campaigns have  happened in countries  such as  the  UK,  

Australia,  and the  US.  This  may be  described as  moral suasion,  

where  the  government links consumption of imported goods  to  the  

creation of unemployment.

Student workpoint 22.6
Be an  inquirer

Find  an  example  of a  s i tu a tion  

where  a  coun try,  or set of 

coun tries,  h as  imposed  

econom ic sanctions  on  another 

coun try.  N ote  the  coun tries  

th a t were  invo lved  and  exp la in  

why the  sanctions  were  

imposed .  Also  try to  conclude  

whether the  imposing coun try/

coun tries  ach ieved  thei r 

ob jectives.
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Assessment advice

I n  you r exam ina tion ,  the  questions  on  in terna tiona l  econom ics  wi l l  p rim ari ly be  

found  in  paper 2 ,  the  da ta  response  paper.  H owever,  the  models  covered  in  th is  

chapter (ta ri ffs ,  quotas,  subsid ies)  a re  m icroeconom ic models,  a s  they dea l  wi th  

the  m arkets  for ind ividua l  products.  Therefore,  you  cou ld  be  a sked  a  question  

on  these  in  the  m icroeconom ic section  of paper 1 .

EXAMINATION QUESTIONS

HL paper 3

Below is the market for cooking oi l  in  a  country.

2

1

P
ri
ce

 o
f 
co

o
ki
n
g 
o
il 
p
e
r 
lit
re
 (
$
)

20

Qu an ti ty  o f cookin g  o i l  (m i l l ion s  o f l i tres)

SDom estic

D

1

1  Ind icate the domestic equi l ibrium  price and  quanti ty on  the graph.

2 Calculate tota l  consumer spending before imports are in  the market.

3 Cooking oi l  may be imported.  The world  price is  $1  per l i tre.  Add  the world  

supply curve to the graph .

4 Explain  why domestic suppl iers wi l l  reduce their production  after the entry 

of foreign  producers to the market.

5 The government gives domestic producers a  subsidy of 40 per l i tre.  Show 

the effect of th is on  the graph .

6 Calculate the change in  consumer spending before and  after the giving of 

the subsidy.

7 Calculate the change in  the revenue of foreign  producers when  the subsidy 

is  given .

8 Calculate the cost to the government after the subsidy is  given .

9 Explain  the impact of the subsidy on  any two  of the stakeholders in  the 

cooking oi l  market.

END OF CHAPTER REVIEW QUESTIONS

1  Using a  d iagram,  expla in  the l ikely effects of a  tari ff on  imported  bicycles 

on  the bicycle market.

2 Using a  d iagram,  expla in  the l ikely effects of a  quota  on  imported  shoes on  

the shoe market.

3 Evaluate the arguments used by governments to justify protectionist policies.
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  Data response exerciseData response exercise

Tyre tarifs provoke China threat to US auto 
parts and chicken products
President Obama insisted on 

Monday that imposing stiff tariffs 

on imported Chinese passenger-

car tyres was not meant to be 

provocative  even as  China 

complained to the World Trade 

Organization about the move.

Chinas complaint  and demand 

for talks with the USA  came one 

day after its announcement of an 

investigation into whether US  

companies were dumping  chicken 

and auto parts.

The possible retaliation left some 

analysts worrying about prospects 

for an escalating trade conflict at 

a time of global economic fragility.  

In the short run,  this could fairly 

easily spiral out of control. . .  Both 

countries are somewhat backed 

into a corner,  said a former head 

of the International Monetary 

Funds China unit.

Obama imposed a 35% tariff 

on imported Chinese tyres after 

an International Trade Commission 

(ITC)  ruling in June that a surge 

of inexpensive Chinese-made tyres 

had damaged US makers.  The tariffs 

are permitted under a provision 

China reluctantly accepted when 

it joined the WTO in 2001 .

More than 5 ,000 workers in 

US  tyre plants have lost their jobs 

since 2004 amid a flood of imported 

tyres,  according to the United 

Steelworkers union,  which lodged 

the original ITC  complaint.  About 

31  000 production jobs remain.  

Last year,  China shipped to the 

USA auto tyres and treads worth 

$2  billion,  more than triple 2004s 

$593  million.

US tyremakers,  however,  say 

the tariffs will raise prices and create 

unemployment  elsewhere.  Roy 

Littlefield,  Executive Vice President 

of the Tyre Industry Association,  

says tyremakers will shift production 

to other low-cost countries such 

as Brazil or India rather than return 

lost jobs to the USA.

The intensifying trade tensions 

come little more than a week before 

world leaders,  including Obama 

and Chinese President Hu Jintao,  

are scheduled to meet in Pittsburgh 

for the Group of 20 summit.  

Previous meetings have featured 

vows to resist protectionism amid 

shrinking global trade volumes.

But domestic politics in both 

the USA and China are driving 

trade policy.  Obama needs labour 

union support in his  push for 

health care legislation in Congress.  

Chinese leaders,  meanwhile,  are 

acutely sensitive to the needs of 

their job-rich export industries.  

Chinas August exports were 23%  

below year-ago figures.

Theres  little  sign that the 

competing interests  can be 

reconciled.  I suspect that we will 

make  a  concerted effort  to 

coordinate the adjustment process 

only after things  have  gotten 

much worse for everybody,  wrote 

Michael  Pe ttis  o f  Peking 

Universitys  Guanghua School of 

Management.

Source: Adapted  from USA  Today,  
1 4  September 2009

Assessment advice

There  i s  a  grea t tempta tion  in  d a ta  response  questions  to  wri te  more  than  i s  

necessa ry,  so  th a t you  can  prove  how much  you  h ave  lea rned !  Th is  i s  not a  

good  stra tegy.  N ot on ly do  you  waste  va luab le  time,  bu t you  run  the  ri sk of not 

a ctua l ly an swering the  question  a s  clea rly a s  you  need  to .

For example,  when  you  d raw a  ta ri ff d iagram ,  you  a re  ab le  to  exp la in  the  

consequences  on  a  lot of stakeholdersinclud ing domestic  consumers,  
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d omestic  producers,  fore ign  producers,  and  the  government.  You  can  a lso  refer 

to  efficiency i ssues  and  the  a l loca tion  of resou rces.  When  answering a  d a ta  

response  question  you  must be  ca refu l  to  iden ti fy wh ich  stakeholder you  a re  

supposed  to  add ress.  I n  th is  ca se  i t i s  the  Ch inese  economy,  so  domestic 

consumers,  domestic producers,  the  governmen t,  and  the  economy.

Assessment advice: internal assessment

At any given  time,  you  can  find  in formation  abou t a  mu l ti tude  of in terna tiona l  

trade  d ispu tes.  There  a re  a  number of concepts  and  theories  th a t can  be  u sed  

in  a  commenta ry on  in terna tiona l  trade  and  ca rrying ou t a  sea rch  on  any of the  

key words  (ta ri ff,  quota ,  Vo lun ta ry Export Restra in t,  subsid ies)  shou ld  yie ld  

resu l ts .  Keep  in  m ind  tha t the  ca se  stud ies  th a t you  investiga te  in  you r portfo l io  

can  provide  you  wi th  u sefu l  examples  to  u se  du ring exams.  The  top  m ark 

bands  in  essay m a rk schemes  a l l  ca l l  for the  u se  of examples;  the  wri ting of 

commenta ries  a l lows  you  to  expand  you r awareness  of rea l -world  examples  and  

enhance  you r in terna tiona l -m indedness.
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23 Exchange rates

Exchange rates

An exchange rate  is  the  value  of one  

currency expressed in terms of another 

currency,  for example,  1    US$1 .28.  This  

means that one  euro  may be  exchanged for 

1 .28  US  dollars.  Currencies  are  exchanged 

( traded)  on the  foreign exchange market,  

the  largest market in the  world in terms of 

cash movements.  The  market includes  the  

trading of foreign currencies  between 

governments,  central banks,  private  

commercial banks,  MNCs,  and other 

financial institutions.

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 define,  exp la in ,  a nd  give  examples  of an  exchange  ra te

 define,  exp la in ,  i l lu stra te ,  and  g ive  examples  of a  fi xed  exchange  ra te  

system

 d istingu ish  between  a  deva lu a tion  and  a  reva lu a tion  of a  cu rrency

 define,  exp la in ,  i l lu stra te ,  and  g ive  examples  of a  floa ting exchange  

ra te  system

 d istingu ish  between  deprecia tion  and  apprecia tion  of a  cu rrency

HL ca lcu la te  exchange  ra tes  and  changes  in  exchange  ra tes

HL iden ti fy the  equ i l ibrium  exchange  ra te  u s ing l inea r demand  and  

supply functions

 describe  factors  lead ing to  changes  in  the  demand  for,  and  supply of,  

a  cu rrency

 define,  exp la in ,  i l lu stra te ,  and  g ive  examples  of a  m anaged  exchange  

ra te  system

 eva lu a te  the  advan tages  and  d isadvan tages  of h igh  and  low 

exchange  ra tes

 exp la in  government measu res  to  in tervene  in  the  foreign  exchange  

m arket

 compare  and  con trast a  fixed  exchange  ra te  system  with  a  floa ting 

exchange  ra te  system .

Student workpoint 23.1
Be a  th inker

Make  a  l i st of 20  d i fferen t in terna tiona l  cu rrencies  and  thei r coun tries.  Pu t 

together an  in formation  poster,  for overseas  travel lers,  wh ich  in cludes  th is  

l i st and  i l lu stra tes  some of the  world s  cu rrencies.
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Exchange rate systems
There  are  a  number of different exchange rate  systems operating 

in the  world.  The  way that a  country manages  its  exchange rate  is  

known as  its  exchange rate  regime.  There  are  three  main typesa 

fixed exchange rate,  a  floating exchange rate,  and a managed 

exchange rateand we will now look at each in turn.

Fixed exchange rates
A fixed exchange rate  is  an exchange rate regime where the value of a  

currency is  fixed,  or pegged,  to  the value of another currency,  to  the  

average value of a selection of currencies,  or to  the value of some other 

commodity,  such as  gold.  As the value of the variable  that the currency 

is  pegged to  changes,  then so  does the value of the currency.

Deciding upon,  and then maintaining,  the fixed value of the currency 

is  usually carried out by the government or the central bank.  If the  

value of the currency,  in a fixed exchange rate  regime,  is  raised,  then 

we say that this  is  a revaluation of the currency.  If the value is  lowered,  

then we say that this is  a devaluation of the currency.  These terms are  

very specific and must be  used in the appropriate  circumstances,  i.e.  

when referring to  changes in fixed exchange rates.

A fixed exchange rate  is  maintained by government intervention in 

the  foreign exchange market.  It is  most easily explained using an 

example.  The  Barbadian $  (Bds$)  has  been fixed against the  US  dollar 

at a  rate  of 2Bds$    1  US$  since  1 975 .  So,  1 Bds$    5 0  US .

Figure  23 .1  shows the  situation where  the  supply of Barbadian 

dollars  is  increasing on the  foreign exchange market.  This  may be  

caused,  for example,  by Barbadians  purchasing greater amounts  of 

imports.  The  supply curve  thus  shifts  from S 1  to  S 2  ()  and there  is  

an excess  supply of Barbadian dollars  of Q1Q2 .  Without government 

intervention,  the  exchange rate  will fall.  In order to  maintain its  fixed 

exchange rate,  the  Barbadian government needs  to  buy up  the  excess  

supply of its  own currency on the  foreign exchange market,  thus  

shifting the  demand curve  from D1  to  D 2  () .  It does  this  by using 

previously amassed reserves  of foreign currencies.

DID YOU  KNOW?

The  i n tern a tion a l  fo re ign  exch ange  m a rket i s  known  

a s  th e  Forex m a rket.  There  a re  fi ve  m a in  cen tres  o f 

Forex tra d in g  a nd  th ese  a re  ba sed  i n  London ,  N ew 

York,  Zu ri ch ,  Fra nkfu rt,  a n d  Tokyo .  On  a n y g i ven  d a y,  

th e  to ta l  trad ing  i n  th e  Forex m a rket ca n  exceed  

U S$ 1 .5  tri l l i on !

When  ind ividua ls ,  su ch  a s  travel lers  or importing 

compan ies,  wish  to  buy fore ign  cu rrencies,  they do  

not buy from  the  Forex m a rket.  They buy from  the  

commercia l  banks  th a t ch a rge  a  h igher price  (thei r 

comm ission )  th an  i s  found  on  the  Forex m a rket.  Th is  

i s  one  of the  ways  th a t commercia l  banks  m ake  the i r 

p rofi ts .  Cha rging d i fferen t ra tes  of comm ission  i s  how 

banks  can  compete  wi th  each  other.

Exchange  ra tes  a re  u sua l ly expressed  a s  a  comparison  

of the  va lues  of two  s ingle  cu rrencies,  for example,  

Austra l ian  do l la rs  for J apanese  yen .  H owever,  i t i s  

possib le  to  express  one  cu rrency aga in st a  co l lection  

(basket)  of other cu rrencies,  and  when  th is  i s  done  

the  ou tcome is  known  a s  an  exchange  ra te  index.  The  

exchange  ra te  index i s  a  weigh ted  average  index,  l ike  

the  consumer price  index.  I n  th is  case,  i t  shows the  

exchange  ra te  of one  cu rrency,  expressed  a s  an  index,  

re la tive  to  the  weigh ted  exchange  ra tes  of a  se lection  

of other cu rrencies.  The  cu rrencies  chosen  a re  u sua l ly 

the  coun trys  m a jor trad ing pa rtners  and  the  weigh ting 

i s  u sua l ly based  upon  the  rela tive  va lue  of trade  wi th  

each  coun try.

Student workpoint 23.2
Be an  inquirer

Austra l ia  u ses  a  trade  weigh ted  

index  (TWI) .  Find  ou t the  

fo l lowing:

1  Why i s  i t ca l led  the  trade  

weigh ted  index?

2  What a re  i ts  cu rren t 

weigh tings?

3  What a re  the  cu rren t va lues  

compared  to  a  yea r ago?

4  Which  cu rrencies  h ave  

con tribu ted  most to  the  

change?

Use the website:  www.rba .gov.au
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Figure 23 .1  An  increase in  the supply 

of Bds$
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Figure  23 .2  shows the  situation where  the  demand for Barbadian 

dollars  is  increasing on the  foreign exchange market.  This  may be  

caused,  for example,  by more  foreigners  wishing to  visit Barbados for 

their holidays.  The  demand curve  thus shifts  from D1  to  D 2  ()  and 

there  is  an excess  demand for Barbadian dollars  of Q1Q2 .  Without 

government intervention,  the  exchange rate  will rise.  To maintain its  

fixed exchange rate,  the  Barbadian government needs to  sell its  own 

currency on the  foreign exchange market in order to  satisfy the  

excess  demand,  thus  shifting the  supply curve  from S1  to  S 2  () .  This  

will then increase  the  Barbadian reserves  of foreign currencies.

One other way that a  fixed exchange rate  may be  maintained is  by 

making it illegal to  trade  currency at any other rate.  However,  this  

is  hard to  enforce  unless  the  government of the  country has an 

effective  monopoly over the  conversion of the  currency.  This  was  

carried out with some success  by the  Chinese  government in the  

1 990s  to  keep  the  yuan pegged to  the  US$ .  The  danger of this  sort of 

control is  that a  black market may emerge  in the  currency,  operating 

at a  different exchange rate.

Floating exchange rates

A floating exchange rate  is  an exchange rate  regime where  the  value 

of a currency is  allowed to  be  determined solely by the  demand for,  

and supply of,  the  currency on the  foreign exchange market.  There  is  

no  government intervention to  influence the  value of the  currency.

The market for a  currency is  shown in Figure  23 .3 .  In this  case,  it 

is  the  market for US  dollars  in terms of euros.  As  we  can see,  the  

demand curve  is  downward sloping and represents  the  demand for 

dollars  by people  in the  EU,  or at least people  who hold euros.  The  

supply curve  is  also  normal and represents  the  supply of dollars,  

which of course  comes from the  US.  The  equilibrium price,  the  

exchange rate,  is  US$1    0.80.  Correct labelling,  as  is  the  case  with 

all diagrams in economics,  is  crucial.

If the  value  of the  currency in a  floating exchange rate  regime 

rises,  then we say that this  is  an appreciation of the  value  of the  

currency.  If the  value  falls,  then we say that there  has  been a 

depreciation of the  value  of the  currency.  These  terms must be  

used with floating exchange rates  and must not be  confused 

with the  terms revaluation and devaluation,  which relate  to  

changes  in currency values  in a  fixed exchange rate  regime.

Consider a  change  in the  value  of the  US$  from a first 

exchange rate  of US$1    0.80  to  a  second exchange rate  

of US$1    0.85 .

What does this mean?

This shows that the  dollar has appreciated against the  euro.  In the  first 

instance US$1  could buy 0.80  and in the  second it has  increased in 

value to  be  able  to  buy 0.85 .  For example,  if a  bottle  of French wine 

costs  1 0,  then under the  first exchange rate  this  would be  equal to  

US$1 2 .50  [$1    0.8] .  Under the  second rate  of exchange the  price  

of the  bottle  of wine falls  to  US$1 1 .77  [$1    0.85 ] .  This  shows that 

the  purchasing power of the  dollar has risen.  It means that a given 

amount of US$  will buy more European goods.

Figure 23 .2  An  increase in  the demand 

for the Bds$
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Figure 23 .3  A floating currency
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Lets  consider the  euro  value  of dollars  given the  same exchange 

rates.  If US$1    0.80,  then 1    US$1 .25 .  When the  exchange rate  

changes  to  US$1    0.85 ,  then 1    US$1 .1 8.  This  shows that the  

euro  has  depreciated;  in the  first instance,  it is  worth US$1 .25 ,  in the  

second it has  fallen to  US$1 .1 8.  This  means that a  given amount of 

euros  will buy fewer American goods.

Notice  that the  appreciation of the  US  dollar against the  euro  occurs  

at the  same time as  the  depreciation of the  euro  against the  US  dollar.  

Essentially,  they are  two sides  of the  same coin.  This  relationship  is  

further illustrated in Figure  23 .4,  which shows the  value  of the  

Canadian dollar in euros  and the  value  of the  euro  in Canadian 

dollars  for the  period of time from 1 0  July to  6  August 2007.

Assessment advice

I n  H L paper 3 ,  you  m ay be  a sked  to  m ake  va rious  ca lcu la tions  re la ting to  

exchange  ra tes  and  changes  in  exchange  ra tes.

Here are examples of the kind  of questions that you  may face and  suggested  

responses.

1  The  U S  do l la r i s  cu rren tly trad ing aga in st the  eu ro  a t a  ra te  of U S$1    0.8 .  

Wha t i s  the  ra te  for  1  in  U S$?

2  With  the  exchange  ra te  above,  wha t wou ld  be  the  cost in  eu ros  of a  good  

th a t was  se l l ing for U S$75?

3  I f the  exchange  ra te  changes  from  U S$1    0.8  to  U S$1    0.9 ,  exp la in  

wha t wou ld  h appen  to  the  eu ro  price  of a  U S-manu factu red  d ress  sh i rt th a t 

was  being exported  to  Eu rope  from  the  U SA a t a  cost of U S$1 50.

The  responses  m igh t be  as  fo l lows.

1  I f U S$1    0.8 ,  then  1      1  ___ 
0.8

     U S$1 .25 .

2  I f the  good  i s  se l l ing for U S$75 ,  then  i t wi l l  cost 75    0.8    60.

3  With  the  orig ina l  exchange  ra te  of U S$1    0.8 ,  the  d ress  sh i rt wou ld  cost 

 1 20  (1 50    0.8) .  Wi th  the  new exchange  ra te,  the  va lue  of the  eu ro  h as  

deprecia ted .  I t now costs  more  eu ros  to  buy the  same  amoun t of do l la rs ,  

a nd  so  the  price  of the  d ress  sh irt in creases  to   1 35  (1 50    0.9 ) .

What causes a  change in  the value of a  countrys currency in  terms 
of another currency?

We now need to  consider what factors  will shift the  demand and 

supply curves  for a  currency.  First let us  look at the  demand curve,  

using the  example  of the  demand for US  dollars  by people  in the  EU.  

People  in the  EU will have  to  buy US  dollars  in the  foreign exchange 

market in order to:

 buy US  exports  of goods  and services  and to  travel in America

 invest in US  firms (FDI or portfolio  investment)

 save  their money in US  banks or other financial institutions

 make money by speculating on the  US  dollar.

Thus the  demand for the  US  dollar will rise  if:

 there  is  an increase  in the  demand for US  goods  and services.  This  

could be  caused by:

 US  inflation rates  being lower than EU inflation rates,  making 

US  goods  and services  relatively less  expensive  than EU goods  

and services

Figure 23 .4 Changing values of the 

Canadian  dol lar and  the euro
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Student workpoint 23.3
Be a  thinker

Using the  da ta  in  Figu re  23 .4 ,  

exp la in  how the  va lue  of the  

Canad ian  do l la r h as  changed  in  

terms  of eu ros  and  how the  

eu ro  h as  changed  in  term s  of 

Canad ian  do l la rs  for the  time  

period  shown .  Look ca refu l ly a t 

the  l abels  on  the  a xes.

What can  you  say abou t the  

re la tionsh ip  between  the  two  

graphs?
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 an increase  in incomes in the  EU,  so  people  in the  EU increase  

their demand for all things,  including imports  from the  US

 a change  in tastes  in the  EU in favour of US  products

 US  investment prospects  improve

 US  interest rates  increase,  making it more  attractive  to  save  there  

than in EU financial institutions

 speculators  in the  EU think the  value  of the  US  dollar will rise  in 

the  future,  so  they buy it now.  If they are  correct,  then they will 

be  able  to  sell those  US  dollars  in the  future,  when they are  worth 

more,  and make a financial gain.

Figure 23 .5  An  increase in  the demand 

for the US dol lar

Quantity of $

0

P
ri
ce

 o
f 
$
 i
n
 e
u
ro

s

1 .50

1 .00
0 .90
0 .80

0 .50

Q Q1

Supp ly

(of $  from  U S)

Demand

(for $  from  the  EU )

D 1Student workpoint 23.4
Be a  th inker

1   List a nd  exp la in  the  factors  th a t m igh t lead  to  a  fa l l  i n  the  demand  

for the  U S  do l la r in  term s  of the  eu ro .

2   Draw a  d iagram  to  i l lu stra te  the  fa l l  i n  the  demand  for the  U S  do l la r 

a nd  i ts  effect upon  the  exchange  ra te  of the  U S  do l la r in  terms  of 

the  eu ro.  Be  su re  to  label  the  a xes  fu l ly and  a ccu ra tely.

An increase  in the  demand for the  US  dollar is  shown in Figure  23 .5 .

As we can see,  an increase  in the  demand for the  US  dollar from the  

EU will shift the  demand curve  for the  US  dollar to  the  right to  D 1 .  

When this  happens,  the  value  of the  dollar will appreciate  and it will 

now be  worth 0.90  euros.  Each US  dollar may be  exchanged for a  

larger amount of euros.

Now let us  look at the  supply curve  and consider the  supply of US  

dollars,  using the  same example.  The  US  dollar will be  supplied on 

the  foreign exchange market when Americans wish to:

 buy EU goods  and services  and to  travel in Europe

 invest in EU firms (FDI or portfolio  investment)

 save  their money in EU banks  or other financial institutions

 make money by speculating on the  euro.

In all of the  above  cases,  Americans  will need euros  and will have  to  

exchange dollars  to  get those  euros.  This  will increase  the  supply of 

dollars  on the  foreign exchange market.

Thus the  supply of the  US  dollar will rise  if:

 Americans  increase  their demand for EU goods  and services,  thus  

exchanging more  US  dollars  for euros.  This  could be  caused by:

 US  inflation rates  being higher than EU inflation rates,  and 

thus US  goods and services  becoming relatively more  expensive  

than EU goods and services

 an increase in incomes in the USA,  so people in the USA increase  

their demand for all things,  including imports from the EU

 a change  in tastes  in the  USA in favour of EU products

 EU investment prospects  improve

 EU interest rates  increase,  making it more  attractive  to  save  there  

than in US  financial institutions
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 speculators  in the  US  think the  value  of the  US  dollar will fall in 

the  future,  so  they sell it now and buy euros.  If they are  correct,  

they will be  able  to  buy US  dollars  back again when they are  less  

expensive  and so  will make a financial gain.

An increase  in the  supply of the  US  dollar is  shown in Figure  23 .6.

As  we can see,  an increase  in the  supply of the  US  dollar on the  US  

dollar/euro  market will shift the  supply curve  of the  US  dollar to  the  

right,  to  S 1 .  When this  happens,  the  value  of the  dollar will depreciate  

and it will now be  worth 0.70.  Each US  dollar may be  exchanged for 

a  smaller amount of euros.

Figure 23 .6  An  increase in  the supply of 

the US dol lar
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Student workpoint 23.5
Be a  thinker

1   List and  exp la in  the  fa ctors  th a t m igh t lead  to  a  fa l l  i n  the  supply of 

the  U S  do l la r in  the  U S  do l la r/eu ro  m arket.

2   Draw a  d iagram  to  i l lustra te  the  fa l l  in  the  supply of the  U S  dol la r and  

i ts  effect upon  the  exchange  ra te  of the  U S  dol la r in  terms of the  eu ro.

Managed exchange rates
In reality,  there  is  no  currency in the  world that is  allowed to  be  

completely freely floating.  Even where  governments  try to  be  as  non-

interventionist as  possible,  there  will come times  when the  currency 

is  subject to  extreme fluctuations and the  government,  or central 

bank,  will feel that they must intervene.  In the  same way,  frequent 

changes  in the  exchange rate,  if it is  completely freely floating,  may 

cause  uncertainty for businesses,  which is  not good for trade,  and so  

governments  will be  forced to  intervene in order to  stabilize  the  

exchange rate.

Because  of the  above,  most exchange rate  regimes  in the  world are  
managed exchange rates.  These  are  exchange rate  regimes  where  the  

currency is  allowed to  float,  but with some element of interference  

from the  government.

The most common systems are  where  a  central bank will set an 

upper and lower exchange rate  value  and then allow the  currency to  

float freely,  so  long as  it does  not move out of that band.  If the  

exchange rate  starts  to  get close  to  the  upper or lower level,  then the  

central bank will intervene in the  foreign exchange market for its  

currency.  Central banks  do  not make the  upper and lower level 

values  public,  for fear of speculation,  but they do  exist.

The possible advantages and disadvantages of  
high and low exchange rates
The actual level of the  exchange rate  will have  marked economic 

effects  upon a country and we need to  look at these  now to  

understand fully why governments  intervene to  influence  the  value  

of the  exchange rate.  Subsequently,  we  look at how governments  

intervene.
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Let us  look in turn at the  possible  advantages  and disadvantages  of 

high and low exchange rates.

Possible advantages of a high exchange rate
 Downward pressure on  inflation:  If the  value  of the  exchange rate  is  

high,  then the  price  of finished imported goods  will be  relatively 

low.  In addition,  the  price  of imported raw materials  and 

components  will reduce  the  costs  of production for firms,  which 

could lead to  lower prices  for consumers.  The  lower price  of 

imported goods  also  puts  pressure  on domestic producers  to  be  

competitive  by keeping prices  low.

 More imports can be bought:  If the  value  of the  exchange rate  is  high,  

then each unit of the  currency will buy more  foreign currencies,  

and so  more  foreign goods  and services.  This  would include  both 

visible  imports,  such as  technology,  and invisible  imports,  such as  

foreign travel.

 A high value of a  currency forces domestic producers to  improve their 

efficiency:  The  high exchange rate  will threaten their international 

competitiveness  so  they will be  forced to  lower costs  and become 

more  efficient in order to  maintain competitiveness.  While  this  

might result in the  laying off of workers  ( see  next point) ,  there  are  

other means of increasing efficiency that will result in greater 

economic productivity for the  country.

Possible disadvantages of a high exchange rate
 Damage to  export industries:  If the  value  of the  exchange rate  is  high,  

then export industries  may find it difficult to  sell their goods and 

services  abroad,  because  of their relatively high prices.  This  could 

lead to  unemployment in these  industries.

 Damage to  domestic industries:  With greater levels  of imports  being 

purchased,  because  imports  are  now relatively less  expensive,  

domestic producers may find that the  increased competition causes  

a fall in the  demand for their goods and services.  This  may lead to  a 

further increase  in the  level of unemployment as  firms cut back.

Possible advantages of a low exchange rate
 Greater employment in  export industries:  If the  value  of the  exchange 

rate  is  low,  then exports  from the  country will be  relatively less  

expensive  and so  more  competitive.  This  in turn may lead to  more  

employment in the  export industries.

  Greater employment in  domestic industries:  The  low exchange rate  

will make imports  more  expensive  than they were.  This  may 

encourage  domestic consumers  to  buy domestically produced 

goods,  instead of imports,  and this  may also  raise  employment.

Possible disadvantages of a low exchange rate
 Inflation:  A low value  of the  currency will make imported final 

goods  and services,  imported raw materials,  and imported 

components  more  expensive.  The  raw materials  and components  

are  needed by firms and are  costs  of production that will rise,  

possibly leading to  higher prices  in the  economy.  The  final goods 

and services  will have  higher prices.  Thus  there  is  a  serious  

likelihood of inflation.
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Important summary
A high value  of a  currency may be  good to  fight inflation,  but may 

create  unemployment problems,  whereas  a  low value  of a  currency 

may be  good for solving unemployment problems,  but may create  

inflationary pressure.

Government measures to intervene in  the foreign 
exchange market
There  are  a  number of reasons why governments  may intervene in 

the  foreign exchange market to  influence  the  value  of their currency.  

They may wish to:

 lower the  exchange rate  in order to  increase  employment

 raise  the  exchange rate  in order to  fight inflation

 maintain a fixed exchange rate

 avoid large  fluctuations  in a  floating exchange rate

 achieve  relative  exchange rate  stability in order to  improve  

business  confidence

 improve  a current account deficit,  which is  where  spending on 

imported goods  and services  is  greater than the  revenue received 

from exported goods and services  ( see  Chapter 24) .

Whatever the  reason for the  intervention,  we  should now consider 

how governments  attempt to  manipulate  the  exchange rate.  There  

are  two main methods.

1  Using their reserves of foreign  currencies to  buy,  or sell,  foreign  currencies:  

If the  government wishes to  increase  the  value of the  currency,  

then it can use  its  reserves of foreign currencies  to  buy its  own 

currency on the  foreign exchange market.  This  will increase  the  

demand for its  currency and so  force  up  the  exchange rate.

  In the  same way,  if the  government wishes  to  lower the  value  of 

its  currency,  then it simply buys  foreign currencies  on the  foreign 

exchange market,  increasing its  foreign currency reserves.  To  buy 

the  foreign currencies,  the  government uses  its  own currency and 

this  increases  the  supply of the  currency on the  foreign exchange 

market and so  lowers  its  exchange rate.

2  By changing interest rates: If the  government wishes  to  increase  the  

value  of the  currency then they may raise  the  level of interest 

rates  in the  country.  This  will make the  domestic interest rates  

relatively higher than those  abroad and should attract financial 

investment from abroad.  In order to  put money into  the  country,  

the  investors  will have  to  buy the  countrys  currency,  thus  

increasing the  demand for it and so  its  exchange rate.

  In the  same way,  if the  government wishes  to  lower the  value  of 

the  currency,  then they may lower the  level of interest rates  in the  

country.  This  will make the  domestic interest rates  relatively lower 

than those  abroad and should make financial investment abroad 

more  attractive.  In order to  invest abroad,  the  investors  will have  

to  buy foreign currencies,  thus exchanging their own currency 

and increasing the  supply of it on the  financial exchange market.  

This  should lower its  exchange rate.

Student workpoint 23.6
Be a  thinker

1   With  the  he lp  of a  d iagram ,  

exp la in  why a  h igh  va lue   

of a  cu rrency m ay worsen  

unemployment in  a  coun try.

2   With  the  he lp  of a  d iagram ,  

exp la in  why a  low va lue   

of a  cu rrency m ay crea te  

in fla tiona ry pressu re  in  a  

coun try.
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The advantages and disadvantages of fixed and 
floating exchange rates

Whichever exchange rate  regime a country chooses  to  operate,  there  

are  bound to  be  advantages  and disadvantages  and we now look at 

these  in turn.

Advantages of a fixed exchange rate

1   A fixed exchange rate  should reduce  uncertainty for all economic 

agents  in the  country.  Businesses  will be  able  to  plan ahead in the  

knowledge  that their predicted costs  and prices  for international 

trading agreements  will not change.

2   If exchange rates  are  fixed,  then inflation may have  a  very 

harmful effect on the  demand for exports  and imports.  Because  

of this,  the  government is  forced to  take  measures  to  ensure  that 

inflation is  as  low as  possible,  in order to  keep  businesses  

competitive  on foreign markets.  Thus  fixed exchange rates  ensure  

sensible  government policies  on inflation.

3   In theory,  the  existence  of a  fixed exchange rate  should reduce  

speculation in the  foreign exchange markets.  (However,  in reality,  

this  has  not always  been the  case  and there  are  often attempts  

to  destabilize  fixed exchange rate  systems in order to  make 

speculative  gains. )

Student workpoint 23.7
Be a  th inker

Read  the  a rticle  be low and  answer the  questions  th a t fo l low.

China rejects latest US charge on yuan
China has rejected the latest US  

accusation that its currency is  

undervalued,  arguing that a 

stronger yuan will not ease the 

USAs trade problems.  This 

announcement came as officials 

prepared to address the issue at 

the G20 summit in Canada this 

weekend.  Ahead of the summit,  

that brings together the biggest 

rich and developing economies,  

US  Commerce Secretary Gary 

Locke told a Senate Finance 

Committee that the weak Chinese 

yuan continues to hurt US  exports,  

despite Chinas announcement it 

would loosen its controls on the 

currency.  His comments add to the 

criticism from Chinas trading 

partners about the value of the 

yuan,  frustrating Beij ing efforts to 

take the heat out of the issue by 

announcing on Saturday that it 

would loosen the currencys peg to 

the dollar.  The change in stance 

could result in a stronger Chinese 

renminbi,  as the yuan is also 

known,  over time.

I would like to stress the 

renminbi exchange issue is  not 

the cause of the trade imbalance 

between China and the United 

States,  Foreign Ministry 

spokesman Qin Gang told a 

regular news conference on 

Thursday.  Reiterating points often 

made by Beij ing,  Mr.  Qin said 

that globalization of production 

was one reason for the trade 

imbalance,  along with US  

restrictions on high-tech exports 

to China.

We believe the appreciation 

of the renminbi cannot bring 

about balanced trade and cannot 

help the US  solve its  own 

problems of unemployment,  

overconsumption and a low 

savings  rate,   Mr.  Qin said.

Some US  lawmakers have 

pushed for Mr.  Obama to have 

China declared as a currency 

manipulator.  Their view is that 

the undervalued yuan gives 

Chinese exporters an unfair 

trading advantage.  If this occurs,  it 

could lead to trade sanctions.

Beij ing has steadily denied 

accusations that the yuan is unfairly 
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Disadvantages of a fixed exchange rate

1   The government is  compelled to  keep  the  exchange rate  fixed.  The  

main way of doing this  is  through the  manipulation of interest 

rates.  However,  if the  exchange rate  is  in danger of falling,  then 

the  government will have  to  raise  the  interest rate  in order to  

increase  demand for the  currency,  but this  will have  a  deflationary 

effect on the  economy,  lowering demand and increasing 

unemployment.  This  means that a  domestic macroeconomic goal 

( low unemployment)  may have  to  be  sacrificed.

2   In order to  keep  the  exchange rate  fixed and to  instil confidence  

on the  foreign exchange markets,  a  country with a fixed exchange 

rate  has  to  maintain high levels  of foreign reserves  in order to  

make it clear that it is  able  to  defend its  currency by the  buying 

and selling of foreign currencies.

3   Setting the  level of the  fixed exchange rate  is  not simple.  There  

are  many possible  variables  to  take into  account and,  also,  these  

variables  will change with time.  If the  rate  is  set at the  wrong level,  

then export firms may find that they are  not competitive  in foreign 

markets.  If this  is  the  case,  then the  exchange rate  will have to  be  

devalued,  but again,  finding the  exact right level is  very difficult.

4   A country that fixes  its  exchange rate  at an artificially low level 

may create  international disagreement.  This  is  because  a  low 

exchange rate  will make that countrys  exports  more  competitive  

on world markets  and may be  seen as  an unfair trade  advantage.  

This  may lead to  economic disputes  or to  retaliation.

Advantages of a floating exchange rate

1   Because  the  exchange rate  does  not have  to  be  kept at a  certain 

level,  interest rates  are  free  to  be  employed as  domestic monetary 

tools  and can be  used for demand management policies,  such as  

controlling inflation.

2   In theory,  the  floating exchange rate  should adjust itself,  in order 

to  keep the  current account balanced.  For example,  if there  is  a  

current account deficit,  then the  demand for the  currency is  low,  

since  export sales  are  relatively low,  and the  supply of the  

currency is  high,  since  the  demand for imports  is  relatively high.  

1  Define  the  term  revaluation  u sed  in  the  a rticle .

2  Exp la in  how an  underva lued  yuan  m igh t g ive  Ch inese  exporters  an  un fa i r trad ing advan tage.

3  Using a  d iagram ,  exp la in  why the  yuan  m igh t ri se  in  va lue  i f a l lowed  to  floa t freely.

4  Using a  d iagram ,  exp la in  how the  Ch inese  cen tra l  bank keeps  the  va lue  of the  yuan  steady.

undervalued.  But even after 

Saturdays announcement of more 

flexibility,  the yuan has been close 

to the same range as it was last 

week,  weakening Thursday to 

6.8113 to the US dollar from 

Wednesdays close of 6.8105.

Beijing has ruled out any major 

revaluation  for the yuan,  saying 

the currency is at about the right 

level.  Pressures on the yuan are 

generally upward:  because China 

usually runs huge trade surpluses,  

the central bank reduces the upward 

pressure by buying up excess foreign 

exchange and selling the yuan to 

keep the yuans value steady.

Source: Adapted  from The Globe and 

Mail,  25  June 201 0
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This  should mean that the  market will adjust and that the  

exchange rate  should fall.  Following this,  export prices  become 

relatively more  attractive,  import prices  relatively less  so,  and so  

the  current account balance  should right itself.  (This  will depend 

upon the  Marshall-Lerner condition being satisfiedsee Chapter 

24 HL only. )

3   Because  reserves  are  not used to  control the  value  of the  currency,  

it is  not necessary to  keep high levels  of reserves  of foreign 

currencies  and gold.

Disadvantages of a floating exchange rate

1   Floating exchange rates  tend to  create  uncertainty on 

international markets.  Businesses  trying to  plan for the  future  find 

it difficult to  make accurate  predictions  about what their likely 

costs  and revenues  will be.  Investment is  more  difficult to  assess  

and there  is  no  doubt that volatile  exchange rates  will reduce  the  

levels  of international investment,  because  it is  difficult to  assess  

the  exact level of return and risk.

2   In reality,  floating exchange rates  are  affected by more  factors  than 

simply demand and supply,  such as  government intervention,  

world events  like  9/1 1 ,  and speculation.  Because  of this,  they do  

not necessarily self-adjust in order to  eliminate  current account 

deficits.

3   A floating exchange rate  regime may worsen existing levels  of 

inflation.  If a  country has  high inflation relative  to  other countries,  

then this  will make its  exports  less  competitive  and its  imports  

relatively less  expensive.  The  exchange rate  will then fall,  in order 

to  rectify the  situation.  However,  this  could lead to  even higher 

import prices  of finished goods,  components,  and raw materials,  

and thus cost-push inflation,  which may further fuel the  overall 

inflation rate.

Assessment advice

I n  H L  p a pe r  3 ,  you  m a y  b e  a sked  to  i d en ti fy  th e  eq u i l i b ri um  e xch a n ge  

ra te  u s i n g  l i n ea r  d em a n d  a n d  su pp l y  fu n cti on s .  Th i s  i s  n o  d i ffe ren t  from  

fi n d i n g  th e  eq u i l i b ri um  p ri ce  i n  a  d em a n d  a n d  su pp l y  q u es ti on  (see  

Ch a p te r  3 ) .

Here  i s  an  example  of the  kind  of question  th a t you  m ay face.

Coun try X h as  a  cu rrency know a s  the  pesho.  The  coun try i s  in volved  in  

in terna tiona l  trade  and  the  pesho  i s  a  fu l ly convertib le  cu rrency tha t i s  a l lowed  

to  floa t freely on  the  foreign  exchange  m arkets.

The  demand  and  supply functions  for the  pesho  a re  given  below:

 QD   3  200    400E

 QS    400    400E

where  E  i s  the  exchange  ra te  of the  pesho  aga in st the  U S  do l la r.

1  Produce  a  tab le  th a t shows  the  demand  schedu le  and  supp ly schedu le  for 

the  pesho  when  exchange  ra tes  a re  $0 ,  $1 ,  $2 ,  $3 ,  $4 ,  and  $5 .

U sing the  a xes  a longside,  ca rry ou t these  ta sks:

2  Draw a  d iagram  to  show the  demand  and  supply cu rves  tha t represen t the  

demand  and  supp ly schedu les  th a t you  h ave  made.

3  I l lustra te  the  exchange  ra te .

4  Using s imu l taneous  equa tions,  ca lcu la te  the  exchange  ra te.
Quantity of Pesho(in  000s)

0

P
ri
ce

 o
f 
P
e
sh

o
 i
n
 U

S
$

6

4

5

3

2

1

61 2 3 4 5
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N ow let u s  a ssume th a t the  demand  function  for the  pesho  changes  to :

 QD   3  600    400P

5  Expla in  two  fa ctors  th a t m igh t h ave  caused  the  change  in  the  demand  

function .

6 Make  a  new tab le  to  show the  demand  schedu le  for the  new demand  

function ,  when  exchange  ra tes  a re  $0 ,  $1 ,  $2 ,  $3 ,  $4 ,  and  $5 .

7  Add  the  demand  cu rve  tha t represen ts  the  new schedu le  to  the  d iagram  

that you  d rew in  2 .

8 I l lu stra te  the  new equ i l ibrium  exchange  ra te .

9 Expla in  the  l ikely effect th a t the  change  in  the  exchange  ra te  wi l l  h ave  on  the  

demand  for exports  and  imports  in  coun try X.

Assessment advice

I n  you r exam ina tions  the  questions  on  in terna tiona l  econom ics  wi l l  prim ari ly be  

found  in  paper 2 ,  the  da ta  response  paper.  

H owever,  the  models  covered  in  th is  ch apter a re  m icroeconom ic models ,  a s  

they dea l  wi th  the  m a rkets  for ind ividua l  cu rrencies.  Therefore,  you  cou ld  be  

a sked  a  question  on  these  in  the  m icroeconom ic section  of paper 1 .

Headl ine:  Government  tel l s  compl a i n i ng  manufacturers  to  face 

rea l i ty i t  w i l l  take  no  act i on  to  br i ng  down  th e  currency

Economics  concept:  Exchange  rates

Diagram:  Exchange rate  diagram  to  show  what  the  government  could  do

Hints:  Choose  a  country  to  set  th e  a rt i c l e  i n  and  expl a i n  wh y  th e 

manufacturers  i n  that  country  m i ght  be  compl a i n i ng .  Show  what  th ey  

w ou ld  l i ke  th e  government  to  do .  Suggest  what  th e  government  m i ght 

expect  th e  manufacturers  to  do .

You be the journ
alist

END OF CHAPTER REVIEW QUESTIONS

(To help expla in ,  i t would  be useful  to pick a  country and  i ts currency to use 

in  your answers.)

1  With  the help of a  d iagram, expla in  three  factors that would  cause a  

currency to appreciate in  va lue.

2 With  the help of a  d iagram,  expla in  the l ikely effects of a  h igh  rate of 

ination  on  a  countrys currency.

3 Discuss the consequences of a  depreciation  of a  countrys currency on  the 

countrys economy.

4 Discuss the relative advantages and  d isadvantages of a  oating exchange 

rate system in  contrast wi th  a  xed  exchange rate system.
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24 Balance of payments

The balance of payments account
The balance  of payments  account is  a  record of the  value  of all the  

transactions  between the  residents  of one  country and the  residents  

of all other countries  in the  world over a  given period of time.  This  

period is  usually one  year,  although monthly balance  of payments  

accounts  are  also  produced.  There  are  two main parts  to  the  balance  

of payments  accountthe current account and the  capital account.

Any transaction that leads to  money entering the  country from 

abroad is  known as  a  credit item in the  balance  of payments  and is  

given a positive  value.  Any transaction that leads  to  money leaving 

the  country to  go  abroad is  known as  a  debit item in the  balance  of 

payments  and is  given a negative  value.

Note  that there  are  many different names used to  identify the  various  

parts  of the  balance  of payments  account in different parts  of the  

world.  The  headings  change  from country to  country and even from 

time to  time within the  same country.  In order to  avoid confusion,  

and for consistency,  for the  purpose  of the  IB  curriculum and 

assessment,  a  set structure  (and components)  of the  balance  of 

payments  is  laid down and that structure  will be  followed in this  

chapter.  The  complete  structure  is  given on page  308.

The current account
The current account is  a  measure  of the  flow of funds  from trade  in 

goods  and services,  plus  other income flows.  It is  usually sub-divided 

into  four parts.

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 define  and  exp la in  the  ba lance  of paymen ts  accoun t

 define  and  exp la in  the  cu rren t a ccoun t

 define  and  exp la in  the  e lements  th a t m ake  up  the  cu rren t a ccoun t

 define  and  exp la in  the  cap i ta l  a ccoun t

 define  and  exp la in  the  e lements  th a t m ake  up  the  cap i ta l  a ccoun t

 understand  tha t the  cu rren t a ccoun t ba lance  is  equa l  to  the  sum  of 

the  cap i ta l  a ccoun t and  fin ancia l  a ccoun t ba lances

HL ca lcu la te  e lements  of the  ba lance  of paymen ts  from  a  set of d a ta

HL exp la in  how imba lances  in  the  cu rren t a ccoun t of a  coun try m ay 

h ave  effects  on  the  exchange  ra te  of a  coun trys  cu rrency

HL exp la in  the  impl ica tions  of,  and  methods  to  correct,  pers isten t cu rren t 

a ccoun t imba lances

HL define,  exp la in ,  a nd  give  examples  of expend itu re-switch ing po l icies

HL define,  exp la in ,  a nd  give  examples  of expend itu re-reducing po l icies

HL define  and  exp la in  the  M a rsha l l -Lerner cond i tion

HL define,  exp la in ,  a nd  i l lu stra te  the  J -cu rve  effect.
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1  The balance of trade in goods

The balance  of trade  in goods  is  also  variously known as  the  visible  

trade  balance,  the  merchandise  account balance,  or simply the  

balance  of trade.  It is  a  measure  of the  revenue received from the  

exports  of tangible  (physical)  goods  minus  the  expenditure  on the  

imports  of tangible  goods  over a  given period of time.  It includes  

trade  in all tangible  goods,  from airplanes  to  chickens.

Exports  occur when an international transaction relating to  goods  or 

services  leads  to  an inflow of money into  the  country.  Imports  occur 

when an international transaction relating to  goods  or services  leads  

to  an outflow of money from the  country.

When export revenue is  greater than import expenditure  then we say 

that there  is  a  surplus  on the  balance  of trade  in goods.  When import 

expenditure  is  greater than export revenue then we say that there  is  

a  deficit on the  balance  of trade  in goods.

2 The balance of trade in services

The balance  of trade  in services  is  also  known as  the  invisible  balance,  

the  services  balance,  or net services.  It is  a  measure  of the  revenue 

received from the  exports  of services  minus  the  expenditure  on the  

imports  of services  over a  given period of time.  It includes  the  import 

and export of all services  such as  banking,  insurance,  and tourism.  

For example,  an Italian tourist on holiday in Vienna would be  

spending money that represents  an invisible  export to  the  Austrian 

economy (money coming in)  and so  an invisible  import to  the  Italian 

economy (money going out) .

Student workpoint 24.1
Be a  thinker 

I den ti fy whether each  of the  fo l lowing e lements  

represen ts  an  invis ib le  import,  a  vis ib le  import,  an  

in vis ib le  export,  or a  vis ib le  export on  the  U K cu rren t 

a ccoun t.

1  UK computer 

m anu factu rers  

buy sem i-

conductors  

from  M a laysia .

2  Lloyds  of 

London  se l ls  

in su rance  to  

Ch inese  

sh ipping 

compan ies.

3  Canad ian  

footba l l  fans  

buy tickets  to  

a  M anchester 

U n i ted  game.

4  Bri ti sh  footba l l  

fans  a ttend ing 

the  World  Cup  

201 0  stay in  

hotels  in  Sou th  

Africa .

5  France  buys  

North  Sea  

n a tu ra l  gas  from  

U K compan ies.
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3 Income
This is  often known as  net investment incomes (net factor income 

from abroad) .  It is  a  measure  of the  net monetary movement of profit,  

interest,  and dividends moving into  and out of the  country over a 

given period of time,  as  a  result of financial investment abroad.

Domestic firms may have  set up  branches  in other countries  and any 

profits  being repatriated will count as  a  positive  item in this  account.  

In the  same way,  profits  sent out of the  country by foreign firms set 

up  within the  country will count as  a  negative  item.

Residents  and institutions  in the  country may have  invested in banks  

and other financial institutions in other countries  and any interest 

received from these  financial investments  will count as  a  positive  

item.  In the  same way,  any payment of interest to  foreign investors  

that leaves  the  country will count as  a  negative  item.

Residents  and institutions  may have  purchased shares  in foreign 

companies  and any dividends  received from those  companies  will 

count as  a  positive  item.  In the  same way,  any dividends paid by 

domestic firms to  foreign shareholders  will count as  a  negative  item.

4 Current transfers
This  is  a  measurement of the  net transfers  of money,  often known 

as  net unilateral transfers  from abroad.  These  are  payments  made 

between countries  when no  goods  or services  change  hands.  At a  

government level these  payments  include  things  such as  foreign aid 

and grants.  At an individual level they include  foreign workers  

sending money back to  their families  in their home country 

( remittances)  or private  gifts  sent from a person in one  country to  a  

person in another.

Current account balance    Balance of trade in goods   Balance of 

trade  in services    Net income flows   

Net transfers

Note  that any of these  accounts  might be  in surplus  or deficit at any 

given timethere  could be  a  deficit on the  trade  in goods,  a  surplus  

on the  trade  in services,  a  surplus  on net income flows,  and an 

overall surplus  on the  current account.  The  current account balance  

is  an overall balance  and may be  in deficit or in surplus.

The capital  account
The capital account is  a  relatively small part of the  balance  of 

payments  accounts  and does  not have  a  significant effect on the  

balance.  The  capital account has  two components.

 Capital transfers:  a  measure  of the  net monetary movements  

gained or lost through actions  such as  the  transfers  of goods  and 

financial assets  by migrants  entering or leaving the  country,  debt 

forgiveness,  transfers  relating to  the  sale  of fixed assets  ( tangible  

assets  that firms  own and use  in  production that have  a  useful 

life  of at least one  year) ,  gift taxes,  inheritance  taxes,  and death 

duties.

DID YOU  KNOW?

Rem ittances,  funds  rece ived  

from  m igran ts  working abroad  

to  develop ing coun tries ,  h ave  

grown  d rama tica l l y  i n  recen t 

yea rs  from  U S$1 8  b i l l ion  in  

1 980  to  over U S$300  b i l l ion  

in  2008 .  They h ave  become 

the  second  l a rgest sou rce   

o f externa l  fin ance  for 

d evelop ing coun tries  a fter 

fore ign  d i rect i n vestmen t 

(FD I ) ,  both  in  abso lu te  term s 

a nd  a s  a  proportion  of GDP.  

Fu rthermore,  u n l ike  other 

cap i ta l  flows,  rem i ttances  tend  

to  be  re la tive ly stab le  even  

du ring periods  of econom ic 

down tu rn s  and  cri ses .  

Source: The World Bank

Finance Research
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 Transactions in  non-produced,  non-financial assets:  consisting of the  net 

international sales  and purchases of non-produced assets,  such as  

land or the  rights  to  natural resources,  and the  net international 

sales  and purchases  of intangible  assets,  such as  patents,  copyrights,  

brand names,  or franchises.

The financial  account

The financial account measures  the  net change  in foreign ownership  

of domestic financial assets.  If foreign ownership  of domestic financial 

assets  increases  more  quickly than domestic ownership  of foreign 

financial assets,  then there  is  more  money coming into  the  country 

than going out,  and so  there  is  a  financial account surplus.  In the  

same way,  if domestic ownership  of foreign financial assets  increases  

more  quickly than foreign ownership  of domestic financial assets,  

then there  is  more  money going out of the  country than coming in,  

and so  there  is  a  financial account deficit.

The  financial account has  three  components.

 Direct investment:  a  measure  of the  purchase  of long-term assets,  

where  the  purchaser is  aiming to  gain a  lasting interest in a  

company in another economy.  It includes  things  such as  the  

buying of property,  the  outright purchasing of a  business  or the  

purchasing of stocks or shares  in a  business.  In all cases,  the  asset 

is  expected to  have  a  positive  return in the  future,  by making 

profits  or by increasing in value  over time.  The  investment does  

not have  to  be  paid back and there  is  no  guarantee  that it will 

provide  a  positive  return.  The  buyer of the  asset is  taking a risk.

  Much of the  activity in this  category is  in the  form of foreign 

direct investment (FDI,  investment by multinational corporations  

in another country) .  International Monetary Fund ( IMF)  

guidelines  state  that an investment in a  firm is  FDI if it  accounts  

for at least 1 0%  of the  ownership  of the  company.  However,  

many countries  set a  higher percentage  of ownership  for an 

investment to  count as  FDI.

 Portfolio  investment:  a  measure  of stock and bond purchases,  which 

are  not direct investment since  they do  not lead to  a  lasting 

interest in a  company.  They tend to  consist of the  buying and 

selling of things such as  treasury bills  and government bonds.  

We will also  include  savings  account deposits  in this  category,  

although in many countries  that comes under the  heading of 

other investment .

  In all the  portfolio  investments  mentioned above  the  investor is  

putting forward the  money in order to  purchase  the  asset,  in the  

expectation that interest will be  paid on the  investment and that 

the  money will be  repaid at a  given point in time.  These  assets  are  

simply borrowing and lending on the  international market.

 Reserve assets:  the  reserves  of gold and foreign currencies  which  

all countries  hold and which are  itemized in the  official reserve  

account.  It is  movements  into  and out of this  account that ensure  

that the  balance  of payments  will always balance  to  zero.  If there  
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is  a  surplus  on all of the  other accounts  combined,  then the  official 

reserve  account total will increase.  If there  is  a  deficit on all of the  

other accounts  combined,  then the  official reserve  account total 

will decrease.  It is  net changes  in the  official reserve  account,  over 

the  period of time being considered,  that balances  the  accounts.

In reality,  the  balance  of payments  accounts  will not 

actually balance.  This  is  because  there  are  simply too  

many individual transactions  taking place  for the  

measurement to  be  exact.  There  will always  be  some 

transactions  that have  not yet been recorded when 

the figures  are  being put together.  To  resolve  this,  a  

balancing item,  which we will call net errors  and 

omissions  is  put into  the  accounts  to  ensure  that 

they do,  in fact,  balance.  As  time goes  by and 

trading accounts  are  revised over the  years,  more  

data comes to  light and the  balancing item 

invariably gets  smaller.

A selection of the  balance  of payments  figures  for the  USA,  from 

2007  to  2009,  are  shown in Table  24.1 .  They illustrate  the  way that 

balance  of payments  accounts  are  made up.

We can see  that in all three  years  there  was  a  large  deficit on the  

current account balance.  Although the  balance  of trade  in services  

was positive  in every year,  the  balance  of trade  in goods  was  

negative  in every year and the  net income flows were  negative  in 

2007  and 2009.

In the  USA there  is  a  slight difference  in method,  since,  as  well 

as  having a  capital account and a  financial account figure,  there  is  

also  a  separate  figure  for net trade  in financial derivatives.  In the  IB  

model this  would be  included in the  financial account.  However,  the  

process  still  works.  If all  changes  in asset ownership  are  totalled and 

allowance  is  made  for the  balancing item ( in the  US  it  is  called 

statistical discrepancy) ,  then the  total capital account balance  should 

be  the  opposite  of the  current account balance  and the  balance  of 

payments  should sum to  zero.  This  is  the  case  in all three  years  in 

the  example.  In the  USA net changes  in the  official reserve  account 

are  included in the  financial account and so  the  accounts  balance.

Line US balance of payments gures [millions of dollars]  (Credits  ; debits  )  
Current account

2007 2008 2009

1 Exports of goods 1  1 60 366 1  304 896 1  068 499  

2 Imports of goods 1  983  558 2  1 39  548 1  575  443  

3 Balance of trade in goods (lines 1    2 ) 823  1 92 834 652 506 944

4 Exports of services 488 299  534 11 6 502  298 

5 Imports of services 367 206 398 266 370 262  

6 Balance of trade in services (lines 4   5) 1 21  093 1 35  850 1 32  036

    

7 Income receipts (investment income) 829  602  796 528 588 203  

Current
account

Capita l  account
+

Financial  account
+

Net errors and  omissions

=
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8 Income payments (investment income) 730 049  644 554 466 783  

9 Net income receipts (lines 7   8)  (net investment income) 99  553 1 51  974 1 21  420

10 Unilateral  current transfers, net 11 5  548 1 22  026 1 24 944 

11 Net income ows (lines 9   1 0) 1 5  995 29  948 3  524

    

12 Current account balance (lines 3    6   1 1 ) 718 094 668 854 378 432

    

13 Capital  account    

1 4 Capita l  account transactions,  net 384 6  01 0 1 40 

    

15 Financial  account    

1 6 US-owned  assets abroad,  net (nancial  outow) 1  475  71 9  1 56 077 1 40 465  

1 7 Foreign-owned  assets in  the USA,  net (nancia l  inow) 2  1 07 655  454 722  305  736

1 8 Financial  derivatives,  net 6 222  32  947 50 804 

1 9 Statistica l  d iscrepancy 79  552  84 992  1 62  497 

20 Capital  and nancial  account balance (lines 1 4   1 6   1 7   1 8   1 9) 71 8 094 668 854 378 432

Source: Bureau of Economic Analysis (BEA) ,  US Department of Commerce

Table 24.1  US balance of payments statistics 200709

Table  24.1  shows that the  USA is  experiencing persistent current 

account deficits  ( line  1 2 ) ,  although there  has  been a significant 

reduction in the  size  of the  deficit over the  three  years.  The  USA has  

deficits  on the  trade  in goods  balance  ( line  3 )  that are  not balanced 

by the  surpluses  on the  trade  in services  balance  ( line  6)  or the  net 

income flows ( line  1 1 ) .  The  current account deficit is  largely financed 

by the  foreign-owned assets  in the  USA ( line  1 7) .  You can see  that 

the  current account balance  ( line  1 2 )  is  equal to  the  capital and 

financial account balance  ( line  20) .

The  US  economy entered a recession in 2008.  One result of this  was  

the  significant fall in the  demand for imports  of goods,  and to  some 

extent services,  that took place  in 2009.  This  illustrates  the  link 

between growth in the  economy and the  state  of the  current account 

introduced earlier.  However,  the  trade  gap  is  still large  and implies  

that the  US  economy is  borrowing heavily from abroad in order to  

finance  its  current international expenditure.

The relationship between the current account and 
the exchange rate
A deficit in the  current account of the  balance  of payments  may 

result in downward pressure  on the  exchange rate  of the  currency.  

This  is  more  of a  problem in a  fixed exchange rate  system than in a  

floating exchange rate  system.  In a  fixed exchange rate  system,  the  

implication is  that the  exchange rate  has  been set at too  high a value.  

Student workpoint 24.2
Be a  thinker

Using the  correct term inology 

and  actua l  n umbers,  describe  

the  U S  ba lance  of payments  

posi tion  in  2009 ,  a s  shown  in  

Tab le  24 .1 .  Consider each  of the  

componen ts  of the  ba lance  of 

payments,  u s ing rea l  numbers   

to  exp la in  whether each  i s  in  

su rp lus  or defici t.  Exp la in  how 

the  ba lance  of paymen ts  a s  a  

whole  i s  ba lanced .
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In the  short run,  the  deficit may be  covered by increases  in the  capital 

and financial accounts  or by the  government using reserve  assets  to  

balance  the  accounts.  However,  this  cannot go  on indefinitely,  since  

the  reserve  assets  will run out and so,  in the  end,  the  exchange rate  

will need to  be  depreciated.

In a  floating system,  the  deficit implies  that there  is  an excess  supply 

of the  currency on the  foreign exchange markets.  This  may be  

because  the  demand for exports  has  fallen,  as  has  the  demand for the  

currency,  or the  demand for imports  has  increased,  leading to  more  

demand for foreign currencies  and so  a  greater supply of the  domestic 

currency on the  foreign exchange markets.  In either case,  in a  freely 

floating exchange rate  system,  the  exchange rate  should fall,  

improving the  competitiveness  of the  countrys  exports  and 

increasing the  domestic price  of imports.

In the  same  way,  a  surplus  in  the  current account of the  balance   

of payments  may result in  upward pressure  on the  exchange  rate   

of the  currency.  In  a  fixed exchange  rate  system the  implication  

is  that the  exchange  rate  has  been set at  too  low a  value.  In  the  

short run this  may be  offset by deficits  on the  capital and financial 

accounts  or  by increases  in  the  reserve  assets.  In  the  long run,  

however,  it  is  likely that other countries  will  be  unhappy with  

the  artificially low exchange  rate  and will  demand higher rates   

or  will  threaten protectionist measures  against the  countrys  

exports.  This  has  often been the  case  with the  exchange  rate   

of the  Chinese  currency,  which is  pegged to  the  US  dollar,  and 

Chinas  trading partners.

In a  floating system,  the  surplus  implies  that there  is  an excess  

demand for the  currency on the  foreign exchange markets.  This  may 

be  because  the  demand for exports  has  risen,  as  has  the  demand for 

the  currency,  or the  demand for imports  has  fallen,  leading to  less  

demand for foreign currencies  and so  a  lower supply of the  domestic 

currency on the  foreign exchange markets.  In either case,  in a  freely 

floating exchange rate  system,  the  exchange rate  should rise,  

decreasing the  competitiveness  of the  countrys  exports  and lowering 

the  domestic price  of imports.

The consequences of current account and capital  
account imbalances
The existence  of a  deficit or surplus  in either the  current or capital 

accounts  is  bound to  have  economic consequences  that will affect 

the  economy and we can consider some of these  effects.

Consequences of a current account deficit
We know that if the  current account is  in deficit then the  capital 

account will have to  be  in surplus in order to  balance out the  current 

account deficit.  This  means one of three  things.

1   Foreign exchange reserves  may be  used to  increase  the  capital 

account and so  to  regain balance  with a deficit in the  current 

account.  If reserves  are  taken from the  official reserve  account 

then they are  a  positive  entry into  the  capital account.  However,  



24    Ba lance of payments

301

3
 In

te
rn

atio
n
al E

co
n
o
m

ics

no country,  no  matter how rich and powerful,  is  able  to  fund 

long-term current account deficits  from its  reserves.  Eventually,  

the  reserves  would run out.

2   It  may be  that a  high level of buying of assets  for ownership  is  

financing the  current account deficit.  Foreign investors  may be  

purchasing such things  as  property,  businesses,  or stocks  or 

shares  in businesses.  In this  case  this  inflow into  the  capital 

account is  funding the  current account deficit,  but as  it  must be  

based upon foreign confidence  in the  domestic economy it  is  not 

considered to  be  harmful.  However,  there  are  sometimes  fears  

that if  foreign ownership  of domestic assets  were  to  become too  

great then this  may be  a  threat to  economic sovereignty.  

Moreover,  if  there  is  a  drop  in confidence  then foreign investors  

might prefer to  shift their assets  to  other countries.  Selling the  

assets  would result in an increase  in the  supply of the  currency 

and a  fall  in its  value.

3   It may be  that it is  financed by high levels  of lending from abroad.  

If this  is  the  case  then high rates  of interest will have  to  be  paid,  

which will be  a  short- term drain on the  economy and will further 

increase  the  current account deficit in years  to  come.  There  is  also  

always  the  danger that the  governments  or people  lending the  

money may,  at some time,  withdraw their money and place  it 

elsewhere.  This  would lead to  massive  selling of the  currency and 

a very sharp  fall in the  exchange rate.

Consequences of current and capital  account surpluses
If the current account is  in surplus,  there may be  other consequences.

1   A current account surplus  allows a country to  have  a  deficit on its  

capital account by building up  its  official reserve  account or by 

purchasing assets  abroad.  However,  one  countrys  surplus  is  

another countrys  deficit and it may lead to  protectionism by other 

countries  in order to  attempt to  reduce  their own deficits.

2   A current account surplus  usually leads  to  an appreciation of the  

currency on the  foreign exchange market as  it implies  an increase  

in demand for the  currency.  This  will make imports  cheaper so  

reducing inflationary pressures,  but will also  make exports  more  

expensive,  which harms exporters.

Note that a capital account surplus,  based upon the purchasing of 

assets  for ownership,  is  mainly a positive thing for the country and 

allows a current account deficit.  However,  a capital account surplus  

based upon high levels  of borrowing from abroad is  the opposite  and is  

normally a response to  a current account deficit.  This  results  in the  

concerns raised in point 3 .

How big is a big current account deficit or surplus?
There  are  two  ways  to  interpret the  size  of a  countrys  current 

account deficit or surplus.  One  is  to  consider the  value  of the   

totalfor example,  the  current account surplus  in Germany is  

US$1 09.8  billion (2009)  while  the  current account deficit in the   

US  is  US$380.1  billion ( 2009) .  However,  it  is  easier to  understand 
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the  magnitude  of the  deficit if it  is  placed in the  context of the  

countrys  GDP.  This  would be  similar to  understanding how much 

a  person is  in debt.  A billionaire  who  owes  US$1 000  to  a  credit card 

company is  in a  very different situation to  an unemployed student 

who owes  US$1 000.  The  burden of a  deficit depends  on the  ability 

to  pay.  This  is  not so  much a  concern when a  country has  a  current 

account surplus,  although there  are  possible  problems arising from 

the  appreciation of the  currency,  but it is  a  problem when current 

account deficits  reach a  certain percentage  of GDP.  In the  case  of the  

US  the  current account deficit is  currently approximately 5 .3%  of 

its  GDP and for Germany it is  approximately 6 .6% .

Methods of correcting a  persistent current  
account deficit
When attempting to  correct a  persistent current account deficit 

governments  are  able  to  adopt two types  of policy.

Expenditure-switching policies
Expenditure-switching policies  are  any policies  implemented by the  

government that attempt to  switch the  expenditure  of domestic 

consumers  away from imports  towards  domestically produced goods  

and services.  If successful,  then expenditure  on imports  will fall and 

so  the  current account deficit should improve.

Examples  of this  type  of policy are:

 Government policies to depreciate or devalue the value of the currency:  If 

the  government adopts  policies  that will reduce the  level of the  

exchange rate  then exports  should become less  expensive  and 

imports  should become more expensive.  Depending upon how 

responsive  domestic consumers  and foreign consumers  are  to  these  

price  changes,  this  should see  an improvement in the  current 

account as  export revenue rises  and import expenditure  falls.

 Protectionist measures: The government may attempt to  restrict the  

imports  of products  either by reducing their availability using 

embargoes,  quotas,  voluntary export restraints,  and administrative,  

health and safety,  and environmental barriers,  or by increasing 

their prices using tariffs.  If this  happens then domestic consumers  

will switch their expenditure  from imports  to  domestic products.

  However,  governments  are  often reluctant or unable  to  use  such 

measures  because  they tend to  lead to  retaliation and are  often 

against WTO  agreements.  Also,  protecting domestic industries  

reduces  competition,  which may encourage  them to  be  inefficient.  

Therefore  it is  not a  long-run solution.

Expenditure-reducing policies
Expenditure-reducing policies  are  any policies  implemented by the  

government that attempt to  reduce  overall expenditure  in the  

economy,  so  shifting AD  to  the  left.  If this  occurs  then expenditure  

on all goods  and services  should fall and,  since  this  would include  

expenditure  on imports,  the  current account deficit should improve.  

The  size  of the  fall in imports  will depend upon the  level of the  

marginal propensity to  import.
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However,  there  is  a  conflict here  between external and internal 

objectives.  Deflating the  economy may reduce  the  current account 

deficit but the  policy is  likely to  lead to  a  fall in domestic employment 

and a fall in the  rate  of economic growth.  This  makes  it a  difficult 

decision for a  government to  make.

Examples  of this  type  of policy are:

 Deflationary fiscal policies: Increasing direct tax rates and/or reducing 

government expenditure.  C learly,  these would be politically 

unpopular and a government might be reluctant to  use such a policy.

 Deflationary monetary policies:  Increasing the  rate  of interest and/or 

reducing the  money supply.  Interestingly,  the  higher interest rates  

should also  increase  capital flows from abroad,  as  foreigners  put 

money into  financial institutions attracted by the  higher rates.  This  

would lead to  a  surplus  on the  capital account,  which helps  to  

offset the  current account deficit.  This  type  of policy would also  be  

politically unpopular as  higher interest rates  will increase  peoples  

mortgage,  loan,  and credit card payments.  Moreover,  the  higher 

costs  of borrowing as  a  result of higher rates  of interest may act as  

a  disincentive  to  domestic investment and limit potential growth.

The economic costs  of reducing a large current account deficit suggest 

why it is  important to  prevent it from occurring.  To  avoid these costs  

many governments are  actively pursuing export promotion policies,  

which may include government-run trade missions,  hoping to  develop  

new markets,  and government-sponsored advertising campaigns.

The Marshall-Lerner condition

Theoretically if a  countrys  currency depreciates  or is  devalued then 

this  will lead to  an increase  in exports  ( they become less  expensive  

in foreign markets)  and a decrease  in imports  ( they become more  

expensive  domestically) .  This  should result in an improvement in a  

countrys  current account,  but this  is  not necessarily the  case.  We 

know that the  effect of a  price  change  on spending or revenues  

depends  on price  elasticity of demand.  The  price  of exports  might fall 

because  of depreciation of the  currency and,  according to  the  law of 

demand,  the  quantity demanded will increase,  but whether or not 

this  leads  to  an increase  in export revenues  depends  on foreigners  

price  elasticity of demand for exports.  S imilarly,  the  price  of imported 

goods will rise  if a  currency falls  in value  and,  according to  the  law of 

demand,  the  quantity demanded will fall,  but whether or not this  

leads to  a  fall in expenditure  on imports  depends on the  price  

elasticity of demand for imports.

The  Marshall-Lerner condition is  a  rule  that tells  us  how successful 

a  depreciation or devaluation of a  currencys  exchange rate  will be  

as  a  means to  improve  a current account deficit in the  balance  of 

payments.  The  condition states  that reducing the  value  of the  

exchange rate  will only be  successful if the  total value  of the  price  

elasticity of demand for exports  and the  price  elasticity of demand for 

imports  is  greater than one.  It may be  written as  an equation,  stating 

that a  fall in exchange rate  will reduce  a  current account deficit if

PEDexports    PED imports  >  1
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This  is  a  fairly straightforward application of the  concept of elasticity 

of demand.  If the  demand for exports  was  price  inelastic and price  

fell as  a  result of a  fall in the  exchange  rate,  then the  proportionate  

increase  in the  quantity of exports  demanded would be  less  than  

the  proportionate  decrease  in the  price  of exports  and export 

revenue  would fall.  In the  same way,  if the  demand for imports  was  

price- inelastic and price  rose  following a  fall in the  exchange  rate,  

then the  proportionate  fall in the  demand for imports  would be  less  

than the  proportionate  increase  in the  price  of imports  and import 

expenditure  would actually increase.  The  current account deficit 

would become worse.

1  Trade elasticities for the G-7 countries,  Hooper,  Johnson  & Marquez,  Princeton  Studies 

in  International  Economics,  No.87,  August 2000

Student workpoint 24.3
Be a  th inker

1   Draw revenue  boxes  (as  shown  in  Chapter 4)  to  

i l lu stra te  the  fo l lowing:

 a   the  effect of a  deprecia tion  or deva lua tion  of a  

cu rrency on  export revenues  when  the  demand  

for exports  i s  inela stic

 b   the  effect of a  deprecia tion  or deva lua tion  of a  

cu rrency on  export revenues  when  the  demand  

for exports  i s  e la stic

 c   the  effect of a  deprecia tion  or deva lua tion  of a  

cu rrency on  import expend itu re  when  the  

demand  for imports  i s  inela stic

 d   the  effect of a  deprecia tion  or deva lua tion  of 

a  cu rrency on  import expend i tu re  when  the  

demand  for imports  i s  e la stic.

2   Under wh ich  of the  cond i tions  above  wi l l  a  cu rren t 

a ccoun t defici t improve,  i .e .  become sma l ler?

We know that one of the  determinants  of elasticity of demand is  the  

time period under consideration.  Remember that demand becomes 

more elastic over a longer period of time.  This  applies  to  the  elasticity 

of demand for exports  and imports.

A study of trade  elasticities  in 20001  produced estimates  of short-run 

and long-run price  elasticities  of demand for exports  and imports  for 

a  number of countries.  These  are  shown in Table  24.2 .

Country Short-run  
PEDexports

Short-run  
PEDimports

Total  short-run 
PED

Long-run  
PEDexports

Long-run  
PEDimports

Total  long-run 
PED

Canada 0.5 0.1 0.6 0.9 0.9 1 .8

France 0.1 0.1 0.2 0.2 0.4 0.6

Germany 0.1 0.2 0.3 0.3 0.6 0.9

I ta ly 0.3 0.0 0.3 0.9 0.4 1 .3

Japan 0.5 0.1 0.6 1 .0 0.3 1 .3

UK 0.2 0.0 0.2 1 .6 0.6 2.2

US 0.5 0.6 1 .1 1 .5 0.3 1 .8

Table 24.2  Short-run  and  long-run  PED values in  the G-7  countries
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The figures  show the  following.

1   In almost all cases  the  short-run elasticity values  are  lower than 

the  long-run values.  This  is  exactly what we  would expect to  find 

from the  theory stated in Chapter 4,  which tells  us  that price  

elasticity values  increase  over time.

2   Only the  US  would meet the  Marshall-Lerner condition in the  

short run,  but all countries,  other than France  and Germany,  meet 

the  condition in the  long run.

The J-curve

If a  government is  facing a  current account deficit,  it may reduce  the  

exchange rate  of its  currency in order to  make exports  relatively less  

expensive  and imports  relatively more  expensive.  If this  happens  and 

the  Marshall-Lerner condition is  satisfied,  i.e.

PEDexports    PED imports  >  1

then we would expect an improvement in the  current account deficit.

However in  the  short run this  is  not the  case  and the  current 

account deficit  actually gets  worse  before  it  gets  better.  This  is  

known as  the  J- curve  effect.  The  J- curve  shows  what happens 

to  a  current account deficit over time  when the  exchange  rate  is  

devalued or  depreciated.  It  is  shown in Figure  24. 1 .

Let us  assume  that a  countrys  current account deficit  is  at  X and 

the  government lowers  the  exchange  rate.

The  price  of exports  will fall,  but communication is  not perfect and  

it will take  time for other countries  to  realize  that the  prices  in this  

country have  fallen.  Also,  other countries  will have  entered into  

contracts  for goods and services  that cannot be  broken quickly,  so  

they cannot change  their suppliers  immediately.  This  means that,   

in the  short run,  the  PED  for exports  will be  inelastic and export 

revenue will fall as  prices  have  fallen by proportionately more  than 

demand will have  risen.  This  will increase  the  current account deficit 

and start moving from X to  Y on the  J-curve.

In the  same way the  price  of imports  will rise  but purchasers  of 

imports  will take  time to  find new suppliers.  Also,  they may be  tied 

into  contracts  and will have to  wait for them to  expire  before  they 

can move to  other suppliers.  This  means that,  in the  short run,  the  

PED  for imports  will also  be  inelastic and import expenditure  will 

increase,  as  prices  have  risen by proportionately more  than demand 

will have  fallen.  This  will further increase  the  current account deficit 

and add to  the  movement from X to  Y on the  J-curve.

As we saw in Table  24.2 ,  the value of PED  for exports  and imports  

increases  with time.  By the  time that the  current account deficit 

reaches the  point Y,  the  values of PED  for exports  and imports  have 

increased to  the  point where,  when added together,  they are  greater 

than one,  so  the  Marshall-Lerner condition is  satisfied.  From this  

point onwards the  less  expensive  exports  and more expensive  imports  

should lead to  increased export revenue and decreased import 

expenditure  and therefore  an improvement in the  current account 

balance,  as  shown by the  movement from Y towards Z  on the  J-curve.

0

Current

account

surplus

Current

account

deficit

X

Y

Z

Time

Figure 24.1  The J -curve

Student workpoint 24.4
Be a  thinker

Use  the  da ta  in  Tab le  24 .2  to  

answer th is  question .

I f J apan  was  experiencing a  

cu rrent account defici t and  

brought about a  fa l l  in  the  va lue  

of the  yen ,  what wou ld  you  

expect to  happen  to  the  defici t:

1  in  the  short run? Why?

2  in  the  long run? Why?
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Assessment advice

I n  H L paper 3 ,  you  m ay be  a sked  to  ca lcu la te  e lements  of the  ba lance  of 

paymen ts  from  a  set of d a ta .

Here  i s  an  example  of the  kind  of question  th a t you  m ay face.

An  extract from  the  ba lance  of payments  figu res  for coun try X i s  shown  below.

Line Balance of payments gures for country X  
[millions of dollars]  (Credits  ; debits  )  
Current account

2011

1 Exports of goods ?

2 Imports of goods 661  200

3 Balance of trade in goods 273  400

 

4 Exports of services 1 62  800

5 Imports of services 1 22  400

6 Balance of trade in services ?

 

7 Income receipts (investment income) 276 500

8 Income payments (investment income) 243  400

9 Net income receipts  (net investment income) 33  1 00

1 0 Current transfers, net 38 500

11 Net income ows ?

 

1 2 Current account balance ?

 

1 3 Capital  account

1 4 Capita l  account transactions,  net 1 30

 

1 5 Financial  account

1 6 Direct investment,  net 1 05  885

1 7 Portfol io  investment,  net 84 700

1 8 Reserve assets funding ?

1 9 Errors and  omissions 26 500

20 Capital  and nancial  account balance ?

Student workpoint 24.5
Be an  inquirer

Resea rch  the  ba lance  of paymen ts  posi tion  of the  

coun try th a t you  stud ied  ea rl ier.  Consider the  fo l lowing 

questions.

 Does  i t h ave  a  cu rren t a ccoun t su rp lus   

o r defici t?

  H ow i s  the  ba lance  d istribu ted  between  the  vis ib le  

ba lance  and  invis ib le  ba lance?

  Can  you  exp la in  why there  is  a  su rp lu s  or defici t?  (I f 

there  i s  a  defici t you  m ay be  ab le  to  l ink th is  to  the  

business  cycle .  I f there  i s  a  su rp lu s  i t m ay be  due  to  

the  type  of goods  tha t i t  exports.)

  I s  th is  su rp lus  or defici t of a  worrying level?  Why or 

why not?

 I f there  i s  a  defici t,  h ow i s  i t being fin anced?
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1  Fi l l  i n  the  s ix m issing va lues  in  the  tab le,  ind ica ting whether  

they a re  cred i ts  ( )  or debi ts  ( )  to  the  accoun ts.  [6  marks]

2  Expla in  the  re levance  of reserve  a sset fund ing to  the  ba lance   

of paymen ts.  [4  marks]

3  Expla in  the  concept of cu rren t transfers.  [4  marks]

4  Country X h a s  a  free  floa ting exchange  ra te.  Exp la in  wha t  

you  wou ld  expect to  h appen  to  the  exchange  ra te  a s  a  resu l t  

o f the  in terna tiona l  trade  th a t h a s  taken  p la ce  in  201 1 .  [4  marks]

Assessment advice

I n  you r exam ina tions,  the  questions  on  in terna tiona l  econom ics  wi l l  prima ri ly be  

found  in  paper 2 ,  the  da ta  response  paper.  H owever,  s in ce  m any of the  models  

u sed  in  in terna tiona l  econom ics  a re  m icroeconom ic models ,  you  m ay be  a sked  

a  question  re la ting to  in terna tiona l  econom ics  on  paper 1 ,  the  essay paper.  

Question  2  above  is  a n  example  of such  a  question .

END OF CHAPTER REVIEW QUESTIONS

1  Expla in  the components of a  countrys ba lance of payments.

2 Using a  d iagram,  expla in  why a  current account deci t may result in  a  

depreciation  of a  countrys currency.

HL With  the help of a  d iagram,  expla in  the l ink between  the Marshal l -Lerner 

condition  and  the J -curve.

HL Discuss the methods avai lable to a  government wishing to reduce i ts 

current account deci t.

  Data response exerciseData response exercise

UK current account decit widens as  
imports rocket
Trade data underlines fears that 

the fall in the exchange rate of 

the  pound is  raising costs  for 

importers and not yet providing 

significant boost to exports.

Britains trade gap widened 

more than expected in March as 

imports shot up five times faster 

than exports,  according to official 

data that cast fresh doubts over 

the prospects of an export-driven 

economic recovery.

While many businesses say 

overseas orders have been improving,  

the official data underlined worries 

among economists that,  for now 

at least,  a weak pound is raising 

costs for importers but not yet 

providing a significant boost to 

exports.  At the same time there 

are fears that financial troubles in 

the eurozone,  a key trading partner 

for the UK,  will prevent demand 

from rising significantly.

Net exports  are one of the 

greatest hopes for growth over 

the  next two years given the 

improvement in competitiveness 

associated with the low value of 

the  pound.  Thus  far,  all  the 

weakening in the pound has 

brought is  inflation and we are 

still  holding our breath for  

the long awaited boost to growth,  

said Alan Clarke,  UK economist 

at BNP Paribas.  Although the 

weakness of the pound improves 

competitiveness,  unless  this  is  

accompanied by an expansion in 

overseas demand then there will 

be little,  if any,  improvement in 

the performance of exports.

Source: Adapted  from www.guardian .
co. uk,  Thursday 1 3  May,  201 0
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The structure of the balance of payments for 
IB Diploma Programme economics students

Current account

 Balance  of trade  in goods

 Balance  of trade  in services

 Income

 Current transfers

Capital  account

 Capital transfers

 Transactions  in non-produced,  non-financial assets

Financial  account

 Direct investment

 Portfolio  investment

 Reserve  assets

Current account    capital account    financial account    errors  and omissions
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Economic integration describes a process whereby countries  coordinate  

and link their economic policies.  As the degree of economic integration 

increases,  the trade barriers  between countries  decrease and their fiscal 

and monetary policies  are  more closely harmonized.

A bilateral trade  agreement is  an agreement relating to  trade  between 

two countries.  The  aim is  usually to  reduce  or remove tariffs  and/or 

quotas  that have  been placed on items traded between the  two 

countries.

A multilateral trade agreement is  an agreement relating to  trade 

between multiple  countries.  It also  usually aims to  reduce or remove 

tariffs  and/or quotas  that have been placed on traded items,  but the  

agreement in this  case  applies  to  all of the  multiple  countries  involved.

Trading blocs

A trading bloc is  defined as  a  group of countries  that j oin together in 

some form of agreement in order to  increase  trade  between 

themselves  and/or to  gain economic benefits  from cooperation on 

some level.  This  coming together is  economic integration.  The  

Hungarian economist Bla Balassa identified six stages  of economic 

integration:

1  Preferential trading areas:  A preferential trading area (PTA)  is  a  

trading bloc that gives  preferential access  to  certain products  from 

certain countries.  This  is  usually carried out by reducing,  but not 

eliminating,  tariffs.

  An example of a PTA is the one between the EU and the African,  

Caribbean,  and Pacific Group of States (ACP) .  This is  an agreement 

between the EU and 78 countries in the ACP.  Many of the countries  

were former colonies of EU members.  It enables the EU to guarantee  

regular supplies of raw materials  and the ACP countries to  gain tariff 

preferences and access to special funds that are used to  try to  achieve  

price stability in agricultural and mining markets.

  S ince  2008  the  arrangement has  been a reciprocal trade  

agreement .  This  means that the  EU provides  duty-free  access  to  

its  markets  for exports  from the  ACP countries  and also  receives  

duty-free  access  for its  own exports  to  the  ACP countries.  

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 d istingu ish  between  b i la tera l  a nd  mu lti l a tera l  trade  agreements

 define,  exp la in ,  a nd  give  examples  of d i fferen t types  of trad ing b locs

 d iscuss  advan tages  and  d isadvan tages  of a  moneta ry un ion  for i ts  

members

HL define,  exp la in ,  i l lu stra te,  a nd  g ive  examples  of trade  crea tion

HL define,  exp la in ,  i l lu stra te,  a nd  g ive  examples  of trade  d iversion .
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However,  it is  agreed that not all of the  ACP countries  have  to  

open up  to  EU exports.  The  least-developed countries  in the  ACP 

group may opt for other arrangements.

2  Free trade areas:  A free  trade  area is  an agreement made between 

countries,  where  the  countries  agree  to  trade  freely among 

themselves,  but are  able  to  trade  with countries  outside  of the  free  

trade  area in whatever way they wish.  This  situation is  shown in 

Figure  25 .1 .

  In this  hypothetical case,  countries  A,  B ,  and C  have  signed a free  

trade  agreement and are  now trading freely among themselves.  

However,  under the  agreement,  each country may trade  with any 

other country in any way it sees  fit.  Thus  country A has  political 

grievances  with country D  and so  has  placed a complete  embargo  

on foreign trade.  Country B  protects  its  economy from country D  

by placing tariffs  on a  number of its  imports.  Country C  has  good 

relationships  with country D  and trades  freely with it.

  An example  of a  free  trade  area is  the  North American Free  Trade  

Area (NAFTA) ,  which comprises  the  USA,  Canada,  and Mexico.  

NAFTA was  established in January 1 994 and,  following a final 

tariff reduction between Canada and Mexico  in January 2003 ,  

virtually all trade  in the  NAFTA region is  tariff- free.  Over 75%  of 

Canadian total exports  now go  to  the  USA,  and Mexicos  share  of 

the  US  import market has  grown from approximately 7%  in pre-

NAFTA times to  approximately 1 2%  today.

  Other examples of free trade agreements are the European Free  

Trade Association ( Iceland,  Norway,  Switzerland,  and Liechtenstein) ,  

and the South Asia Free Trade Agreement ( India,  Pakistan,  Nepal,  

Sri Lanka,  Bangladesh,  Bhutan,  and the Maldives) .

3   Customs unions:  A customs union is  an agreement made between 

countries,  where  the  countries  agree  to  trade  freely among 

themselves,  and they also  agree  to  adopt common external 

barriers  against any country attempting to  import into  the  customs 

union.  This  situation is  shown in Figure  25 .2 .

  Countries  A,  B ,  and C  have  joined in a  customs union and are  

trading freely with each other.  If country D  wishes  to  export goods  

to  the  customs union,  the  goods will be  treated in the  same way,  

no  matter which country the  goods enter.  If the  customs union 

has  agreed to  place  tariffs  on the  products  of country D ,  then those  

tariffs  will be  imposed,  no  matter what the  point of entry to  the  

customs union.

  All common markets  and economic and monetary unions are  also  

customs unions,  thus the  EU has  a customs union.  Other examples  

would be  the  SwitzerlandLiechtenstein customs union;  the  East 

African Community,  which is  a  customs union comprising Kenya,  

Uganda,  and Tanzania;  and Mercosur,  which is  a  customs union 

between Brazil,  Argentina,  Uruguay,  Paraguay,  and Venezuela.

4   Common markets:  A common market is  a  customs union with 

common policies  on product regulation,  and free  movement of 

goods,  services,  capital,  and labour.

Coun try D

Coun try C

Coun try A Coun try B

FREE

TRADE

CU STOMS  U N ION
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m
m
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Figure 25.2  A customs union

Figure 25.1  A free trade area

FREE

TRADE
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Coun try A

Coun try C

Coun try D
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Complete  embargo

Free  trade
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ta ri ffs
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  The  best-known example  of a  common market is  the  EU.   

The  CARICOM Single  Market and Economy (CSME)  is  another 

example,  which is  expected to  be  fully implemented with 

harmonisation of economic policy and,  possibly,  a  single  currency.  

The  current members  are  Barbados,  Belize,  Guyana,  Jamaica,  

Suriname,  Trinidad and Tobago,  Antigua and Barbuda,  Dominica,  

Grenada,  S t Kitts  and Nevis,  S t Lucia,  and St Vincent and the  

Grenadines.  Montserrat is  also  expected to  join.

5  Economic and monetary union:  An economic and monetary union 

is  a  common market with a common currency and a common 

central bank.  The  best example  of an economic and monetary 

union is  the  eurozone,  which includes  the  member countries  of 

the  EU that have  adopted the  euro  as  their currency and have  the  

European Central Bank (ECB)  as  their central bank.  In 201 0,  the  

members  consisted of Austria,  Belgium,  Cyprus,  Finland,  France,  

Germany,  Greece,  Ireland,  Italy,  Luxembourg,  Malta,  the  

Netherlands,  Portugal,  S lovakia,  S lovenia and Spain.

  There  are  a  number of advantages  of a  monetary union for the  

member countries.

 Exchange rate fluctuations that used to  exist between countries  

will disappear with a common currency and this should eliminate  

exchange rate uncertainty between the countries involved,  which 

should increase cross-border investment and trade.

 A currency which has  the  enhanced credibility of being used in 

a  large  currency zone  should be  more  stable  against speculation 

than the  individual currencies  were.

 Business  confidence  in the  member countries  tends to  improve  

as  there  is  less  of a  perceived risk involved in trading among 

the  countries.  This  in turn should lead to  both internal growth 

and trade  growth.

 Transaction costs  are  eliminated within the  monetary union.  

When countries  have  different currencies  there  is  a  charge  

when currencies  are  exchanged,  but this  will not happen with 

the  existence  of a  single  currency.

 A common currency makes price  differences  more  obvious  

between countries  and should,  over time,  lead to  prices  

equalizing across  borders.

  There  are  also  a  number of disadvantages  of a  monetary union for 

the member countries.

 When countries enter a monetary union,  interest rates are  

decided by the central bank.  This means that individual 

countries  are  no longer free to  set their own interest rates and so  

the tool of monetary policy ( see Chapter 1 4)  is  no longer an 

option to  influence the inflation rate,  the unemployment rate,  

and the rate  of economic growth.  This is  especially damaging if 

one country in the union is  experiencing an economic situation 

that is  not being experienced by the others.  For example,  if one  

country was experiencing high inflation due to  strong consumer 

demand,  which other countries  were not,  it might want to  

increase interest rates to  reduce the demand.  However,  this  

would not happen and other measures would have to  be  found.
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 While a common central bank is  seen as a prerequisite  of 

monetary union,  many argue that without fiscal integration,  in 

the form of a common treasury,  harmonized tax rates,  and a 

common budget,  a monetary union will be weak and vulnerable,  

since some countries  will be  more fiscally irresponsible than 

others and this may threaten the stability of the union.

 Individual countries  are  not able  to  alter their own exchange 

rates  in order to  affect the  international competitiveness  of 

their exports  or the  costs  of their imports.

 The initial costs  of converting the  individual currencies  into  one 

currency are  very large.  The costs  include such things as  taking 

the  old currencies  off the  market,  printing and distributing the  

new currency,  converting databases  and software,  rewriting all 

price  lists  and invoice  systems,  re  pricing all goods and services  

in the  economy,  and recalibrating all machinery that takes  coins 

and notes,  such as  parking meters  and vending machines.

  It is  almost impossible  to  weigh up  the  advantages  and 

disadvantages  of membership  of a  monetary union.  The  situation 

will be  very different in different cases.  Perhaps  it is  best to  try to  

determine when membership  would be  most beneficial and when 

it would make the  least difference.

  In a situation where  there  were  large  fluctuations between the  

exchange rates  of the  countries  involved,  where  the  union is  going 

to  create  a  single  currency with a significant proportion of the  

worlds  foreign currency market and where  business  confidence  

will be  strongly boosted between member countries,  then it is  

likely that membership  of a  common currency will be  beneficial to  

the individual countries.

  If countries  are  in a  situation where  fluctuations  in exchange rates  

are  minimal,  where  the  common currency would not be  

significant on the  world market,  so  would still be  susceptible  to  

speculation,  and where  business  confidence  is  already high,  then 

the advantages  of j oining a single  currency would be  few and the  

disadvantages  may well be  greater.

6   Complete economic integration:  This  would be  the  final stage  of 

economic integration,  at which point the  individual countries  

involved would have  no  control of economic policy,  full monetary 

union,  and complete  harmonisation of fiscal policy.  This  is  what 

the  Eurozone is  moving towards.

DID YOU  KNOW?

Fol lowing the  globa l  fin ancia l  cris is  th a t sta rted  in  2007,  

the  eu rozone  fi rst en tered  recession  in  the  th i rd  qua rter 

of 2008 .  (Remember th a t a  recession  occu rs  when  

there  a re  two  or more  consecu tive  qua rters  of nega tive  

econom ic growth .)  H eads  of sta te  and  government of 

the  eu rozone  coun tries,  the  Eu ro  G roup,  met in  Pa ris  in  

October 2008  to  develop  an  econom ic p lan  to  a ch ieve  

recovery.  They agreed  a  bank rescue  p lan  and  

approxim ate ly 500  b i l l ion  was  in jected  in to  the  banks  

in  J une  2009  by the  ECB.
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An evaluation of trading blocs
The extent of the  advantages  and disadvantages  of trading blocs  

clearly depends on the  degree  of integration.  In purely economics  

terms,  the  benefits  of being a  member of a  trading bloc are  similar to  

those  of free  trade.  These  include  a greater size  of market with the  

potential for larger export markets,  increased competition leading to  

greater efficiency,  more  choice,  and lower prices  for consumers.  The  

consequences  may not be  even,  as  some domestic producers  are  

likely to  gain from the  larger market while  others  may find 

themselves  unable  to  compete.

There  may be  a  further stimulus for investment due  to  the  larger 

market size,  and foreign investment might be  attracted from outside  

the  bloc as  a  way of getting a  foot in the  door of the  larger market.

There  is  also  an argument that,  along with the  economic gains,  

a  trading bloc will foster greater political stability and cooperation.  It 

is  also  possible  that trade  negotiations  may be  easier in a  world made 

up  of a  number of large  trading blocs,  rather than among 1 49  

sovereign states.

However,  by  their  very nature,  trading b locs  favour increased 

trade  among members,  but enact discriminatory policies  against 

non-members,  and this  can be  damaging to  the  achievements  of 

the  multilateral  trading negotiations  of the  WTO.  There  is  concern 

that the  breakdown in  WTO  talks  in  Geneva in  July 2 006  will  lead 

to  an  increase  in  the  number of  individual trade  negotiations.  

These  may undermine  the  international trade  rules  and limit  the  

potential  gains  to  trade  achievable  with  more  liberalized world 

trade.  This  may not be  as  much of a  problem for  large  economies  

as  it  might be  for  small  or  poor economies  that have  little  

bargaining power.

Although  people  were  a fra id  th a t the  impact of such  a  

l a rge  recession  m igh t lead  to  a  breaking up  of the  

eu rozone,  the  eu ros  posi tion  actua l ly got stronger a s  

2009  wen t on .

However,  in  the  ea rly pa rt of 201 0,  fea rs  of domestic 

debt crises  developed  rela ting to  eu rozone  countries,  

such  as  G reece,  Spa in ,  Portuga l ,  I ta ly,  and  I reland .  

Government fisca l  spend ing in  order to  overcome 

in terna l  l ack of consumption  was  thought to  be  

i rresponsib le  and  much  too  h igh .

Th is  led  to  a  cris is  of con fidence  as  wel l  a s  a ttacks  by 

specu la tors  on  G reece,  and  therefore  the  eu ro.  The  eu ro  

su ffered  a  substan tia l  fa l l  in  i ts  exchange  ra te  va lue.  The  

a ttack by specu la tors  was  seen  by some,  especia l ly the  

G reek government,  a s  an  a ttack on  the  eu rozone  i tself,  

ta rgeting G reece  as  a  weak l ink.  The  EU  adopted  a  p lan  

to  a id  G reek recovery and  a  30  b i l l ion  ba i lou t for 

G reece  was  formu la ted  in  Apri l  201 0.However,  the  crisis  

h as  led  to  a  renewed  d iscussion  of the  importance  of 

fisca l  in tegra tion  as  a  means  of e l im ina ting a  ma jor 

weakness  of the  eu rozone.  The  need  for a  cen tra l  

treasury (or m in istry of finance) ,  a  cen tra l  budget,  and  

grea ter ta x ha rmon iza tion  is  considered  by some to  be  

of grea t importance  i f the  eu ro  is  to  ga in  long-term  

stabi l i ty.  Fisca l  coord ina tion  is  essen tia l .

As  we  write,  there  a re  rumours  tha t the  French  presiden t 

has  th rea tened  to  pu l l  France  ou t of the  eu ro;  tha t 

Germany wi l l  h ave  to  leave  the  eu ro;  tha t G reece  wi l l  be  

forced  to  leave  in  order for the  eu ro  to  su rvive;  and  tha t,  

i f G reece leaves  the  eu ro,  then  Spa in ,  Portuga l ,  and  I ta ly 

wi l l  a lso  leave.

A  n umber o f l ead ing  econom ists  h a ve  su ggested  th a t 

a  sm a l ler eu rozone  cou ld  be  th e  on ly  way to  reverse  

th e  fa l l  o f th e  eu ro  a n d  a  po l l  conducted  among 25  

l ead in g Ci ty  o f London  econom ists  came  ou t wi th  th e  

m a jori ty  be l ievin g  th a t  th e  eu ro  wou ld  n o t exi s t i n  fi ve  

yea rs   tim e .   Th i s  i s  a l l  pa rt o f th e  j oy o f econom ics:  

i ts  re levance  a nd  u npred ictab i l i ty.  Wa tch  th i s  spa ce !

Student workpoint 25.1
Be knowledgeable

Make  a  tab le  to  summarize  the  

in forma tion  abou t trad ing b locs.  

I n clude  the  n ame  of each  of the  

s ix types  of econom ic in tegra tion ,  

a  defin i tion ,  a nd  examples.  The  

tab le  shou ld  i l lu stra te  how 

econom ic in tegra tion  in creases  a t 

each  stage.
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Trade creation and trade diversion

When a country joins  a  customs union there  are  advantages  and 

disadvantages.  Two possible  outcomes need to  be  considered here.

Trade creation

Trade  creation occurs  when the  entry of a  country into  a  customs 

union leads to  the  production of a  good or service  transferring from 

a high-cost producer to  a  low-cost producer.  This  is  an advantage  of 

greater economic integration.  The  concept is  best explained by 

an example.

Let us  assume that when the  UK joined the  EU in 1 973 ,  it had a 

comparative  advantage  over France,  a  member of the  EU at that 

time,  in the  production of lawnmowers.  However,  as  a  non-member 

of the  EU,  the  EU had placed a tariff on UK lawnmowers.  The  

situation is  shown in Figure  25 .3 .

Brazi l ,  Argen tina ,  U ruguay,  and  Pa raguay were  the  

origina l  members  of Mercosu r,  otherwise  known  a s  the  

Common  M a rket of the  Sou th .  I n  2006 ,  Venzuela  

jo ined  the  customs  un ion .  M ercosu r covers  a  l and  a rea  

of 1 2  m i l l ion  squa re  ki lometres,  wh ich  i s  more  th an  

fou r times  the  s ize  of Eu rope.  I t  represen ts  a  poten tia l  

m arket of 270  m i l l ion  people  and  h as  a  jo in t GDP of 

U S$  2 .4  tri l l ion ,  m aking i t the  world s  fou rth  l a rgest 

trad ing b loc a fter the  EU ,  NAFTA and  the  Associa tion  of 

Sou th  East Asian  N a tions  (ASEAN ) .  Wh i le  the  Mercosu r 

coun tries  h ave  often  been  un i ted  on  i ssues  such  a s  

thei r opposi tion  to  subsid ies  th a t rich  coun tries  give  

thei r fa rmers,  there  h as  been  cri ticism  of the  in ab i l i ty of 

the  un ion  to  move  forwa rds  in  in tegra ting the  un ion s  

econom ies.  Th is  h as  been  de layed  by trade  ba ttles  

among members,  pa rticu la rly between  Brazi l  and  

Argen tina .

Mercosu r i s  not the  on ly trad ing b loc where  d ispu tes  

exist among members.  For example ,  there  h as  been  a  

long-stand ing d ispu te  between  Canada  and  the  U SA 

over the  timber and  lumber trade  between  the  two  

NAFTA members.  Fierce  deba tes,  in tensive  lobbying,  

ta ri ffs ,  and  reta l ia tory ta ri ffs  a re  some of the  s igns  of 

the  d iscord .

Thus,  membersh ip  of a  trad ing b loc i s  a  s igna l  th a t 

members  wish  to  l ibera l ize  trade,  bu t i s  no  gua ran tee  

tha t free  trade  wi l l  take  p la ce.

DID  YOU  KNOW?

Figure 25.3  Trade creation
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Student workpoint 25.2
Be an  inquirer

1   Choose  one  trad ing b loc to  resea rch .  M ake  an  annota ted  time  l ine  to  

show the  steps  in volved  in  i ts  estab l ishment and  evo lu tion .  Be  su re  

to  note  any s ign ifican t a ch ievements  and/or setbacks.

2   Pick one  coun try in  the  b loc and  eva lu a te  how i t h a s  been  a ffected  

by membersh ip  of the  zone.
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With the  tariff on UK lawnmowers  in place,  the  French would 

produce  OQ2  lawnmowers  themselves  and would import Q2  Q3  

lawnmowers  from the  UK.  On entering the  EU,  the  tariff on UK 

lawnmowers  is  relaxed and the  UK can now make full use  of its  

comparative  advantage.  With the  tariff gone,  French production falls  

to  OQ1  and imports  rise  to  Q1  Q4.  There  are  Q3  Q4  more  lawnmowers 

bought and thus trade  has  been created.  In addition,  the  extra 

demand means that there  is  an increase  in consumer surplus,  shown 

by the  shaded triangle.

There is  also a movement from high-cost to  low-cost producers,  since  

Q1  Q2  lawnmowers,  which were being made by relatively inefficient 

French producers,  are  now being made by more efficient UK producers.  

Although the French lawnmower producers may have lost out,  there  

has been a world welfare gain,  because fewer resources are  being used 

to  produce these lawnmowers.

It should be  remembered that this  ought to  be  a  two-way process.   

It is  highly likely that,  with free  trade,  there  will also  be  French 

products  that the  UK will now buy more  of because  the  French have  

the  comparative  advantage,  for example  wine.

Trade diversion

Trade  diversion occurs  when the  entry of a  country into  a  customs 

union leads  to  the  production of a  good or service  transferring from 

a low-cost producer to  a  high-cost producer.  This  is  a  disadvantage  

of greater economic integration.  Once  again,  the  concept is  best 

explained by an example.

Let us  assume  that when the  UK j oined the  EU in  1 973 ,  it  had 

been producing textiles  itself and importing textiles  from Thailand,  

which had a  comparative  advantage  in  the  product.  However,  once  

the  UK j oined the  EU,  it  had to  place  a  tariff on Thai textiles,  

because  the  EU already had one  in  place.  The  situation is  shown in 

Figure  2 5 .4.

Before  the  entry into  the  EU,  the  UK would produce  0Q
1
 metres  of 

textiles  domestically and would import Q
1
Q

4
 metres  of textiles  from 

Thailand.  On entering the  EU,  the  UK is  forced to  impose  the  same 

tariff on Thai textiles  as  the  other EU countries.  With the  tariff in 

place,  Thai textiles  become more  expensive  than textiles  produced 

in the  EU.  B ecause  of this ,  the  UK will  now produce  0Q
2
 metres  of 

textiles  itself and will  import Q
2
Q

3
 metres  of textiles  from the  EU.  

There  will  be  an overall  fall in  the  quantity demanded of textiles  of 

Q
3
Q

4
 metres  and so  a  loss  of consumer surplus  shown by the  

shaded triangle.

There is  also  a  movement from low-cost to  high-cost producers,  

since  Q
1
Q

2
 metres  of textiles  that were  being produced by relatively 

efficient Thai producers,  are  now being produced by less  efficient UK 

producers.  Although the  UK producers  may have  gained,  there  has  

been a world welfare  loss,  because  more  resources  are  being used to  

produce  these  textiles.
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Figure 25.4 Trade diversion
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END OF CHAPTER REVIEW QUESTIONS

1  Using a  d iagram, expla in  the d i fference between  a  free trade area  and  a  

customs union .  Use real  world  examples.

2 Discuss the l ikely effects of membership of a  customs union .  Be sure to 

use a  rea l  world  example.

3 Evaluate the consequences of membership of a  monetary union .  Be sure 

to use a  real  world  example.

Headl ine:  Po l l s  show  that  a  sma l l  ma jor i ty  favours  th e  government s 

deci s i on  to  j o i n  th e  reg i ona l  customs  un i on

Economics  concept:  Econom i c  i n tegrati on

Diagram(s) :  Hi gher  l evel  students trade  creati on

Hints:  You  cou ld  p i ck  any  country  w i th  wh i ch  you  a re  fam i l i a r 

and  expl a i n  wh y  certa i n  groups  w i th i n  th e  country  w ou ld  favour 

membersh i p  o f a  customs  un i on .  I f space  a l l ows,  consi der  wh y  some 

groups  (probabl y  some  producers)  w ou ld  be  aga i nst  i t.

You be the journ
alist

To make matters  worse,  the  production of Q
2
Q

3
 metres  of textiles  has  

transferred from efficient Thai producers  to  relatively inefficient EU 

producers,  so  the  trade  diversion is  even greater,  as  is  the  loss  of 

world welfare.  This  represents  a  misallocation of the  worlds  

resources  and represents  a  disadvantage  of economic integration.
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In chapter 24 we  looked at the  concept of the  balance  of trade,  

specifically referring to  the  balance  of trade  in visible  goods.  We 

now introduce  a  new concept called the  terms of trade.  It is  very 

important to  note  that students  often confuse  these  two terms,  but 

they are  very different concepts.  The  significant issue  in discussing 

the  terms of trade  is  that it is  one  of the  big problems facing many 

developing countries.  This  does  not simply mean that they face  

obstacles  in the  international trading system;  it has  a  very specific 

meaning in context.

Mathematically,  the  terms of trade  is  an index that shows the  value  

of a  countrys  average  export prices  relative  to  their average  import 

prices.  It is  calculated with a simple  equation:

terms of trade  (TOT)      
Weighted  index  o f average  export p rice s

    ________________________________    
 Weighted  index  o f average  import  p rices

     1 00

The  indices  of export and import prices  are  weighted to  reflect the  

relative  importance  of different goods  and services  to  the  countrys  

export revenue  and import expenditure.  Table  26.1  shows some 

possible  different situations over five  years.

We use  the  values  in Table  26.1  to  explain what the  TOT index 

actually represents.  Year 1  is  the  base  year so  the  value  is  set at 1 00.  

In year 2  export prices  rise  and import prices  stay where  they are  and 

so  the  value  of the  TOT rises  to  1 02 .  We say that this  is  an 

improvement in the  TOT.  This  means that,  on average,  the  countrys  

exports  will now buy 2%  more  imports  than they did in the  previous  

year.  In Year 3 ,  although export prices  rise  again the  increase  in 

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

HL define,  exp la in ,  a nd  give  examples  of the  term s  of trade

HL ca lcu la te  the  terms  of trade  from  the  term s  of trade  equa tion

HL d istingu ish  between  an  improvemen t and  a  deteriora tion  in  the  

terms  of trade

HL expla in  the  causes  of short-term  and  long-term  changes  in  the  term s 

of trade

HL define  and  exp la in  the  price  e la stici ty of demand  for exports

HL define  and  exp la in  the  price  e la stici ty of demand  for imports

HL expla in  the  possib le  effects  of ch anges  in  the  term s  of trade  on  the  

cu rren t a ccoun t ba lance

HL define  and  exp la in  the  price  e la stici ty of demand  and  supp ly for 

prima ry products

HL expla in  the  s ign i ficance  of short-term  fluctua tions  and  long-term  

deteriora tion  in  the  term s  of trade  for prim ary resou rce-dependen t 

develop ing coun tries,  u sing the  concept of e la stici ty.
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import prices  is  relatively more  great and so  the  TOT value  falls  a  

little  to  1 01 .92 .  We say that there  has  been a deterioration in the  

TOT,  which means that a  given amount of exports  can buy fewer 

imports  than in year 2 .  However,  the  TOT in year 3  are  still better 

than in year 1 .  In year 4,  import prices  rise  by relatively more  than 

export prices  and so  the  value  of the  TOT falls  again,  back to  1 00.  So  

in year 4  a  given amount of exports  will buy the  same amount of 

imports  as  in year 1 .  In year 5  export prices  fall but import prices  fall 

by more,  which this  leads  to  an improvement in the  TOT and the  

value  rises  to  1 01 .89.

We can see  from the  example  that if export prices  rise  relative  to  

import prices,  or if they fall by relatively less  than import prices  fall,  

then the  TOT will improve.  In the  same way,  if import prices  rise  by 

more  than export prices,  or if they fall by relatively less  than export 

prices  fall,  then the  TOT will deteriorate.

The  key thing to  realize  is  that if the  TOT improve,  then a given 

quantity of exports  will buy a larger quantity of imports  than before.  

We often talk about a  basket  of exports,  in the  same way as  

measuring inflation.  If the  price  of a  basket of exports  falls,  then a 

country will need to  sell more  exports  in order to  keep  imports  at the  

same level.

Year Index of average  
export prices

Index of average  
import prices

Calculation Terms of trade

Year 1 1 00 1 00   1 00 ___ 
1 00

     1 00 1 00

Year 2 1 02 1 00   1 02  ___ 
1 00

     1 00 1 02

Year 3 1 06 1 04   1 06 ___ 
1 04

     1 00 1 01 .92

Year 4 11 0 11 0   1 1 0 ___ 
1 1 0

     1 00 1 00

Year 5 1 08 1 06   1 08  ___ 
1 06

     1 00 1 01 .89

Year 6 1 06 1 08 ? ?

Table 26.1  Terms of trade figures

Assessment advice: In  H L paper 3 ,  you  m ay be  a sked  to  ca lcu la te  the  terms  of 

trade  a s  in  workpoin t 26 .1 .

Student workpoint 26.1
Be a  th inker

1  Using the  da ta  in  Tab le  26 .1 ,  ca lcu la te  the  TOT for yea r 6 .

2   Describe  the  changes  in  the  TOT from  yea r 5 .  Wha t does  th is  mean  

abou t the  buying power  of the  coun trys  exports?

3   How does  the  buying power of the  coun trys  exports  in  yea r 6  

compare  wi th  yea r 1 ?
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Causes of changes in  a  countrys terms of trade 
in  the short run and the long run

Short-run causes
Short-run changes  in the  TOT may be  caused by the  following.

 Changes in  the conditions of demand and supply:  If the  demand for 

exports  changes,  i. e.  if the  demand curve  shifts,  then there  will be  

a  change  in the  price  of exports.  Prices  of competitive  goods  in 

other countries  may change,  affecting the  competitiveness  of the  

exports,  incomes in importing countries  may change,  affecting the  

demand for imports,  and consumer tastes  may change  for the  

goods  and services  that the  country exports.

  Changes in supply may also  have  a  noticeable  effect upon the  

price  of exports.  If a  number of countries  experience  an increased 

supply of a  certain product,  perhaps  because  weather conditions  

are  favourable,  then its  price  will fall.  For example,  record wine  

harvests  in Australia led to  a  9%  fall in average  prices  in 2006.  

The  effect of such a change  on the  TOT depends  on the  

importance  of overall exports  of the  good.

 Changes in  relative inflation  rates:  If the  inflation rates  in one  country 

are  higher than in another then their export prices  will begin to  

rise.  Although this  results  in an improvement in the  TOT,  the  

countrys  exports  will start to  be  less  competitive.

 Changes in  exchange rates:  A change  in the  value  of a  countrys  

currency will lead to  a  change  in the  price  of exports  relative  to  

imports.  The  change  in exchange rate  may be  through market 

forces  or as  a  result of government intervention in the  foreign 

exchange market.

Long-run causes
Long-run changes  in the  TOT have  various  causes.

 Income changes:  Rising incomes,  especially in developed countries,  

lead to  an increase  in demand for secondary and,  especially,  

tertiary products,  whose  income elasticity of demand tends  to  be  

income elastic.  This  has  an obvious  effect upon the  relative  prices  

of the  types  of products.  The  TOT of developed countries,  which 

produce  more  secondary and tertiary products,  tend to  improve  

Theory of Knowledge

Language  m ay be  m is lead ing.  I t  shou ld  be  noted  th a t the  expressions  

improvemen t in  the  TOT  and  deteriora tion  of the  TOT  do  not 

necessarily  m ean  wha t they mean  in  everyday l anguage.  A deteriora tion  

of the  TOT may not necessa ri ly be  a  bad  th ing and  an  improvemen t 

does  not necessa ri ly resu l t in  a  good  th ing.  We  wi l l  look a t the  

consequences  of ch anges  in  the  TOT in  fu tu re  m a teria l .

Wh i le  la nguage  i s  u sed  to  access  knowledge  i t can  sometimes  be  u sed  

to  con fuse  or even  exclude.  Can  you  th ink of other examples  of 

econom ic l anguage  tha t wou ld  m ake  i t d i fficu l t for non -econom ists  to  

know wha t econom ists  a re  ta lking abou t?
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relative  to  the  TOT of developing countries,  many of whom are  

much more  dependent upon the  exporting of primary products,  

whose  income elasticity tends to  be  income-inelastic.  In effect,  

there  is  a  change  in world trade  patterns.

 Long-run improvements in  productivity within  a country:  This  will lead 

to  a gradual deterioration of the  TOT for that country because  their 

real prices will not rise  significantly.  However,  the  countrys  exports  

would be  more  competitive  on the international markets  and so  

the  result could be  positive,  if demand for the  exports  is  elastic.

 Long-run improvements in  technology within  a country:  This  will lead 

to  lower costs  of production,  increases in supply,  and lower  

prices.  If this  occurs,  then the  country will experience  a gradual 

deterioration in its  TOT.  This  will,  however,  make the  countrys  

exports  more  competitive  and,  if the  elasticity of demand for its  

exports  is  elastic,  the  balance  of trade  should improve.

Elasticity of demand for imports and exports
As you now realize,  the  concept of elasticity is  very important in 

economics.  It is  extremely relevant to  our discussion of the  TOT.  We 

need to  go  back to  a  discussion about the  price  elasticity of demand 

for exports  and imports  in Chapter 24 to  make  an effective  analysis  

of TOT changes.

Price elasticity of demand for exports
As we  know,  the  price  elasticity of demand for exports  is  a  measure  

of the  responsiveness  of the  demand for exports  when there  is  a  

change  in the  price  of exports.  It is  measured by the  equation:

PEDexports      
Percentage  change  in  demand for  exports

    ___________________________________    
Percentage  change  in  average  price  o f exports

  

If the  demand for exports  is  elastic,  then a change in the  average  price  

of exports  will lead to  a greater proportional change in the demand for 

them.  This  would be  good for a country where  export prices  were  

falling,  since  export demand would rise  by proportionately more  than 

the  prices  fell leading to  an increase  in export revenues.  Most exports,  

certainly in the  long run,  face  elastic demand,  i.e.  a  value  of PEDexports  

that is  greater than 1 .  However,  many commodities  ( raw materials  

such as  oil,  copper,  coffee,  cotton,  steel,  rice,  sugar,  and rubber)  tend 

to  have  inelastic demand.

Price elasticity of demand for imports
The price  elasticity of demand for imports  is  a  measure  of the  

responsiveness  of the  demand for imports  when there  is  a  change  in 

the  price  of imports.  It is  measured by the  equation:

PED imports      
Percentage  change  in  demand for  imports

    ___________________________________    
Percentage  change  in  average  price  o f imports

  

If the  demand for imports  is  inelastic,  then a change  in the  price  of 

imports  will lead to  a  smaller proportional change  in the  demand for 

them.  This  would not be  good for a  country where  import prices  

were  rising,  since  import demand would fall by proportionately more  

than the  prices  increased.  Most imports,  certainly in the  long run,  

face  elastic demand,  i. e.  a  value  of PEDimports  that is  greater than 1 .  

However,  commodities  tend to  have  inelastic demand.

Student workpoint 26.2
Be a  thinker

Draw a  revenue  box d iagram  to  

show,  and  exp la in  the  effect of,  

fa l l ing average  export prices  on  

export revenues  when  demand  

for exports  i s  in ela stic.  On  the  

y-a xis,  wri te  Average  price  of 

exports.

Student workpoint 26.3
Be a  thinker

Draw a  revenue  box d iagram  to  

show and  exp la in  the  effect of 

ri s ing a verage  import prices  

on  export expend i tu re  when  

demand  for exports  i s  inela stic.  

Label  the  y-a xis  Average  price  

of imports.
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How beneficial  is an improvement in  the  
terms of trade?
As noted earlier,  an improvement in the  TOT is  not necessarily a   

good thing.  We need to  consider the  effect of an improvement in the  

TOT on a countrys  current account balance.  The  outcome will 

depend upon the  reason for the  improvement.  Possible  reasons  for 

improvement include  the  following.

An increase in demand for a countrys exports
A number of factors  may cause  demand for a  countrys  exports  to  

rise.  Consider the  exports  from country A.  Prices  in other countries  

may have  risen,  making country As  exports  more  competitive;  

incomes in importing countries  may have  risen,  increasing their 

demand for imports  and so  increasing demand for country As  

exports;  and consumer tastes  may have  changed in favour of the  

goods and services  that country A exports.

An increase  in the  demand for country As  exports  is  shown in  

Figure  26.1 .

When the demand increases the average export price  rises from P to  

P1 .  The quantity of exports  demanded and supplied increases from Q to  

Q1 .  The higher export prices mean that the TOT have improved,  and 

total export revenue rises from 0PXQ to  0P1yQ1 .  This  will lead in turn 

to  an improvement in the current account balance.  We can say that:

 An improvement in the  TOT,  when caused by an increase  in 

demand for exports,  leads  to  an improvement in the  current 

account balance.

Higher export prices caused by domestic inflation
Relative export prices may increase because a country is  experiencing 

inflation that is  higher than in the countries  with which it trades.  If 

this  is  the case  then there will be  an improvement in the TOT.  Whether 

this improvement in the TOT leads to  an improvement in the current 

account balance will depend upon the elasticity of demand for the  

countrys  exports.  The situation is  shown in Figure 26.2 .

The demand curve for exports  is  normal and has the  usual relationship  

with the  MR curve and the TR curve.  As we know from 

microeconomics,  the  value of price  elasticity of demand on a demand 

curve falls  as  the  price  falls.  There  will be  an elastic region of the  

demand curve and an inelastic region.  These  are  shown in Figure  26.2 .

If the  demand for exports  is  inelastic,  i.e.  price  is  on the  lower 

part of the  demand curve,  then an increase  in price  will lead to  a  

proportionately smaller decrease  in demand and so  total export 

revenue will rise.  As  we  see  in the  diagram,  an increase  in price  from 

P to  P1  leads to  an increase  in export revenue from ER to  ER1 .  This  

will improve  the  current account balance.

Therefore  we can say that:

 An improvement in the  terms of trade,  when caused by inflation,  

leads  to  an improvement in the  current account balance  when the  

demand for exports  is  inelastic.

Figure 26.1  An  increase in  demand 

for exports
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If the  demand for exports  is  elastic,  i.e.  price  is  on the  upper part 

of the  demand curve,  then an increase  in price  will lead to  a  

proportionately greater decrease  in demand and so  total export 

revenue will fall.  As  we  see  in the  diagram,  an increase  in price  from 

P2  to  P3  leads  to  a  fall in export revenue from ER2  to  ER3 .  This  will 

depreciate  the  current account balance.  We can say that:

 An improvement in the  terms of trade  when caused by inflation 

leads to  a  depreciation in the  current account balance  when the  

demand for exports  is  relatively elastic.

When we compare  this  situation to  the  real world,  we  notice  two 

things.

1   The price  elasticity of demand for most exports  tends to  be  elastic.  

For the  majority of products  sold on export markets,  there  is  much 

competition between countries  and so  demand tends  to  be  elastic.  

It is  generally commodities  that face  inelastic demand,  so  it is  

likely that most countries  will be  on the  elastic part of the  demand 

curve  for their exports.

2   Even if demand is  on the  inelastic part of the  demand curve,  if 

re latively high inflation rates  continue  then the  price  of exports  

will eventually move  into  the  elastic region of the  demand curve.

Overall,  an improvement in the  terms of trade  due  to  inflation 

generally leads  to  a  depreciation in the  current account balance.

The significance of deteriorating TOT for  
developing countries
We know that there  are  vast differences  among developing countries.  

Many developing countries,  but certainly not all,  are  heavily 

dependent on the  exports  of one  or two commodities  for their export 

revenue.  This  is  illustrated in Table  26.2 .

Country Primary commodities (%) Manufactures (%)

Benin* 93.8 6.2

Burkina  Faso* 93.5 6.5

Ethiopia* 91 .0 9.0

Mal i* 93 .6 6.4

Angola** 99.3 0.7

Yemen** 95.1 4.9

Bangladesh 1 2.4                  87.6

Nepal 28.0                 72.0

Source:  Country Proles,  WTO

*  Non-oi l-exporting LDC (least developed  countries)

  Manufactures-exporting LDC

**  Oil-exporting LDC

Table 26.2  Share of primary commodities and  manufactures in  total  merchandise 

exports for selected  LDCs,  2008
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We see  that for  the  first  s ix  countries  listed,  the  dependence  on 

the  export of  primary commodities ,  as  compared with the  export 

of  manufactured products ,  is  very strong.  For  example,  93 . 8%  of 

all  B enins  merchandise  export  earnings  come  from the  sale  of 

primary commodities .  In  the  same  manner,  Mali  earns  93 . 6%  

of its  merchandise  export earnings  by exporting primary 

commodities.

However,  notice  the  difference  between the  first four countries  and 

the  next two,  as  noted in the  key.  The  first four are  known as  non-

oil-exporting LDCs,  while  Angola and Yemen are  characterized as  oil-

exporting LDCs.  Almost all of the  export revenue for Angola and 

Yemen comes from the  sale  of oil.

The  last two countries,  Bangladesh and Nepal,  are  different again.  

They concentrate  on the  export of low-skill manufactured products,  

especially textiles.

We can see  from Table  26.3  that there  is  one  more  group of LDCs that 

need to  be  identified,  which are  the  services-exporting LDCs,  such as  

Cape  Verde  and the  Maldives.  These  countries  make most of their 

export revenue from tourism.

Country Merchandise trade (%) Services (%)

Cape Verde    5 .3 94.7

Maldives 32.5 67.5

Source:  Country Proles,  WTO

  Services-exporting LDC

Table 26.3  Share of merchandise trade and  services in  total  exports for selected   

LDCs,  2008

The problems facing different groups  of LDCs come from different 

sources.  We are  currently focusing on the  problems facing those  

developing countries  that are  dependent on the  export of non-oil 

commodities,  because  some of the  barriers  to  their growth and 

development are  related to  their terms of trade.

DID YOU  KNOW?

 More than  2  bi l l ion  people  in  the  developing world

over one  th i rd  of human i tymake  the ir l i ving from  

agricu l tu ra l  commod ities.

 I n  lea st developed  coun tries  (LDCs) ,  one  ou t of 

fou r people  l i ves  and  works  in  a  ru ra l  a rea .  Most 

a re  sm a l l  fa rmers  or l and less  workers.

 Eigh ty-five  developing coun tries  depend  on  

commod ities  for more  th an  h a l f the i r export 

ea rn ings.  Th i rty-e igh t developing coun tries  depend  

on  one  agricu l tu ra l  p roduct for more  th an  50%  of 

thei r export revenues  and  48  coun tries  a re  

dependen t on  two  agricu l tu ra l  export products.

 I n  J anuary 2008,  U NCTADs  price  index for non -fuel  

commod ities  reached  i ts  h ighest level  (in  cu rren t 

dol la rs)  s ince  1 960.  The  index i s  up  1 09%  since  

1 992 .  Meta l  and  m inera l  prices  rose  by 21 7%  

during the  same period  and  agricu l tu ra l  raw 

materia ls  prices  increased  by 67%.

 I n  rea l  terms,  however,  the  commod ities  index i s  

sti l l  low compared  wi th  levels  a tta ined  in  the  1 970s 

and  ea rly 1 980s.

Source:  UNCTAD Press Release,  Geneva,  Apri l  2008
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Student workpoint 26.4
Be an  inquirer

Using the  fo l lowing profi le  based  on  in forma tion  from  

The  New Agriculturalist a nd ,  do ing a  l i ttle  b i t o f resea rch  

on  you r own ,  answer the  questions  th a t fo l low.

Focus on  Benin

One  of Africa s  

strongest 

democracies,  

Ben in ,  a  coun try of 

u ndu la ting p la in s  

and  low moun ta in  

ranges,  borders  

N igeria ,  N iger,  

Togo,  a nd  Bu rkin a  

Faso.

Desp i te  i ts  strong 

democra tic 

example ,  Ben in s  

econom ic s i tu a tion  is  less  th an  hea l thy.  Over h a l f o f the  

popu la tion  re ly on  subsistence  fa rm ing for the ir 

l i ve l ihood  and  the  poor h ave  not benefi ted  from  the  

coun trys  legacies  a s  the  once-powerfu l  kingdom  of 

Dahomey and ,  more  recen tly,  a s  one  of Africa s  l a rgest 

cotton  producers.

Ben in  i s  heavi ly dependen t upon  trade  wi th  i ts  

ne ighbour N igeria ,  leaving i t vu lnerab le  to  th a t coun trys  

econom ic vo la ti l i ty.  And ,  a l though  Ben in  h as  priva tized  

some  of i ts  n a tiona l  in dustry and  encouraged  foreign  

d i rect in vestmen t,  i t  h as  recen tly been  ranked  among 

the  poorest coun tries  in  the  world  in  the  U n i ted  N a tions  

H uman  Developmen t I ndex.

The agricultural  backbone

Cotton  i s  the  on ly ca sh  crop  ava i lab le  to  sm a l l -sca le  

fa rmers,  m aking up  40%  of the  coun trys  GDP  and  over 

80%  of export revenues.  A consequence  i s  th a t the  

coun trys  ferti le  l and  h as  su ffered  environmenta l  

degrada tion  a s  a  resu l t of the  emphasis  on  production  

of cotton  for the  export m arket and  because  90%  of a l l  

pesticides  a re  u sed  on  cotton .  H eavy u se  of 

agrochem ica ls  h as  prompted  widespread  concern  abou t 

the  susta inab i l i ty of the  industry;  th is  was  pa rticu la rly so  

between  1 999  and  2000  fo l lowing re in troduction  of 

the  pesticide  endosu l fan ,  re la ted  to  the  banned  DDT,  

wh ich  led  to  m any fa rmers  dea th s.

The  d amage  to  both  human  hea l th  and  the  

envi ronment h as  prompted  the  widespread  in troduction  

of organ ic fa rm ing methods.  O rgan ic fa rm ing h as  a lmost 

doubled  s ince  2003 .  O rgan iza tions,  su ch  a s  the  

Pesticide  Action  N etwork based  in  the  U K,  together wi th  

loca l  pa rtner OBEPAB  (Organ isa tion  Ben inoise  pou r l a  

Promotion  de  l Agricu l tu re  B io logique) ,  h ave  tra ined  

loca l  fa rmerspa rticu la rly womenin  in tegra ted  pest 

m anagement (I PM )  and  organ ic cotton  fa rm ing th rough  

Fa rmer Fie ld  Schools .  I PM  measu res  a imed  a t reducing 

chem ica l  pesticide  u se  to  a  m in imum  in clude  improving 

so i l  ferti l i ty,  recogn izing d isease,  and  encouraging 

n a tu ra l  enem ies.

Ben in s  export m a rket h as  expanded  to  in clude  other 

agricu l tu ra l  p roducts.  The  production  of shea  nu t bu tter,  

though  more  popu la r in  Ghana ,  i s  an  activi ty now 

strongly a ssocia ted  wi th  women  and  reported  to  be,  a t 

times,  a  more  importan t sou rce  of in come th an  cotton .  

Shea  nu ts  a re  a  stap le  in  the  loca l  d iet and  thei r 

in creasing u se  in  the  lu cra tive  cosmetics  industry i s  

promoting in terest in  the  export va lue  of shea  bu tter.  

H owever,  the  process  of m aking shea  bu tter i s  l aborious  

and  in  some seasons  m ay be  unprofi tab le .

S ince  the  m id -1 980s Ben in  has  increased  production  of 

yams,  cassava ,  m a ize,  peanuts,  and  pu lses  to  ach ieve  

food  security.  Rice  production ,  particu la rly of upland  

varieties  grown  on  d ry land ,  has  been  boosted  by the  

in troduction  of N ERICA varieties  by the  Africa  Rice  Center 

(WARDA) .  The  new varieties  combine  the  hard iness  of 

ind igenous  rice  with  the  h igh  yield ing characteristics  of 

Asian  varieties,  and  they a re  sa id  to  produce 50% more  

yield  than  loca l  va rieties  without ferti l izer use  and  up  to  

200  more  with  ferti l izer appl ica tion .

Although  pa lm  o i l  was  a  ma jor cash  crop  in  Ben in  du ring 

the  1 980s,  i ts  cu ltiva tion  was  margina l ized  by the  

popu la ri ty of cotton .  Bu t now,  fo l lowing the  boom ing 

in terest in  b iofuels,  pa lm  o i l  production  is  increasing

wh ich  has  caused  some con troversy.  The  World  

Ra in forest Movement has  reported  the  a l loca tion  of 

between  300  000  and  400  000  hecta res  of l and  for 

pa lm  o i l  production  in  hum id  sou thern  Ben in  wh ich ,  

despite  consti tu ting on ly 1 0%  of na tiona l  terri tory,  
Over ha lf of Beninese are subsistence farmers
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i s  home to  50%  of the  countrys  popu la tion .  I t says  tha t 

such  a  pol icy wi l l  promote  the  cu ltiva tion  of pa lm  o i l  for 

b iofuel  production  on  prime agricu ltu ra l  land  and  lead  to  

competi tion  with  food  crops.

Rich  pickings

Over ha l f of Ben in s  forest a reas  have  been  clea red  or 

lost to  bush  fi res.  Of the  forests  tha t rema in ,  m ahogany,  

i roko,  teak,  samba ,  and  other tropica l  h a rdwoods a re  

u sed  to  make  fu rn i tu re  and  gifts  for the  tou rist trade.   

O ff-shore  o i l  reserves  d iscovered  in  the  1 960s  have  

been  la rgely explo ited  and  imports  now fa r exceed  

exports.  O ther na tu ra l  resources  include  marble  and  

l imestone,  together with  sma l l  deposi ts  of gold ,  bu t 

the  m inera l  industry makes  up  a  sma l l  component of the  

countrys  GDP,  mostly due  to  undeveloped  in frastructu re.

Th is  lack of in frastructu re  and  investment means  tha t,  

despite  la rge  reserves  of na tu ra l  resources  and  a  h istoric 

and  th riving cotton  industry,  Ben in  has  been  unable  to  

rea l ize  i ts  econom ic poten tia l .  On ly s lowly a re  food  

processing,  sh rimp,  and  deep-sea  fish ing developing as  

the  priva te  sector takes  advan tage  of a  new pol icy 

in troduced  by the  government in  2001  to  encourage  

investment.  On ly time  wi l l  te l l  whether th is  kind  of 

investment can  l i ft one  of the  world s  poorest,  yet 

resource-rich ,  countries  in  the  world  ou t of poverty.

Source:  New Agriculturist,  www.new-ag.info/country/prole.
php?a=389

1  Using a  negative  externa l i ties  of production  d iagram ,  

expla in  why the  production  of cotton  may be  a  

m arket fa i lu re  in  Ben in .  U se  the  term  susta inabi l i ty  

in  your written  explana tion .

2  Research  the  exten t to  wh ich  shea  bu tter has  

become an  in terna tiona l ly traded  commod ity.  What 

a re  the  advan tages  and  d isadvan tages  of producing 

th is  product for export?

3  Using a  PPC d iagram ,  expla in  the  re-a l loca tion  of 

resources  involved  in  producing pa lm  o i l  ra ther than  

food  crops.  What are the possible consequences of th is?

4 How do  you  th ink a  l ack of in frastructu re  prevents  

Ben in  from  ach ieving i ts  econom ic poten tia l?

There  has  been a long-run downward trend in commodity prices  for 

many years  caused by a  number of factors.

 There  have  been substantial increases  in  the  supply of 

commodities,  mostly caused by improvements  in  technology.  

For example,  there  have  been huge  improvements  in 

agricultural yields  over the  last 1 00  years,  caused by better 

fertilizers,  high degrees  of mechanisation,  and scientific  research 

into  plant disease.  Technology has  also  allowed for the  discovery 

of more  minerals  and also  for more  efficient mineral extraction.

 The discovery of synthetic replacements  for natural commodities,  

such as  synthetic rubber,  man-made fabrics,  and plastics  replacing 

metals,  has  contributed to  the  slow increase  in demand for the  

natural commodities  concerned.

 As developed countries  have  become richer and incomes have  

risen,  the  demand for commodities  has  not greatly changed,  

because  their demand is  income inelastic.  At the  same time,  as  

incomes rise,  the  demand for manufactured goods and services  

has  increased.  Demand for such goods tends  to  be  more  income 

elastic.  This  means that the  demand for commodities  has  not risen 

as  much as  the  demand for other products.

Student workpoint 26.5
Be an  inquirer

Crea te  a  tab le  to  l i st five  coun tries  th a t a re  dependen t on  a  few  

(non -o i l )  commod ities  for a  l a rge  proportion  of thei r export revenues,  

the  commod ities  they produce,  and  the  sh a re  of export revenues  

ea rned  from  each  of the  commod ities.
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 Agricultural policies  in  developed countries  have  had a 

damaging effect on world agricultural markets.  Price  support 

schemes  in  the  EU and the  US ,  for  example,  have  led to  

relatively high prices  there  and over-production by domestic 

producers.  These  subsidies  have  also  led to  over-production.  

The  over-production is  then sold on the  world markets,  pushing 

down agricultural prices.  For these  reasons,  developing 

countries  often accuse  the  developed economies  of dumping  

agricultural products  on the  world market and so  ruining their 

own agricultural industries.

 With huge  leaps  in technology over the  last 50  years,  many 

products  have  become smaller.  For example,  computers  that once  

took up  a  whole  room are  now replaced by laptop  computers  of 

the  same power;  large  tape  recorders,  the  size  of a  suitcase,  are  

now replaced by MP3  players  the  size  of a  cigarette  lighter;  and 

televisions,  which were  once  housed in large  cabinets,  are  now 

replaced by flat screens  that require  no  such housing.  This  

miniaturisation of many products  and the  improvement in 

plastics  technology has  led to  a  fall in the  demand for the  

commodities  that were  traditionally used to  make  and package  

these  products.

The effect of the  above  factors  on the  average  price  of commodities  

over time is  shown in Figure  26.3 .

We would not want to  imply that there  has  been a  fall in demand 

for commodities.  However,  the  combination of low income elasticity 

of demand,  the  increased use  of synthetic substitutes,  and 

miniaturisation have  led to  relatively small increases  in demand,  

shown as  a  in Figure  26 .3 .  Improvements  in technology along with 

the  agricultural policies  in more  developed countries  have  resulted 

in large  increases  in supply,  shown as  b  in Figure  26 .3 .  The  result is  

that average  commodity prices  have  fallen.  This  is  highlighted in 

Figure  26 .4.

Given that the  TOT index is  based on a weighted average  of export 

prices,  those  countries  that are  dependent on commodities  will see  a  

fall in the  index of their export prices  and deterioration in their terms 

of trade.

The deterioration in their TOT results  in depreciating current account 

deficits.  This  is  because  the  demand for commodities  tends  to  be  

inelastic.  For example,  although the  demand for copper from Zambia 

is  likely to  be  elastic as  there  are  alternative  sources  of copper,  

demand for copper as  a  whole  is  inelastic as  it is  a  necessary mineral 

in production with few substitutes.  This  can be  said about most 

commodities.  If you refer back to  the  revenue box diagram you drew 

in workpoint 26.2 ,  you will see  that the  fall in average  export prices  

when demand is  inelastic results  in a  fall in export revenues.

We should also  look at the  effect on imports.  With falling export 

prices,  the  price  of imports  has  risen relative  to  the  price  of exports.  

The goods  that developing countries  need to  import are  necessities  

such as  raw materials,  components,  and other capital goods.  Because  

these  are  not available  domestically and are  required for economic 

Figure 26.3  Fal l ing world  commodity 
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growth,  demand for them is  inelastic.  If you look back to  the  revenue 

box diagram you drew in workpoint 26.3 ,  you will see  that a  rise  in 

import prices  when demand for import is  inelastic results  in an 

increase  in import expenditure.

The deterioration in the  TOT for developing countries  that depend on 

commodities  has  several harmful consequences.

 Developing countries  have  to  sell more  and more  exports  in order 

to  buy the  same amount of imports.  This  is  harmful enough,  but 

in order to  do  this  the  developing countries  then increase  supply 

and this  tends  to  push commodity prices  down even more.  We 

have  a  vicious circle.

 Many developing countries  have  high levels  of indebtedness.  

Falling export prices  and thus  export revenue  make  it harder to  

service  their debt.  Indeed,  in extreme cases,  this  leads  to  countries  

having to  increase  their borrowing and increasing their levels  of 

indebtedness.  This  vicious  circle  links  to  the  previous  one.  In 

order to  pay back their debts,  many countries  have  to  increase  

their output of the  commodities  in which they have  a  

comparative  advantage.  This  increases  the  supply and drives  the  

prices  down.

 In order to  increase  the  supply of commodities  and gain more  

export revenue,  some developing countries  have  overused their 

resources,  resulting in negative  externalities  such as  land 

degradation,  desertification,  soil erosion,  and massive  

deforestation.  This  is  clearly not sustainable  in the  long run.

While  there  is  no  doubt that the  long-run trend in commodity prices  

has been downward over the  last 50  years,  there  has been a short-run 

upward movement in the  last few years,  shown in Table  26.4.

Year
All  primary 
commodities, 
weighted average (1 )

Petroleum (2) Non-fuel  (3) Edibles (4)
Agricultural raw 
materials (5)

Metals (6)
Industrial  
inputs (7)

2000 63.3 52.9 79.6 81 .5 98.6 62.7 77.7

2001 58.3 45.6 75.8 79.0 95.2 56.3 72.6

2002 58.3 46.8 77.3 83.2 95.0 54.3 71 .4

2003 65.0 54.2 81 .8 88.3 95.6 60.7 75.3

2004 80.5 70.8 94.3 99.4 99.5 81 .7 89.2

2005  1 00.0  1 00.0  1 00.0  1 00.0  1 00.0  1 00.0  1 00.0

2006  1 20.7  1 20.5  1 23.2  11 0.3  1 08.8  1 56.2  1 36.3

2007  1 35.0  1 33.3  1 40.6  1 26.9  11 4.2  1 83 .3  1 54.3

2008  1 72.1  1 81 .9  1 51 .0  1 56.5  11 3 .3  1 68.7  1 45.5

2009  11 8.8  11 5.8  1 22.7  1 36.0  94.1  1 20.4  1 09.4

201 0*  1 41 .7  1 44.4  1 39.9  1 43 .0  1 1 5.1  1 52.3  1 36.7

* Quarter 1  gures only 
Source:  International  Monetary Fund

Table 26.4 Real  primary commodity prices,  20001 0
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From 1 995  to  2001 ,  there  had been a fall in the  index of all the  

primary commodities  indices  itemized in Table  26.4,  with the  

exception of petroleum.

From 2002  to  2008,  there  was  a  significant increase  in the  index 

of all  primary commodities  ( column 1 ) .  B reaking the  index into  

different categories  of commodities,  we  see  that this  was  the  case  

for all categories,  with the  exception of agricultural raw materials,  

metals,  and petroleum,  which peaked in 2007  and fell in 2008.  

There  were  two  main reasons  for this  rise  in commodity prices.  

First,  China j oining the  WTO  at the  end of 2001  and the  expansion 

of the  Indian economy led to  a  massive  increase  in demand for 

commodities  of all sorts.  Second,  the  increased demand for 

alternative  fuels  ( bio- fuels)  led to  large  increases  in demand for 

many agricultural products.

The  global economic crisis,  sparked by the  sub-prime mortgage  crisis  

in the  USA,  began to  take  effect in 2008  and this  can be  seen by the  

subsequent fall in the  indices  for all of the  commodity categories  in 

2009.  However,  by the  first quarter of 201 0,  prices  were  once  again 

on the  up.

Whatever the  reasons,  the  increased commodity prices  may give  

some short- term help  to  commodity-exporting developing countries,  

although whether the  commodity price  increases  will be  sustained in 

the  long run is  uncertain.  Many economists  are  predicting a  second 

global economic crisis,  suggesting 201 3  as  the  most likely date.  

(Depending upon the  date  that you bought this  book,  you may know 

whether this  prediction was  true! )

The  data also  illustrates  another problem for commodity-exporting 

developing countries.  Commodity prices  tend to  be  quite  volatile.  

As  a  result,  such countries  are  quite  vulnerable  to  circumstances  

beyond their control.  The  fact that export revenues  can fluctuate  

significantly can make  it difficult for governments  to  plan effectively 

for the  future.

At the outset,  we emphasized that not all developing countries are the  

same,  and we have focused on the problem facing countries that 

depend on commodities.  If we look back at Table 26.2 ,  we can also  

make a link between deteriorating TOT and another group of 

developing countriesthe countries that are classified as manufactures-

exporting LDCs,  such as Bangladesh and Nepal.  Both of these countries  

depend heavily for their export revenues on the export of low-skill 

produced textiles,  the prices of which are also dropping.  Thus these  

countries also experience deteriorating terms of trade.

If we  turn to  one  more  group of developing countriesthe oil 

exporterswe may assume that they have  benefited from rising 

petroleum prices.  Given the  fact that demand for oil and petroleum is  

inelastic,  we  can conclude  that their export revenues will have  

increased.  Whether or not this  has  been translated into  economic 

development is  quite  a  different issue.
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Be a critical  thinker
If you are writing about developing countries,  you need to  show critical 

awareness by noting that you are aware of the differences that exist 

among them.  It would be an error to  discuss all  developing countries as  

though they were a group of countries that shared identical 

characteristics.  This should become clearer in the following chapters.

END OF CHAPTER REVIEW QUESTIONS

1  Distinguish  between  the ba lance of trade and  the terms of trade.

2 Explain  how ination  is  l ikely to affect a  countrys terms of trade in  the 

short run  and  in  the long run .

3 Using a  d iagram, expla in  how a  deterioration  in  a  countrys terms of trade 

wi l l  a ffect i ts trade balance i f the demand  for i ts  exports and  imports is  

inelastic.

4 Discuss the signicance for developing countries of a  deterioration  in  their 

terms of trade.
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The national income statistics  discussed in Chapter 1 3  provide  

immensely important information about a  countrys  economic 

activity.  They form the  basis  for assessing a  countrys  economic 

growth.  Economic growth is  very much a one-dimensional concept.  

It is,  quite  simply,  an increase  in the  real output of an economy over 

time.  Traditional economic theory has  tended to  make the  assumption 

that increased output of an economy,  along with the  pattern of 

industrialization that accompanies  economic growth,  is  equivalent to  

economic development.  This  is  no  longer a reasonable  or correct 

assumption and the  last decades  have seen the  evolution of a  new 

branch of economicsdevelopment economics.  At the  core  of this  

study is  the  fact that economic growth is  not equivalent to  economic 

development.  Economic development is  a  far more  complex and 

multidimensional concept.

What is meant by economic development?
In Chapter 1  you  were  given a  very basic definition of development 

as  an improvement in  welfare.  We  now expand on this  notion,  but 

must keep  in  mind the  very subj ective  nature  of the  concept and 

be  aware  that there  is  a  wide  range  of possible  explanations.

Development economist Amartya Sen ( see  the  biography box)  makes 

a  powerful link between development and freedom.

This  brief quotation demonstrates  the  multidimensional nature   

o f  development.  D evelopment is  about increasing  people s  

freedoms.  It  is  about reducing  poverty  so  that  people  can be  

adequately  fed  and sheltered.  It  is  about the  public  provision of 

education,  health  care ,  and the  maintenance  of  law and order.  It 

is  about the  guarantee  of  civil  liberties  and the  opportunity  for 

civic  participation.

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 d istingu ish  between  econom ic growth  and  econom ic development

 exp la in  the  re la tionsh ip  between  econom ic growth  and  econom ic 

developmen t

 exp la in  and  give  examples  of common  cha racteristics  of developing 

coun tries

 exp la in  and  give  examples  of the  d iversi ty th a t exists  between  

developing coun tries

 ou tl ine  the  cu rren t sta tus  of the  M i l lenn ium  Developmen t Goa ls .

Development can be seen,  it is argued 

here,  as a process of expanding the real 

freedoms that people enjoy.  Focusing 

on human freedoms contrasts with 

narrower views of development,  such 

as identifying development with the 

growth of gross national product,  or 

with the rise in personal incomes,  

or with industrialization,  or with 

technological advance,  or with  

social modernization.

Development requires the removal of 

major sources of unfreedom: poverty 

as well as tyranny,  poor economic 

opportunities as well as systematic social 

deprivation,  neglect of public facilities 

as well as intolerance or overactivity of 

oppressive states.  Despite unprecedented 

increases in overall opulence,  the 

contemporary world denies elementary 

freedoms to vast numbersperhaps 

even the majority of people.

Sometimes the lack of substantive 

freedom relates directly to economic 

poverty,  which robs people of the 

freedom to satisfy hunger,  or to 

achieve sufficient nutrition,  or to 

obtain remedies for basic illnesses,  

or the opportunity to be adequately 

clothed or sheltered,  or to enjoy clean 

water or sanitary facilities.  In other 

cases,  the unfreedom links closely 

to the lack of public facilities and 

social care,  such as the absence of 

epidemiological programmes,  or of 

organized arrangements for health care 

or education facilities,  or of effective 

institutions for the maintenance of local 

peace and order.  In still other cases,  

the violation of freedom results from 

a denial of political and civil liberties 

by authoritarian regimes and from 

imposed restrictions of the freedom to 

participate in the social,  political,  and 

economic life of the community.

Source: Amartya Sen. 1 999. Development 
as Freedom .  Oxford University Press.  
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DID  YOU  KNOW?

What is  the UNDP?

The  U n ited  N a tions  Development Programme (UNDP)  is  an  

organ iza tion  advocating for change  and  connecting coun tries  to  

knowledge,  experience,  and  resou rces  to  help  people  bu i ld  a  better l i fe.  

The  U NDP opera tes  in  1 66  coun tries,  working wi th  them  to  develop  

thei r own  so lu tions  to  the  cha l lenge  of development.  An  importan t pa rt 

of th is  effort in vo lves  the  development of loca l  capaci ty.  Capaci ty i s  

defined  by the  U NDP a s  the  ab i l i ty of ind ividua ls,  organ iza tions,  and  

societies  to  perform  functions,  so lve  problems,  and  set and  ach ieve  

goa ls.  The  u l tim a te  goa l  i s  the  reduction  of poverty,  the  enhancement of 

se l f-re l iance,  and  the  improvement of peoples  l ives.

Source:  www.undp.org.

Student workpoint 27.1
Be knowledgeable

To  supp lemen t th e  b rief 

d escrip tion  o f Am a rtya  Sen ,  

p repa re  a n  a n nota ted  tim e  

l i n e  o f h i s  l i fe ,  m akin g n otes  

on  th e  key s tages  i n  h i s  l i fe  

a long wi th  h i s  m a jor 

a ch ievemen ts  a n d  con tribu tion s .  

See  h i s  a u tob iography wri tten  

fo r th e  N obel  Pri ze  o rgan iza tion  

a s  a  s ta rtin g po in t (h ttp ://

nobe lpri ze .org) .

Amartya  Sen  (1 933present)

Amartya  Sen  was  born  in  West Benga l ,  I nd ia .  At the  age  

of 9 ,  he  h ad  h is  fi rst encoun ter with  su ffering,  m eeting 

victim s  of the  Benga l  fam ine  in  wh ich  th ree  m i l l ion  

people  d ied .  La ter,  h is  work on  fam ine  resea rch  led  to  

the  publ ica tion  of Poverty and Fam ines: A n  Essay on  

En titlemen t and Deprivation ,  a dd ressing the  inequa l i ties  

in  a ccess  to  food .

Wh i le  a t seconda ry school ,  Sen  was  uncerta in  a s  

to  wha t a cadem ic d iscip l ine  he  shou ld  study.  I n  h is  

own  words,  I  seriously fl i rted ,  in  tu rn ,  wi th  Sanskri t,  

m a thematics,  a nd  physics,  before  settl ing for the  

eccen tric cha rms  of econom ics.

At the  age  of 1 8 ,  Sen  left I nd ia  to  study econom ics  a t 

Trin i ty Col lege,  Cambridge,  where  he  ea rned  both  h is  

Bachelor of Arts  and  then  h is  doctora te.  H e  h a s  held  

severa l  teach ing posi tion s,  in clud ing a t the  U n iversi ty of 

Ca lcu tta ,  J adavpur U n iversi ty,  Delh i ,  Oxford  U n iversi ty,  

London  School  o f Econom ics,  H a rva rd ,  and  Cambridge.

While  working at Harvard ,  he  

teamed  up with  an  old  friend  

Mahbub u l  Haq,  a  reputed  

Pakistan i  economist.  Together,  

they contributed  to  the  

establishment of the Human  

Development Index and  the Human  

Development Report,  published  annua lly by the United  

Nations Development Programme (UNDP).  Such  

developments have a l lowed  economic development to  be  

evaluated  on  a  range of measures,  rather than  on  the  

classica l  macroeconomic ind icators such  as GNP or GDP.

H aving publ ished  an  impressive  number of books  and  

publ ica tions,  Sen  h a s  a lso  received  a  number of 

awa rds,  in clud ing the  Nobel  Prize  for Econom ics  in  

1 998  for h is  con tribu tion  to  wel fa re  econom ics.  H e  h as  

h ad  a  powerfu l  in fluence  on  the  study of development 

econom ics  a s  wel l  a s  on  in terna tiona l  in sti tu tions  and  

n a tiona l  governments.

Theory of Knowledge

Three core values

Another econom ist,  M ichael  Toda ro,  developed  the  work 

of Den is  Gou let to  presen t h is  view of the  essen tia l  

fea tu res  of development.

At th e  ou tset i s  h i s  observa tion  o f deve lopmen t a s  

th e  su sta in ed  e leva tion  o f a n  en ti re  socia l  system  

towa rd  a  better  o r m ore  h um ane  l i fe.  Th e  u se  o f 

th e  word s  better  a nd  more  h um ane  a re  rem inders  

o f th e  sub jective  n a tu re  o f th e  d i scu ss ion .  H owever,  h e  

i d en ti fies  th ree  core  va lu es  o r fu ndamen ta l  h um an  

n eeds .  I f l i fe  i s  to  be  m ade  better  th en  th ere  m u st 

be  p rogress  i n  m eetin g  th ese  th ree  core  va lues .

1   Sustenance:  The  ab i l i ty to  meet basic l i fe-susta in ing 

needs  for food ,  shel ter,  h ea l th ,  a nd  protection .

2   Self-esteem :  The  ab i l i ty of people  and  commun ities  

to  develop  a  sense  of se l f worth ,  iden ti ty,  d ign i ty,  

and  respect.

3   Freedom  from  servitude  and the  ab ility to  choose:  

Th is  in vo lves  expand ing the  range  of cho ices  for 

peop le  and  societies  and  gran ting them  freedom  

from  oppression  from  externa l  factors.

Does  the  sub jective  n a tu re  of the  top ic m ake  i t 

impossib le  to  a ccept th a t these  a re  un iversa l  tru ths?
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Sources of economic growth
These  may be  identified under four simple  headings:

1  Natural  factors
  Anything that will increase  the  quantity and/or quality of a  factor 

of production should lead to  an increase  in potential growth.  

Increasing the  quantity of land available  is  not really very easy,  

although countries  like  Holland and S ingapore  have  done so  by 

means of land reclamation.  However,  this  will only have  a  very 

small effect upon total land area and thus production capability,  

unless  the  land area is  very small to  start with,  as  is  the  case  

with S ingapore.  Using landfill methods  S ingapore  has  increased its  

land area from 581 .5  square  kilometres  in 1 965 ,  when it gained 

independence,  to  697.2  square  kilometres  at the  present time,  an 

increase  in land area of almost 20% .  However,  if its  neighbour,  

Malaysia,  was  to  gain the  same increase  through landfill,  1 1 5 .7  

square  kilometres  to  add to  its  existing 329  847  square  kilometres,  

this  would represent an increase  of 0 .03%  of land area!

  Thus,  most countries  will attempt to  improve  the  quality of their 

natural factors,  rather than the  quantity.  The  quality of land 

may be  improved by fertilization,  better planning of land usage,  

improved agricultural methods,  and building upwards,  as  opposed 

to  outwards,  as  is  the  case  in places  like  Hong Kong.

2 Human capital  factors
  The  quantity of human capital may be  increased either by 

encouraging population growth or by increasing immigration 

levels.  However,  the  majority of developing countries  would not 

be  keen to  increase  population size  and,  even if they were  ( like  

S ingapore) ,  the  process  is  very long term.

  Thus,  most emphasis  is  put on improving the  quality of the  

human capital.  The  main methods  of doing this  would be  

improved health care,  improved education for children,  vocational 

training,  and re-training for the  unemployed.  In addition,  the  

provision of fresh water and sanitation can very much improve  

the  health and thus the  quality of human capital.  

3 Physical  capital  and technological  factors
  Economic growth may be  achieved by improving the  quantity 

and/or quality of physical capital.  Physical capital includes  such 

things as  factory buildings,  machinery,  shops,  offices,  and motor 

vehicles.  [Social capital is  items such as  schools,  roads,  hospitals,  

and houses. ]  Obviously,  the  quantity of physical capital is  

affected by the  level of saving,  domestic investment,  government 

involvement,  and foreign investment.  The  quality of physical 

capital is  improved by higher education,  research and 

development,  and access  to  foreign technology and expertise .

 We  identify two concepts  here:

  Capital widening:  This  exists  when extra capital is  used with 

an increased amount of labour,  but the  ratio  of capital per 

worker does  not change.  In this  case,  total production will 
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rise,  but productivity (output per worker)  is  likely to  

remain unchanged.

  Capital deepening: This  exists  when there  is  an increase  in the  

amount of capital for each worker.  This  often means that there  

have  been improvements  in technology.  Capital deepening will 

usually lead to  improvements  in labour productivity as  well as  

increases  in total production.

  Physical capital enabling extraction,  or improved extraction,  

of primary products,  such as  oil drilling or improved mining 

techniques,  may be  very important in terms of economic growth 

since  they will,  in effect,  increase  the  quantity of a  factor of 

production.

4 Institutional factors
  A prerequisite  for meaningful economic growth is  the  existence  

of certain institutional factors.  These are  factors  such as  an adequate  

banking system,  a structured legal system,  a good education system,  

reasonable  infrastructure,  political stability,  and good international 

relationships.  Some of these factors  are  also  sources of economic 

development,  as  we will see  later in the  section.

Does economic growth lead to economic 
development?
Bearing in mind that consequences  may be  positive  or negative,  we  

should consider what might be  the  outcome of higher levels  of 

economic growth in terms of economic development.  Is  economic 

growth guaranteed to  lead to  economic development?

1  Higher incomes
  Higher levels  of economic growth lead to  higher GDP per head 

of the  population and this  should,  to  some extent,  improve  the  

standard of living of the  population.  Of course,  the  end effect will 

depend upon how fairly the  income is  distributed.  There  is  no  

doubt that the  higher GDP will benefit many,  in terms of higher 

incomes,  and so  better living standards.  However,  it is  possible  

that there  will be  a  significant group that will see  little  or no  

improvement.

2 Improved economic indicators of welfare
  Historically,  it is  clear that economic growth has  led to  higher 

averages  in terms of economic indicators  of welfare,  such as  

average  life  expectancy,  average  years  of schooling and literacy 

rates.  However,  this  will once  again not necessarily be  the  case  

for all sections  of the  population.  We can illustrate  this  point by 

looking at selected countries  in terms of their HDI values  from 

1 990  up  to  2007.  Figures  are  shown in Table  27.1 .

  As  we  can see,  in  all of the  cases  in Table  27 .1  there  has  been an 

improvement in  the  HDI value  that corresponds  with positive  

economic growth over the  period.  Although there  are  obviously 

other factors  that contribute  to  an improvement in the  HDI 

value,  apart from GDP per capita,  it  is  fair to  suggest that there  
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appears  to  be  evidence  to  show that one  consequence  of 

economic growth may be  an improvement in welfare,  measured 

by the  HDI.

Country 
(HDI rank 2007)

GDP per capita 
Annual  growth rate % 

(1 9902007)

HDI  value 
1 990

HDI value 
2007

HDI 
change 
(%)

Norway (1 ) 2.8 0.924 0.971 5.1

Singapore (23) 3 .8 0.851 0.944 1 0.9

Mexico (53) 1 .6 0.782 0.854 9.2

Thailand  (87) 2.9 0.706 0.783 1 0.9

El  Salvador (1 06) 1 .8 0.660 0.747 1 3 .2

India  (1 34) 4.5 0.489 0.61 2 25.2

Mauri tania  (1 54) 0.6    0.495* 0.520 5.1

Mozambique (1 72) 4.2 0.273 0.402 47.3

Source:  Human  Development Report 2009  

* 2000 value

Table 27.1  Economic growth  and  HDI  change value (1 9902007)

Student workpoint 27.2
I f we  consider Tab le  27.1 ,  the  same  figu res  for Venezuela ,  Pa raguay,  a nd  

the  Cen tra l  African  Republ ic a re:

Country 
(HDI rank 2007)

GDP per capita 
Annual  growth  

rate % 
(1 9902007)

HDI  value 
1 990

HDI value 
2007

HDI change 
(%)

Venezuela  (58) 0.2 0.790 0.844 6.8

Paraguay (1 01 ) 0.3 0.711 0.761 7.0

Centra l  African  
Republ ic (1 79)

0.8 0.362 0.369 1 .9

What possib le  reasons  m ay there  be  to  exp la in  the  fact th a t a l though  

the  GDP per cap i ta  annua l  growth  ra tes  were  nega tive  over the  period ,  

the  HD I  va lue  sti l l  i n creased?

3 Higher government revenues
  Even if the  tax collection system is  not very efficient,  which is  the  

case  in many developing countries,  increased GDP should see  

increased government revenues from taxation.  If this  is  the  case  

then the  government will be  in a  better situation when it comes to  

the  provision of essential services  such as  education,  health care,  

and infrastructure.

4 Creation of inequality
  Many economists  argue  that economic growth,  especially growth 

achieved through market-based initiatives,  leads  to  increases  in 

GDP,  but also  increases  inequality.  Put simply,  the  rich get richer 

and the  poor get poorer.  Even if the  poor get a  little  more  money 



27    Economic development

335

4
 D

e
ve

lo
p
m
e
n
t E

co
n
o
m
ics

the  gap  between the  rich and the  poor is  said to  grow,  since  the  

rich get the  majority of the  gains.  Over time,  this  may be  

accentuated and,  in developing countries,  the  idea of a   trickle-

down effect ,  where  the  rich spend more  and some of this  goes  to  

the  poor,  does  not seem to  work.

5 Negative externalities and  lack of sustainability

  In developed and developing countries,  the  quest for economic 

growth,  and economic growth itself,  often leads to  pollution,  a  

negative  externality.  As  incomes rise  more people  drive  cars,  enjoy 

plane travel and buy goods that are  imported across  long distances.  

This  behaviour creates  negative  externalities  of consumption and 

production where  the  market prices of goods and services do  not 

reflect the  full costs  to  society and to  the  environment.  Moreover,  

we can link problems of deforestation,  soil degradation,  and 

reduction in bio-diversity to  economic growth.

  As economies grow,  so  does the demand for energy.  Factories,  power 

plants,  and households all consume energy and to  meet this demand 

there have been huge increases in the burning of fossil fuels such as  

coal,  oil,  and natural gas.  Along with rising pollution levels,  the  

burning of fossil fuels results in huge emissions of carbon dioxide,  

the largest source of greenhouse gas,  and global warming.  Although 

different models produce different results,  the conclusion of the  

2001  Intergovernmental Panel on C limate Change was that the  

mean global temperature could increase by 1 .4 to  5 .8  degrees Celsius  

by 21 00.  Undoubtedly,  such warming may bring about some positive  

changes,  but the warning signs of the negative consequences are  

frightening.  Forests,  coral reefs,  and other ecological systems will be  

damaged as a result of their inability to adjust to changing 

temperature and precipitation patterns.  The effects on humans will 

be most severely felt in the developing countries.

  Access  to  safe  water will become even more  precarious.  

Even now more  than one  billion people  do  not have  access  to  

safe  water.

  Tropical diseases  may spread further north.  

  Droughts  will become more  frequent and intense  in Asia and 

Africa,  and flooding will likely become a bigger problem in 

temperate  and humid regions.  

  Food production in the  tropics  and sub-tropics  is  likely to  

suffer.  Food production could become easier in middle  and 

high latitudes  but there  is  no  guarantee  that this  will lessen the  

risk to  food security.

  Millions  of people  will be  affected by rising sea levels.  This  

includes coastal areas  along with low-lying islands in the  

Caribbean Sea and Pacific Ocean.

The economist,  Herman Daly,  talks  about uneconomic growth  and 

has  defined it as  occurring when increases  in production come at an 

expense  in resources  and well-being that is  worth more  than the  

items made .  We can conclude  that economic growth based on 

current consumption patterns  is  clearly not sustainable  and is,  in 
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reality,  uneconomic growth.  In effect we  are  speaking about a  kind of 

inter-generational inequity,  or unfairness.  Current generations are  

using up  non-renewable  resources  and creating negative  externalities  

of production and consumption that are  likely to  compromise  the  

living standards  of future  generations.

Common characteristics of developing countries
It would be  useful to  know if all developing countries  display the  

same characteristics.  If they do,  then it should be  easy to  classify them 

and easier to  solve  the  problems that they face.  The development 

economist,  Michael P.  Todaro,  produced a list of the common 

characteristics  of developing nations1.  He  said that the  common 

characteristics  could be  classified into seven broad categories:

1  Low standards of living,  characterized by low incomes,  inequality,  poor 

health,  and inadequate education: In developing countries  low 

standards of living tend to  be  experienced by the  majority 

of the  population.  The  main indicators  of these  low living 

standards  

are  high poverty levels  ( i.e.  very low incomes) ,  high levels  

of inequality,  very poor housing,  low standards of health,  

high infant mortality rates,  high levels  of malnutrition,  and 

lack of education.

2 Low levels of productivity (output per person): This  is  common in 

developing countries.  The  main causes  are  the  low 

education standards  within the  countries,  the  low levels  of 

health amongst workers,  lack of investment in physical 

capital,  and lack of access  to  technology.

3  High rates of population  growth and dependency burdens:  Developing 

countries  tend to  have  crude  birth rates  that are  more  than 

double,  on average,  than the  rates  in developed countries.  The  

crude  birth rate  is  the  annual number of live  births  per 1 ,000  of 

the  population.  The  world average  in 2005  was  20.1 5 ,  but in some 

developing countries  it can be  as  high as  50.  For example,  it was  

51 .08  in Niger and 46.09  in Mali in 201 0.  Most developed 

countries  tend to  have  figures  below 1 5  and some are  well below,  

such as  Austria,  with 8 .65 ,  and Japan,  with 7 .41 2.

  High crude  birth rates  in developing countries  tend to  be  

transformed into  high dependency ratios.  The  high crude  birth 

rates  mean that there  are  a  lot of young people,  under the  age  of 

1 5 ,  in developing countries.  Thus,  those  of working age,  usually 

assumed to  be  1 5  to  64,  have  to  support a  much larger proportion 

of children than the  work force  in developed countries.  However,  

interestingly,  developed countries  have  high numbers  of the  

population over the  age  of 64,  who also  need to  be  supported by 

the  work force.  The  dependency ratio  may be  expressed in a  

number of forms.  

  One  is  the  child dependency ratio,  which is  the  percentage  of 

those  who are  non-productive,  under the  age  of 1 5 ,  expressed as  a  

1  Michael  P Todaro, Economic Development, 7th  Edition,  Addison Wesley Longman, 2000
2 Source:  World  Factbook 201 0,  CIA,  US

Student workpoint 27.3
Be a  communicator

Try to  m ake  a  l ink between  

econom ic growth  and  one  of the  

fo l lowing th ree  problems and  

wri te  a  brief report.  Refer to  the  

concept of nega tive  externa l i ties  

in  you r response.  I n clude  

p ictu res  to  support you r po in ts .

 Deforesta tion

 Soi l  degrada tion/

deserti fica tion

 Reduction  in  b io-d iversi ty
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percentage  of those  of working age,  usually 1 5  to  64.  The  equation 

would be:

 Child dependency ratio      
(%  o f population  under  1 5 )

   ______________________   
(%  o f population  1 5  to  64)

  

  Another is  an old age  dependency ratio,  which is  the  percentage  

of those  who are  non-productive,  over the  age  of 65 ,  expressed as  

a  percentage  of those  of working age,  usually 1 5  to  64.  The  

equation would be:

 Old age  dependency ratio      
(%  o f  population  over  6 5 )

  _____________________   
(%  o f population  1 5  to  64)

  

Country (HDI  rank) Child dependency ratio 
(%)

Old age dependency ratio 
(%)

Austra l ia  (2) 28.1 20.7

France (8) 28.4 26.2

UK (21 ) 26.3 25.1

Bol ivia  (11 3) 60.2 8.0

Botswana  (1 25) 52.1 6.1

Burkina  Faso (1 77) 90.0 3 .9

Cambodia  (1 37) 51 .0 5.6

Congo (1 76) 91 .0 5.2

Source:  Human  Development Report 2009,  UNDP

Table 27.2  Examples of dependency ratios in  developed  and  developing countries 

(a l l  figures are for 201 0)

  As  we  can see  in Table  27.2 ,  the  three  developed countries  have  

child dependency ratios  of about 26%  to  28%  and they have  old 

age  dependency ratios  of about 20%  to  26%  (and these  are  

predicted to  continue  to  grow) .  The  developing countries  have  

much higher child dependency ratios,  ranging from about 5 1%  to  

91% ,  and significantly lower old age  dependency ratios,  ranging 

from about 4%  to  6% .

  The  differences  tend to  highlight the  high crude  birth rates  

and the  low life  expectancy levels  in  developing countries  as  

opposed to  developed countries.  They also  highlight the  

different problems  faced in  terms  of dependency ratios.  It  is  

interesting to  note  that a  s ignificant number of developed 

countries  are  considering increasing the  retirement age  in  order 

to  keep  people  working longer and to  thus  reduce  the  old age  

dependency ratio.

4 High and rising levels of unemployment and underemployment:

  Developing countries  tend to  have  relatively high rates  of 

unemployment,  typically between 1 0%  and 20%  of the  labour 

force,  but in a  number of countries  much greater.  Although it is  a  

difficult thing to  measure  accurately in a  developed economy,  let 

alone  a developing economy,  some estimated figures  are  shown 

in Table  27.3 .

  Although the  unemployment figures  in  developing countries  are  

worrying enough,  there  are  three  more  groups  that need to  be  

considered.  Firstly,  there  are  those  who  have  been unemployed 

Country Unemployment rate (%)

Albania 1 2.8

Burkina  Faso 77.0

Colombia 1 2.0

Georgia 1 6.4

Kyrgyzstan 1 8.0

South  Africa 24.0

Source:  The World  Factbook,  CIA,  201 0

Table 27.3  Unemployment rates for 

selected  developing countries
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for so  long that they have  given up  searching for  a  j ob  and 

no  longer appear as  unemployed.  S econdly,  there  are  the  

hidden unemployed,  those  who  work for a  few hours  in 

the  day on a  family farm or in  a  family business  or trade  of 

some  sort,  and so  do  not appear as  unemployed.  Then,  

lastly,  there  are  the  underemployed.  Those  who  would like  

full- time  work,  but are  only able  to  get part- time 

employment,  often on an informal basis .  It  is  when all  of 

these  groups  are  put together that the  full  extent of 

unemployment in  developing countries  can begin to  be  

understood.  Although it  is  impossible  to  be  accurate ,  it 

would be  fair  to  say that in  many developing countries  the  

true  rate  of unemployment is  over 5 0% .  When we  consider 

high birth rates,  as  discussed earlier,  then the  situation is  only 

likely to  worsen.

5 Substantial dependence on  agricultural production  and primary product 

exports: We have  already discussed the  over-dependence  of 

developing countries  on primary product exports  in Chapter 26,  

when we were  considering the  significance  of deteriorating Terms 

of Trade  for developing countries.  

6 Prevalence of imperfect markets and limited information: The trend in 

developing countries,  in the  last twenty years,  has  been towards a  

more  market-oriented approach to  growth.  This  has  sometimes  

been promoted,  or encouraged,  by international bodies  such as  

the  International Monetary Fund and the  World Bank.  However,  

this  is  possibly problematic,  since  whilst market based approaches  

may work well in economies  where  markets  are  efficiently 

functioning,  many developing countries  face  imperfect markets  

and imperfect knowledge.

  Developing countries  lack many of the  necessary factors  that 

enable  markets  to  work efficiently.  They lack a  functioning 

banking system,  which enables  and encourages  savings  and 

then investment.  They lack a developed legal system,  which 

ensures  that business  takes  place  in a  fair and structured manner.  

They lack adequate  infrastructure,  especially in terms of transport 

routes  of all types  which would enable  raw materials,  semi-

finished products,  and final goods  to  move  around the  country 

and out of the  country efficiently and at relatively low costs.  They 

lack accurate  information systems for both producers  and 

consumers,  which often leads  to  imperfect information,  the  

misallocation of resources,  and misinformed purchasing decisions.

7 Dominance,  dependence,  and vulnerability in  international relations: 

In almost all cases,  developing countries  are  dominated by 

developed countries,  because  of the  economic and political power 

of the  developed countries.  In addition,  they are  dependent upon 

them for many things such as  trade,  access  to  technology,  aid,  and 

investment.  It is  not really possible  for economically small,  

developing countries  to  isolate  themselves  from world markets.  

For these  reasons  developing countries  are  vulnerable  on the  

international stage  and are  dominated by,  and often harmed by,  
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the  decisions  of developed countries,  over which they have  no  

control.  Some would argue  that what is  needed is  for the  

developing countries  to  act as  a  bloc,  rather like  a  trade  union,  in 

order to  gain from collective  bargaining .  We will consider this  

strategy in Chapter 31 .

  All of the  above  factors  are  characteristics  of developing economies  

and can also  represent hindrances  to  economic growth and thus,  

possibly,  economic development.

Diversity among developing countries
As useful as  a  list of common characteristics  is,  we  have  to  be  aware  

that no  two developing countries  are  the  same.  Developing countries  

display notable  diversity in a  number of areas:

1  Resource endowment 
  There is  a  tendency to  assume that developing countries  must 

be  poorly endowed with resources,  both physical and human.  

However,  this  is  not necessarily the  case.  Whilst it is  common for 

the  human resources  to  be  undernourished and poorly educated,  

and thus low-skilled (we may refer to  this  as  low levels  of human 

capital) ,  endowment in terms of physical resources  can vary 

immensely between developing countries.  Angola possesses  oil and 

diamonds and yet is  still very much a developing country.  Chad 

had been considered a country that lacked physical resources,  but 

the  discovery of oil and subsequent production since  2003  may 

make a large  difference to  the  country.  Bangladesh,  on the  other 

hand,  is  very poorly endowed with physical resources and 

synthetic products  have now replaced the  one major resource  that 

they did have,  jute.  It should be  remembered,  however,  that a lack 

of physical resources does  not necessarily mean that a country 

cannot be  successful.  Japan is  not well endowed with physical 

resources  and S ingapore  has  almost literally none,  yet both 

countries  have created economic miracles  in the  last 50  years.

2 Historical  background
  A large  proportion of developing countries  were  once  colonies  

of developed countries.  However,  the  extent to  which this  has  

affected these  countries  varies  greatly.  Much depends  upon the  

length of time  that the  countries  were  colonized and whether the  

eventual independence  was  given freely or whether it had to  be  

fought for.  It could be  argued that some countries  gained some 

positive  outcomes  from colonization,  such as  S ingapore  and Hong 

Kong,  and some countries  did not,  such as  Vietnam and Angola.  

  Colonized or not,  there  is  no  doubt that whatever developing 

countries  we  consider,  there  will be  marked historical differences  

that will set the  countries  apart from each other socially,  

politically,  and economically.

3 Geographic and demographic factors
  Developing countries  differ hugely in terms of geographical size  

and also  in terms of population size.  Some developing countries  
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are  truly huge,  such as  China,  B razil,  India,  and the  Democratic 

Republic of the  Congo,  whereas  others  are  very small in terms of 

land mass,  such as  Swaziland,  Jamaica,  and,  especially,  Nauru.

  In terms of population,  it is  a  common mistake  to  assume that all 

developing countries  have  large  populations.  This  is,  in fact,  not 

the  case.  Developing country populations  range  from China 

(approx.  1 ,330  million in 201 0) ,  India (approx.  1 , 1 73  million in 

201 0) ,  and Indonesia (approx.  243  million in 201 0) ,  three  of the  

four most populated countries  in the  world at one  end of the  

spectrum,  down to  East Timor,  Fij i,  and D j ibouti,  who all have  

populations  of less  than one  million people.  

4 Ethnic and religious breakdown
  Developing countries  have  a  wide  range  of ethnic and religious 

diversity.  High levels  of ethnic and religious diversity within a 

country increase  the  chances  of political unrest and internal 

conflict.  We have  seen examples  of this  in Rwanda,  Sri Lanka,  

Ethiopia,  and Angola in the  last 20  years.  Examples  of developing 

countries  that are  more  ethnically and religiously homogeneous 

would be  Egypt,  Morocco,  and Jamaica.  

5 The structure of industry
  It is  widely assumed that all developing countries  depend upon 

the  production and exportation of primary products.  Whilst this  

may be  true  of many,  we  should not forget the  evidence  that was 

presented in Table  26.2 .  Developing countries  such as  Ethiopia 

and Angola may be  typical of many,  in terms of primary product 

export dependence,  but other countries,  such as  Bangladesh and 

Nepal,  are  exporters  of manufactured products  and others,  such as  

Cape  Verde  and the  Maldives,  are  mainly exporters  of services,  in 

the  form of tourism.

6 Per capita income levels
  Although  it  is  o ften  thought  that  all  develop ing  countries  

have  very  low  leve ls  o f  income  per  cap ita,  we  should  be  

aware  that  there  are  marked  differences  in  per  cap ita  income 

from  deve lop ing  country  to  develop ing  country.  Tab le  2 7 . 4 

shows  a  range  o f  deve lop ing  countries  and  the ir  GDP  per 

cap ita  ( PPP  US$ ) .

Country HDI  Rank GDP per capita (PPP US$)

Malaysia 66 1 3  51 8

Mauritius 81 11  296

Thailand 87 8,1 35

Jamaica 1 00 6,079

Yemen 1 40 2,335

Ethiopia 1 71 779

Sierra  Leone 1 80 679

Source:  Human  Development Report 2009,  UNDP

Table 27.4 GDP per capita  (PPP US$)  for selected  developing countries in  2007

DID YOU  KNOW?

 The  coun try N au ru  i s  the  

world s  sma l lest i s land  

n a tion .

 I t  covers  21  km 2.

 I t  i s  the  sm a l lest 

independen t republ ic in  

the  world .

 I t  i s  the  on ly republ ican  

sta te  in  the  world  wi thou t 

an  officia l  cap i ta l .

Be knowledgeable

Now find  ou t more  about 

N auru !

Student workpoint 27.4
Be an  inquirer

Find  ou t wh ich  Eu ropean  

coun tries  held  co lon ies  and  

m ake  a  l i st of the  p laces  tha t 

each  coun try co lon ized .  Better 

yet,  i f possib le ,  get a  world  m ap  

and  co lou r in  the  p laces  th a t 

were  co lon ized  accord ing to  

thei r co lon ia l  powers.
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7 Political  structure
  Developing countries have varying political structures.  These include:  

  democracies,  such as  B razil,  Indonesia,  and Mexico

  monarchies,  such as  B runei and Tonga

  military rule,  such as  Myanmar and Pakistan

  single  party states,  such as  China,  Cuba,  and Syria

  theocracies,  such as  Iran

  transitional political systems,  where  a  country is  in transition,  

often caused by conflict and civil war,  and so  cannot be  

classified,  such as  Haiti and Somalia.

  Within each of these  structures  there  are  of course  many  

sub-structures.  For example,  democracies  may be  presidential 

systems,  semi-presidential systems,  parliamentary republics,  

or  constitutional monarchies.  The  main point is  that,  with 

developing countries  being so  diverse  in their systems of 

government,  it  is  very difficult to  establish one-size- fits-all 

solutions  to  developmental problems.

  In conclusion,  we  can say that,  while  there  are  some common 

characteristics  that are  held by developing countries  to  a  certain 

degree,  there  are  also  several significant differences.  One  must 

be  very cautious in making generalizations  that imply that all 

developing countries  are  the  same.

International  development goals
Despite the differences between developing countries attempts are  

made to set development goals that can be adopted by all of them.  At 

the time of writing,  the best known international development goals are  

the Millennium Development Goals (MDGs) .  These goals were adopted 

by world leaders in 2000,  with the aim of them being achieved by 201 5 .  

Each country has tailored the MDGs to suit specific development needs.

1 2 3 4

5 6 7 8

ERADICATE
EXTREME  POVERTY
AND  HUNGER

ACH IEVE  UN IVERSAL
PRIMARY EDUCATION

PROMOTE  GENDER
EQUALITY AND
EMPOWER WOMEN

REDUCE
CH ILD  MORTALITY

IMPROVE
MATERNAL HEALTH

COMBAT H IV/AIDS,
MALARIA,  AND  OTHER
DISEASES

ENSURE
ENVIRONMENTAL
SUSTAINABILITY

GLOBAL
PARTNERSH IP FOR
DEVELOPMENT

There  are  eight MDGs:

 Goal 1 :  Eradicate  extreme poverty and hunger

 Goal 2 :  Achieve  universal primary education

 Goal 3 :  Promote  gender equality and empower women

 Goal 4:  Reduce  child mortality

 Goal 5 :  Improve  maternal health

 Goal 6 :  Combat HIV/AIDS,  malaria,  and other diseases
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 Goal 7 :  Ensure  environmental sustainability

 Goal 8 :  Develop  a Global Partnership  for Development

Each goal is  supported by a  number of quantifiable targets  that in turn 

are  measured by specific indicators.  For example,  let us  look at Goal 7 ,  

Ensure  environmental stability.   The  quantifiable  targets  and 

indicators  are  shown below in Figure  27.1 :

Goals

Goal  7:  Ensure

environmental

susta inabi l i ty

7.1    Proportion  of land  area  covered  by forest

7.2    CO2  emissions,  total ,  per capita  and  per $1  GDP (PPP)

7.3    Consumption  of ozone-depleting substances

7.4    Proportion  of fish  stocks with in  safe biological  l imits

7.5    Proportion  of total  water resources used

7.6    Proportion  of terrestria l  and  marine areas protected

7.7    Proportion  of species threatened with  extinction

7.8    Proportion  of population  using an  improved  drinking water source

7.9    Proportion  of population  using an  improved  sanitation  faci l i ty

7.1 0  Proportion  of urban  population  l iving in  slums

Target  7a:  Integrate the principles

of sustainable development into

country pol icies and  programmes;

reverse loss of environmental

resources

Target  7b:  Reduce biodiversity loss,

achieving,  by 201 0,  a  significant

reduction  in  the rate of loss

Target  7c:  Reduce,  by ha lf,  the proportion

of people without sustainable access to

safe drinking water and  basic sanitation

Target  7d:  Achieve significant improvement

in  l ives of at least 1 00 mil l ion  slum dwel lers

by 2020

Quantifiable Targets Indicators

Source:  UNDP

Figure 27.1  Quantifiable targets and  indicators for Goal  7

Assessment advice: use 
examples

Don t forget rea l -world  examples!

END OF CHAPTER REVIEW QUESTIONS
1  Using a  PPF d iagram, expla in  how i t is  possible for a  country to achieve 

economic growth .

2 To what extent is  i t fa ir to say that economic growth  inevi tably leads to 

economic development?

3 To what extent could  i t be argued  that a l l  developing countries share the 

same set of characteristics?

In this  case  there  are  four quantifiable  targets.  The  use  of quantifiable  

targets  makes  it possible  to  measure  progress.  The  indicators  are  the  

measures  that are  used to  assess  the  progress.

Student workpoint 27.5
Be an  inquirer

You  m ay be  a sked  to  ou tl ine  the  cu rren t sta tu s  of 

the  M i l lenn ium  Developmen t Goa ls.  I n  order to  do  th is  

you  need  to  h ave  up-to-da te  in formation .  You  can  ga in  

th is  in formation  by go ing to  www.undp.org/mdg/

progress.sh tm l .

You  wi l l  find  short progress  reports  on  each  of the  

8  goa ls .  N ow:

1  Read  th rough  the  reports .

2  Crea te  you r own  summary report.

On  the  same  page,  u sing the  Coun try Progress  tab ,  

iden ti fy a  develop ing coun try th a t i s  of in terest to  you  

and  check i ts  l a test n a tiona l  report on  the  MDGs.

3  Read  th rough  the  report.

4 Create  a  brief summary report of your own  for the  

country in  question .
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Poverty trap/poverty cycles

Poverty is  usually measured in two ways.  First of all there  is  relative  

poverty,  which is  a  comparative  level of poverty.  A person is  said to  be  

in relative  poverty if they do  not reach some specified level of income.  

For example,  a  poverty level of 50%  of average earnings may be  set  

in a country and anyone who earns less  than this  figure  would be  

deemed to  be  relatively poor.  The level of relative  poverty in a country 

will depend upon where  the  specified level of income is  set and this  in 

turn will often depend upon who is  setting it.  The government in a 

country would not like  to  see  high levels  of relative  poverty in the  

media and so  may set the  level at 40%  of average earnings.  The 

opposition party may wish to  embarrass  the  government and may 

set the  level at 60%  of average earnings.  As we can see,  the  whole  

concept is  relative.

The second measure  is  absolute  poverty.  The  level for absolute  

poverty is  measured in terms of the  basic necessities  for survival.  It is  

the  amount that a  person needs to  have  in order to  live.  It is  the  level 

of income that is  sufficient to  buy items such as  basic clothing,  food,  

and shelter.  It enables  us  to  make comparisons across  the  world.  For 

this  to  be  possible,  however,  we  must use  purchasing power parity 

(PPP)  exchange rates  ( these  will be  explained later in this  chapter) .  

The  World Bank uses  an absolute  poverty line  of US$1 .25  per day,  

calculated using PPP exchange rates.  If a  person is  below this  level 

then they are  considered to  be  in extreme poverty.  They have  also  

issued figures  for US$2  per day.  If a  person is  below this  level then 

they are  considered to  be  in moderate  poverty.  Table  28.1  shows 

figures  for six developing countries  with some of the  highest recorded 

poverty levels.

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 d istingu ish  between  re la tive  poverty and  abso lu te  poverty

 define,  exp la in ,  g ive  examples  of,  and  i l lu stra te  poverty cycles

 compare  and  con tra st GDP  per cap i ta  figu res  and  GN I  per cap i ta  

figu res  for d i fferen t coun tries

 compare  and  con tra st GDP  per cap i ta  figu res  and  GN I  per cap i ta  

figu res,  a t pu rchasing power pa ri ty (PPP)  prices,  for d i fferen t 

coun tries

 compare  and  con tra st h ea l th  ind ica tors  and  educa tion  ind ica tors  for 

d i fferen t coun tries

 expla in  and  give  examples  of composi te  ind ica tors  of econom ic 

development

 expla in  the  componen ts  of the  human  developmen t index (HDI )

 compare  and  con tra st H D I  figu res  for d i fferen t coun tries

 expla in  the  d i fference  between  GN I  per cap i ta  globa l  rankings  and  

HD I  globa l  rankings.
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Population below income poverty line (%)

Country $1 .25 a day $2 a day

Mali 51 .4 77.1

N igeria 64.4 83.9

Centra l  African  Republic 62.4 81 .9

Zambia 64.3 81 .5

Niger 65.9 85.6

Madagascar 67.8 89.6

Source:  Human  Development Report 2009,  UNDP

Table 28.1  World  Bank absolute poverty figures

As we  will see,  there  are  many barriers  to  economic growth and 

economic development.  The  situation is  made  worse,  however,  

when one  realizes  that the  barriers  are  often connected in a  cyclical 

fashion so  that countries  may be  caught in a  poverty trap.  A poverty 

trap  is  any linked combination of barriers  to  growth and 

development that forms a  circle,  thus  self-perpetuating unless  the  

circle  can be  broken.  

These  traps  may be  illustrated by the  use  of a  poverty cycle.  Poverty 

cycles  are  also  sometimes  known as  development traps.  Examples  

of two  poverty cycles  are  shown in Figure  28 .1 .  As  we  can see,  on 

the  left is  a  well-known poverty cycle  that illustrates  how low 

incomes  perpetuate  low incomes,  thus  harming economic growth.  

On the  right we  can see  a  different cycle,  where  low incomes 

perpetuate  low incomes,  but this  time  harming economic 

development.

GROWTH DEVELOPMENT

Low

econom ic

growth

Low

incomes

Low levels

of

in vestment

Low levels

of human

capita l

Low levels

of educa tion

& hea l th  ca re

Low leve ls

of savings

(H igh  M PC)

Low

productivi ty

Figure 28.1  Examples of poverty cycles

Student workpoint 28.1
Using the  most recen t Human  

Development Report,  upda te  the  

figu res  in  Tab le  28 .1 .  Add  5  

coun tries,  wi th  a  range  of poverty 

figu res,  to  the  l i st.

Student workpoint 28.2
Be a  thinker

Devise  ci rcu la r prob lem  cha rts  

beginn ing and  end ing with  the  

fo l lowing and  suggest ways  tha t 

the  ci rcles  m ay be  broken .

1  Poor hea l th

2  Lack of technology

3  Low consumption  levels

4  H IV/AIDS

5  Fa l l ing commod ity prices

6 A ba rrier of you r own  cho ice
Single indicators
Single  indicators  are  solitary measures  that may be  used to  assess  

development.  The  indicators  tend to  be  either financial measures,  

health measures,  education measures,  or institutional measures.

Financial  measures
1  Single  financial measures,  such as  GDP per capita and GNI 

per capita figures,  are  often used to  assess  growth and/or 

development.  These  were  introduced in Chapter 1 3 .

  GDP per capita may be  defined as  the  total of all economic activity 

in a  country,  regardless  of who owns the  productive  assets,  divided 
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by the  number in the  population.  This  means that the  income of 

foreign companies  producing within a country would be  included 

in the  national income of that country,  but the  activity of its  own 

companies  producing outside  of the  country would not.

  GNI per capita is  the  total income that is  earned by a  countrys  

factors  of production,  regardless  of where  the  assets  are  located,  

divided by the  number in the  population.  This  means that the  

income of foreign companies  producing within a country would 

not be  included in the  national income of the  country,  but 

the  activity of its  own companies  producing outside  of the  

country would.

  In recent times there  has  been an increase  in the  annual flow of 

foreign direct investment (FDI)  to  developing countries.  It has  

increased from approximately US$257  000  million in 2000  to  

approximately US$621  000  million in 2008.  To  take  a  single  

example,  FDI flows into  India in 2000  were  US$3 ,585  million 

and by 2008  had risen to  US$41  554 million1.

  If a  developing country has  a  large  amount of FDI then its  GDP 

figures  will be  significantly higher than its  GNI figures,  since  they 

will include  profits  that may well have  been repatriated.  This  is  

the  main reason why GNI figures  tend to  be  used to  measure  the  

status  of developing countries.

  For developed countries  whose  firms are  heavily involved in FDI,  

the  GDP figure  will be  significantly lower than the  GNI figure.  

Table  28.2  shows the  GDP per capita and GNI per capita figures  for 

a  selection of developed and developing countries.

Country GDP per capita 
(current US$) 2008

GNI per capita 
(current US$) 2008

GNI  GDP  
(% of GDP)

USA 46 350 47 930  3 .4

UK 43  541 46 040  5.7

France 44 508 42  000  5.6

Botswana 6,982 6,640  4.9

Cameroon  1 ,226 1 ,1 50  6.2

India 1 ,01 7 1 ,040  2.3

Indonesia 2,246 1 ,880  1 6.3

Vietnam 1 ,051 890  1 5.3

Source:  World  Bank

Table 28.2  GDP per capita  and  GN I  per capita  figures

  As  we  can see  for the  developed countries,  the  USA and UK have  

GNI figures  that are  greater than the  GDP figures,  suggesting that 

they have  significant earnings from assets  owned abroad (net 

property income from abroadsee  Chapter 1 3 ) .  It is  interesting to  

note  that France  has  a  negative  figure  in the  final column,  which 

means that they have  a  negative  flow in terms of net property 

income from abroad.

1  Source:  Unctad,  Foreign  Direct Investment database
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  As  we  would expect for developing countries,  Botswana,  

Cameroon,  Indonesia,  and Vietnam all have  larger GDP figures  

than GNI figures,  suggesting that there  is  a  significant movement 

of earnings from assets  leaving the  countries  to  go  abroad.  It is  

interesting to  note  that India has  the  opposite  and,  for all the  FDI 

that it receives  ( see  above) ,  there  is  still a  positive  net property 

income from abroad.

  Although the  repatriation of profits  is  usually far greater in value,  

developing countries  do  often have  one  other important inflow of 

earnings,  which is  money sent home to  the  country by workers  

who are  abroad.  This  is  known as  worker remittances.  For 

developed countries  this  figure  is  normally less  than one  per cent 

of GDP.  However,  for some developing countries  it is  a  significant 

figure.  Examples  of the  developing countries  with the  highest 

remittances  levels  are  shown in Table  28.3 .

Country Remittance inows  
as a  % of GDP

Taj ikstan 45.5

Moldova 38.3

Lesotho 28.7

Honduras 24.5

Lebanon 24.4

Guyana  23 .5

Source:  UNDP Human  Development Report 2009

Table 28.3  Worker remittance inflows as a  % of GDP

2 Another set of single  financial measures  that are  often used are  

GDP per capita figures  and GDP per capita figures  at purchasing 

power parity (PPP) .

  When making financial comparisons  between countries  a  

problem arises  because  goods  and services  simply dont cost the  

same  amount in different countries.  That means  that the  

purchasing power of a  persons  income will be  different in 

different countries.  For example,  a  loaf of bread will  cost less  in 

Nigeria  than it  will  in Vienna.  In fact,  the  price  of most things  

will be  less  in  Nigeria  than in Vienna.  When we  convert the  

Nigerian GDP per capita  into  US  dollars  we  get US$1 ,370  ( 2008  

figure) .  However,  that $ 1 , 370  actually has  much higher 

purchasing power in Nigeria  than it  would in Vienna because  

things  cost less.

  To  avoid this  problem economists  calculate  what is  called the  

purchasing power parity (PPP)  exchange rate.  This  exchange rate  

attempts  to  equate  the  purchasing power of currencies  in different 

countries.  It is  calculated by comparing the  prices  of identical 

goods  and services  in different countries.  The  PPP that is  most 

widely used is  the  one  calculated by the  World Bank.  The Economist 

magazine  also  calculates  a  PPP rate  based on the  price  of B ig Macs  

in different countries.  They call it the  Big Mac index and refer to  

the  study as  Burgernomics!
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Health measures
In the  IB  Economics  course  you may be  asked to  compare  and 

contrast two health indicators  for different countries.  Here  are  two 

examples  of single  health measures:

1  Life expectancy at birth: This  is  a  measure,  usually expressed on a 

country by country basis,  of the  average  number of years  that a  

person may expect to  live  from the  time  that they are  born.  It is  

sometimes  separated into  male  and female  life  expectancy.  It is  

one  of the  measures  used in the  Human Development Index,  as  

you  will see  later in this  chapter.  

  There  are  many factors  that may lead to  a  relatively high life  

expectancy figure  for any country,  such as  a  good level of health 

care  and health services  in the  country;  the  provision of clean 

water supplies  and adequate  sanitation;  the  provision of 

nationwide  education;  reasonable  supplies  of food;  healthy diets  

and lifestyles;  low levels  of poverty;  and a lack of conflict,  such as  

war or civil war.  The  lack of these  factors  may lead to  relatively 

low life  expectancy figures.  Table  28.4 shows life  expectancy at 

birth figures  for a  selection of countries.

Human 
Development  
Index Band

Country Life expectancy at 
birth (years)

Infant mortality 
rate (deaths per 
1 000 live births)

Adult l iteracy rate 
(% aged 1 5 and 

above)

Net enrolment 
ratio in primary 
education (%)

Very h igh  human  
development 
(HDI>0.9)

Austra l ia 82 5 99 96

Canada 81 6 99 1 00

France 81 3 99 99

Student workpoint 28.3
Be an  inquirer

The Economist magazine  

ca lcu lates what is  known  

as the Big Mac index to  

estimate purchasing power 

parity exchange rates.  Go  

to  the website  of the  

magazine to  get the la test 

data ,  a long with  further 

in formation  on  i ts uses.

Wh i le  there  a re  l im ita tions  

to  the  rel iabi l i ty of the  

data ,  when  we convert 

GDP figures in to  U S  dol la rs  a t the  PPP ra tes  we get a  more va l id  figure  for 

making judgments about the  abi l i ty of people  to  meet their basic needs.  

The  N igerian  GDP per capita  converted  a t the  PPP ra te  in to  U S  dol la rs  is  

$2 ,300  (2008  figure) .  Wh i le  th is  is  sti l l  a  sma l l  figure,  and  represents a  

very low income,  i t is  more  rea l istic than  the  $1 ,370  converted  a t officia l  

exchange ra tes.  Typica l ly,  the  d ifference between  the GDP converted  in to  

the  U S  dol la r a t officia l  ra tes  is  considerably lower than  the GDP converted  

a t PPP ra tes for lower income countries.
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H igh  human  
development 
(0.9>HDI>0.8)

Argentina 75 1 5 98 99

Croatia 76 5 99 90

Malaysia 74 6 92 1 00

Medium human  
development 
(0.8>HDI>0.5)

Algeria 72 36 75 95

Bel ize 76 1 7 75 97

Indonesia 71 31 91 85

Low human  
development 
(0.5>HDI)

Afghanistan 44 1 65 28 61

Nigeria 48 96 72 63

Zambia 45 92 68 80

Sources:  UN ICEF Country Statistics

Table 28.4 Single development indicators for a  selection  of countries

  As  we  can see,  life  expectancy appears  to  be  reduced as  we  move 

from the  very high human development  countries  to  the   low 

human development  countries.

2 Infant mortality rate: This  is  a  measure  of the  number of deaths  

of babies  under the  age  of one  year per thousand live  births  in 

a  given year.  It  does  not include  babies  that are  born dead.  As  

with life  expectancy at b irth,  the  figure  will  be  greatly affected 

by the  level of health care  and health services,  the  availability of 

clean water and sanitation,  the  availability of food,  and the  level 

of poverty.

  Table  28.4 shows infant mortality rate  figures  for a  selection of 

countries.  In general,  the  figures  increase  as  we  move from the  

very high human development  countries  to  the   low human 

development  countries.

Education measures
In the  IB  economics  course,  you may be  asked to  compare  and 

contrast two education indicators  for different countries.  Here  are  

two examples  of single  education measures:

1  Adult literacy rate:  This  is  a  measure  of the  proportion of the  adult 

population,  aged 1 5  or over,  which is  literate,  expressed as  a  

percentage  of the  whole  adult population for a  country at a  

specific point in time.  A person is  considered to  be  literate  if he/

she  can,  with understanding,  write  and read a short statement 

relating to  his/her everyday life.  The  figure  will obviously be  

greatly affected by the  level of educational opportunities  available  

in the  country,  which in turn is  heavily influenced by the  relative  

wealth of the  country,  the  distribution of income within the  

country,  and poverty levels.

  Table  28.4 shows adult literacy rate  figures  for a  selection of 

countries.  In general,  the  figures  fall as  we  move from the   

very high human development  countries  to  the   low human 

development  countries.  However,  it is  interesting to  see   

the  high figure  for Indonesia relative  to  other medium human 

development  countries.

Student workpoint 28.4
Be an  inquirer

Using the  U N ICEF websi te  a t 

www.un icef.org/sta tistics,  find  the  

under-5  morta l i ty ra te  and  the  

percen tage  of popu la tion  u s ing 

improved  d rinking wa ter sou rces  

(tota l )  figu res  for the  coun tries  in  

Tab le  28 .4 .

In  each  ca se,  you  shou ld :

1  Define  the  measu re

2 Consider the trends for 

countries in  d ifferent 

HDI  bands.
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2 Net enrolment ratio in  primary education: This  is  a  measure  of the  

ratio  of the  number of children of primary school age  (as  defined 

by the  national education system)  who are  enrolled in primary 

school,  to  the  total number of children who are  of primary school 

age  in the  country.  As  we  know,  one  of the  Millennium 

Development Goals  is  to  have  universal primary education for all 

children in the  world by 201 5  ( see  Chapter 27) .  The  figure  will 

obviously be  greatly affected by the  relative  wealth of the  country,  

the  distribution of income within the  country,  and poverty levels.

  Table  28 .4 shows net enrolment ratio  in primary education (% )  

figures  for a  selection of countries.  Hardly surprisingly,  the  

figures  fall  as  we  move  from the  very high human 

development  countries  to  the   low human development  

countries.  However,  once  again,  there  is  an unusually high 

figure.  This  time  it  is  for Zambia,  where  primary education 

enrolment is  much higher,  80% ,  than in the  other two  countries  

in the  same band;  Afghanistan ( 61% )  and Nigeria  ( 63% ) .  

Composite indicators
Given the  multidimensional nature  of economic development,  it is  

hardly surprising that it is  difficult to  measure.  Rather than using 

single  indicators,  like  those  above,  institutions have  started using 

composite  indicators,  which combine  a number of single  indicators  

with weighting,  to  give  a  single,  combined figure.

Human Development Index
The United Nations  Development Program (UNDP)  provides  the  

Human Development Index (HDI)  as  one  measure  of development.  

The  HDI is  a  composite  index that brings  together three  variables.  

There  are  three  basic goals  of development that can be  measured.  

These  are  a  long and healthy life,  improved education,  and a decent 

standard of living.  A long and healthy life  is  measured by life  

expectancy at birth on the  assumption that people  who live  longer 

have  benefited from good health.  Education is  measured by the  adult 

literacy rate  combined with a measure  of primary,  secondary,  and 

tertiary school enrolment.  The  standard of living,  or the  ability to  

meet basic needs,  is  measured by the  GDP per capita,  converted at 

PPP US$  ( see  box) .  The  three  indicators  are  combined to  give  an 

index value  between 0  and 1 ,  with higher values  representing a 

higher level of development.  The  UNDP classifies  countries  into  four 

categories  according to  their HDI.  These  categories  are  shown in 

Table  28.5 .

Category HDI value

Very h igh  human  development 0.900 and  above

High  human  development 0.800  0.899

Medium human  development 0.500  0.799

Low human  development Less than  0.500

Table 28.5  HDI  country classifications

Student workpoint 28.5
Be an  inquirer

Using the  U N ICEF websi te  a t 

www.un icef.org/sta tistics,  find  the  

secondary school  en ro lment 

ra tio ,  gross,  m a le  and  the  

secondary school  en ro lment 

ra tio ,  gross,  fema le  figu res  for 

the  coun tries  in  Tab le  28 .4 .

In  each  case  you  shou ld :

1  Define  the  measu re

2 Consider the trends for 

countries in  d ifferent 

HDI  bands.
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How can the HDI  information be used?

Prior to  the  establishment of the  HDI in  1 990,  GDP per capita 

had been the  yardstick for measuring development,  under the  

assumption that higher national income translated directly into  a  

higher level of development.  If we  compare  a  countrys  ranking in 

terms of its  HDI with its  ranking in terms  of its  GDP per capita,  we  

may make  some  useful conclusions  about the  countrys  success  in 

translating the  benefits  of national income  into  achieving economic 

development.  Consider the  data in  Table  28 .6 .  Norway has  the  

highest HDI value,  but it  is  ranked 5 th  in  terms  of GDP per capita.  

United S tates  is  ranked 9 th  in  terms  of its  GDP per capita,  but 1 3 th  in 

terms of its  HDI.  Had we  simply used GDP per capital figures  to  

make  conclusions  about development concerns,  the  data would 

have  been misleading.  There  are  even more  extreme discrepancies.  

Consider Saudi Arabia,  ranked 40th  for its  GDP per capita,  but 5 9 th  

for its  HDI.  It  has  a  GDP per capita  that is  significantly higher than 

that of Argentina,  but its  HDI ranking is  1 0  places  below Argentina.  

It  may be  possible  to  make  hypotheses  about Saudi Arabias  

national policies  aimed at promoting development obj ectives  based 

on this  information.  

The  UNDP observes  that one  of the  uses  of the  HDI is  to  

re-emphasize  that people  and their capabilities  should be  the  

ultimate  criteria for assessing the  development of a  country,  not 

economic growth  (http: //hdr.undp.org) .

Category Country HDI value HDI rank GDP per capita 
(PPP$US)

GDP per capita 
(PPP$US) rank

GDP per capita 
(PPP$US) rank 
minus HDI  rank*

Very h igh  human  
development  
(38  countries)

Norway 0.971 1 53  433 5 4

Sweden 0.963 7 36 71 2 1 6 9

United  States 0.956 1 3 45  592 9 4

Ita ly 0.951 1 8 30 353 29 11

H igh  human  
development  
(45  countries)

Argentina 0.866 49 1 3  238 62 1 3

Bahamas 0.856 52 20 253 44 8

Saudi  Arabia 0.843 59 22  935 40 1 9

Bulgaria 0.840 61 11  222 69 8

Medium human  
development  
(85  countries)

Georgia 0.778 89 4,662 11 0 21

South  Africa 0.683 1 29 9,757 78 51

Bangladesh 0.543 1 46 1 ,241 1 55 9

Uganda 0.51 4 1 58 1 ,059 1 64 6

Low human  
development  
(24 countries)

Zambia 0.481 1 64 1 ,358 1 52 1 2

Liberia 0.442 1 69 362 1 79 1 0

Chad 0.392 1 75 1 ,477 1 51 24

Niger 0.340 1 82 627 1 76 6

*  A positive figure indicates that the HDI  rank is  h igher than  the GDP per capita   

(PPP US$)  rank,  a  negative the opposite.

Source:  Adapted  from Table H  of UNDP Human  Development Report,  2009   
(Column  5OUP 201 0)

Table 28.6  GDP per capita  and  HDI  for selected  countries
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Other indicators of development
Is the HDI  sufficient as the only guide to a countrys 
development?
Certainly not,  but it is  more  effective  than the  simple  GDP figure.  

The  fact remains  that there  are  many different aspects  to  

development other than the  three  included in the  HDI.  It should also  

be  noted that the  countrys  HDI is  still an average  figure  that can 

mask inequalities  within the  country.  Inequalities  that are  likely to  

occur are  between rural and urban citizens,  between men and 

women,  and between different ethnic groups.  There  are  several 

other composite  indicators  and a  vast number of single  indicators,  

i. e.  indicators  that measure  one  thing,  that attempt to  measure  the  

different dimensions  of development.

The gender-related development index
Along with the  countrys  national HDI,  the  UNDP attempts  to  break 

down the  figures  to  present HDI values  for different groups.  For 

example,  there  is  the  gender-related development index (GDI)  that 

looks  at the  same indicators  as  the  HDI but takes  into  account the  

inequalities  in these  indicators  for men and women.  Inequality 

between men and women will result in a  GDI figure  that is  lower 

than its  HDI.  We  could say that the  GDI is  essentially the  HDI 

adjusted for inequality between men and women.  Table  28.7  

provides  some data for just a  few countries.

Country HDI GDI Difference

France (very h igh  HDI) 0.961 0.956 0.005

United  Kingdom (very h igh  HDI) 0.947 0.943 0.004

Chi le (h igh  HDI) 0.878 0.871 0.007

Mexico (h igh  HDI) 0.854 0.847 0.007

Tunisia  (medium HDI) 0.769 0.752 0.01 7

Algeria  (medium HDI) 0.754 0.742 0.01 2

Cte d Ivoire (low HDI) 0.484 0.468 0.01 6

Mal i  (low HDI) 0.371 0.353 0.01 8

Source:  Adapted  from tables H  & J  of UNDP Human Development Report 2009,  
(Column 3OUP 201 0)

Table 28.7  HDI  and  GDI  for selected  countries

Student workpoint 28.6
Be a  thinker

Use  the  da ta  provided  in  Tab le  

28 .6  to  d raw conclusions  abou t 

how the  fo l lowing pa i rs  of 

coun tries  d i ffer in  term s  of thei r 

GDP per cap i ta  ranking and  thei r 

H D I  ranking.  Wha t m igh t th is  say 

abou t the  coun tries  n a tiona l  

po l icies  on  hea l th  and  educa tion?

a  Chad  and  Bangladesh

b Sou th  Africa  and  Georgia

Theory of Knowledge

Often  when  you  a re  a sked  a  question ,  you  a re  foo led  in to  an swering in  

a  g iven  way.  For example,  consider the  fo l lowing question  abou t the  d a ta  

in  Tab le  28 .7.

Exp la in ,  wi th  reference  to  the  d a ta ,  the  l i n k between  the  va lue  o f a  

coun trys  H D I  a nd  i ts  GD I .  You  m igh t be  tempted  to  conclude  th a t 

coun tries  wh ich  h ave  a  h igher level  o f d evelopmen t a ccord ing to  th e  

H D I  exh ib i t l ess  gender in equa l i ty th an  low H D I  coun tries  a s  th e  

d i spa ri ty between  the  two  va lues  ri ses  a s  th e  H D I  va lues  fa l l .  Th is  i s  

certa in ly wha t th is  set of d a ta  impl ies.  H owever,  the  prob lem  wi th  th is  i s  
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Womens empowerment helps 

raise economic productivity 

and reduce infant mortality.  It 

contributes to improved health 

and nutrition.  It increases the 

chances of education for the next 

generation.

Source: UNDP 2006 Annual Report

The gender empowerment measure
Given that one  aspect of development involves  developing self-

esteem and creating opportunities  and freedom for all  people,  it  is  

valuable  to  measure  whether development in a  country is  helping 

to  create  such freedoms and opportunities  for women.  To  this  end,  

the  UNDP calculates  the  gender empowerment measure  (GEM) ,  

which measures  the  extent to  which women are  able  to  actively 

participate  in  economic and political life.  The  GEM looks  at the  

number and percentage  of women in leadership,  managerial,  and 

parliamentary positions  and in technical and professional j obs.  It 

examines  their participation in the  labour force  and their share  of 

national income.  A high value  ( index values  range  from 0  to  1 )  

indicates  a  higher level of empowerment for women.  If a  country 

has  a  low GEM value  in  relation to  its  GDI value,  this  would imply 

that the  access  to  basic needs,  education,  and health is  not 

necessarily being translated into  greater opportunities  and 

participation for women.

The human poverty index (HPI)
The UNDP attempts to  measure the level of deprivation and poverty 

experienced in a country.  While  the HDI measures the achievements of 

a country in three variables,  the HPI looks at the proportion of people  

who are deprived of the opportunity to  reach a basic level in each area.  

It is  also a composite index and looks at indicators that are  comparable  

with the indicators in the HDI.  The indicators are  shown in Table  28.8.

tha t there  i s  not enough  da ta  to  m ake  th is  conclu sion .  Consider the  

fo l lowing add i tiona l  in formation .

Country HDI GDI Difference

France (very h igh  HDI) 0.961 0.956 0.005

United  Kingdom (very h igh  HDI) 0.947 0.943 0.004

Poland  (high  HDI) 0.880 0.877 0.003

Saudi  Arabia  (high  HDI) 0.843 0.81 6 0.027

Tunisia  (medium HDI) 0.769 0.752 0.01 7

Algeria  (medium HDI) 0.754 0.742 0.01 2

Malawi  (low HDI) 0.493 0.490 0.003

Rwanda  (low HDI) 0.460 0.459 0.001

Source:  Adapted  from tables H  & J  of UNDP Human  Development Report 
2009,  (Column  3OUP 201 0)

I s  the  conclusion  sti l l  va l id ?  Why or why not?

Th is  i s  not to  say th a t one  shou ld  not try to  m ake  conclu sions.  Bu t you  

shou ld  a lways  recogn ize  the  possib le  l im i ta tions  of such  conclusions.  

Where  sta tistics  a re  concerned ,  be  su re  to  take  in to  a ccoun t the  sample  

s ize  a s  a  possib le  l im i ta tion .
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Development goal HDI measure HPI  measure illustrating deprivation in meeting 
the development goal

A long and  hea lthy l i fe Life expectancy % of people who do not reach  the age of 40

Education Literacy   school  enrolment % of adults who are i l l i terate

Abi l i ty to  meet basic needs GDP per capita  (PPP$US) % of population  without access to safe water 

% of ch i ldren  who are underweight for their age

Table 28.8  Human  poverty index

Where the HDI represents development achievements for an average  

citizen,  the HPI is  useful for observing how evenly the benefits  of 

development are  spread within a country.  The HPI value is  expressed 

as  a percentage,  with a higher percentage indicating a greater level of 

deprivation and thus a higher level of poverty.  Two countries  might 

have similar HDI values,  but very different HPI values.  For example,  

Bangladesh has a slightly higher HDI than Kenya,  but in Bangladesh 

the HPI is  36.1%  and in Kenya it is  29.5% .  This  would suggest that the  

benefits  of development are  being shared less  equally in Bangladesh,  

even though the HDI suggests a slightly higher level of development.

The genuine progress indicator: postscript to 
Chapter 28
In this  chapter we  have  looked at some of the  reasons why GDP 

statistics  are  not a  good indicator of living standards.  We have  

furthered that discussion with an emphasis  on measuring 

development in developing countries.  It is  now important to  consider 

one  alternative  measure  of welfare  that has  been established in the  

more  developed countries.  This  is  known as  the  genuine  progress  

indicator (GPI) .  This  indicator attempts  to  measure  whether a  

countrys  growth,  which is  simply an increase  in the  output of goods  

and services,  has  actually led to  an improvement in the  welfare  of the  

people.  To  the  GDP figures,  it adds  a  measure  of non-monetary 

benefits  such as  the  benefits  of household work,  parenting,  and 

volunteer work.  Given that economic growth generates  many costs,  

an indicator of genuine  progress  needs to  deduct such costs,  rather 

than add them to  GDP.  These  include  estimates  of:

 environmental costs  such as  air,  water,  and noise  pollution;  loss  

of farmland,  wetlands,  and forests;  resource  depletion;  ozone 

depletion;  pollution abatement

 social costs  such as  family breakdown,  crime,  personal security  

( e.g.  home security systems) ,  loss  of leisure  time

 commuting costs

 costs  of automobile  accidents.

While  such variables  are,  of course,  difficult to  measure,  the  

realization that rising GDP does  not equate  with rising welfare  

means that welfare  economists  and environmental economists  

are  constantly looking for ways to  measure  the  consequences  of 

growth so  that developed and developing countries  can aim for 

growth that is  equitable  and sustainable.

The GDP measures everything 

except that which makes life 

worthwhile

Robert Kennedy
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EXAMINATION QUESTIONS

Country HDI  rank HDI value GDP per capita  
(PPPUS$)

Unemployment rate (% of 
labour force)

Child dependency ratio (%)

Switzerland 9 0.960 40 658 4.4 22.4

China 92 0.772 5,383 4.3 27.7

Cambodia 1 37 0.593 1 ,802 3.5 51 .0

Kenya 1 47 0.541 1 ,542 40.0 78.5

Mal i 1 78 0.371 1 ,083 30.0 82.2

Source:  Adapted  from UNDP Human Development Report 2009  and  CIA World  Factbook 201 0

Dene the fol lowing terms,  ind icated  in  bold  in  the text/gures:

1  a  HDI  [2]

 b (PPP US$)  [2]

2 Expla in  why a  h igh  ch i ld  dependency ra tio might contribute to low levels of  

economic development.  [4]

3 Expla in  two reasons why unemployment rates are not  rel iable indicators  

of economic development.  [4]

4 Using information  from the data  and  your knowledge of economics,  compare and   

contrast the level  of economic development of two countries that are not categorized   

as h igh  human  development countries.  [8]

END OF CHAPTER REVIEW QUESTIONS
1  Dene economic growth .

2 Dene economic development.

3 Explain  how economic development can  be measured.

4 With  reference to  the  fol lowing da ta ,  expla in  the  importance of the  HDI .  

Be  sure to  use numbers  from  the da ta  to  support your answer.  You  

cou ld  begin  wi th  the words Even  though  .  .  . 

Human Development
Index

0.60

GDP per capita
PPP US$

0.58

0.56

0.54

0.52

0.50

0.48

0.46

0.44

0.42

0.40

2,000

1 ,900

1 ,800

1 ,700

1 ,600

1 ,500

1 ,400

1 ,300

1 ,200

1 ,1 00

1 ,000

N igeria

Kenya

Source:  I ndicator table H  of the Human  Development Report 2009



28    Measuring development

355

4
 D

e
ve

lo
p
m

e
n
t E

co
n
o
m

ics

Assessment advice

I n  question  (c)  above,  you  a re  a sked  to  exp la in  two  reasons.  Do  bea r in  m ind  

th a t th is  i s  not a n  essay question  and  you  shou ld  a l loca te  on ly abou t 8  m inu tes  

of time  to  the  question .  Al though  i t doesn t expressly te l l  you  to  refer to  the  d a ta  

there  i s  an  understand ing tha t,  s ince  the  paper i s  a  d a ta  response  paper,  you r 

answer shou ld  m ake  some  l ink to  the  da ta ,  so  in  th is  ca se  i t wou ld  be  u sefu l  to  

u se  a  couple  of numbers  from  the  tab le  in  you r an swer.

In  pa rt (d )  the  command  term  i s  compare  and  con trast,  wh ich  means  to  give  

an  a ccoun t of s im i la ri ties  and  d i fferences  between  two  or more  s i tu a tions  (in  

th is  case  coun tries)  referring to  both  of them  th roughou t.  The  d a ta  in  the  tab le  

i s  obviously very u sefu l  here,  bu t you  h ave  to  show understand ing of the  

ind ica tors  in  the  text and  you  wou ld  be  expected  to  go  beyond  the  ind ica tors  in  

the  text u s ing you r own  knowledge  ga ined  from  you r case  stud ies.  The  question  

doesn t speci fica l ly a sk you  to  u se  the  coun tries  in  the  tab le,  so  i f you  a re  

fam i l ia r wi th  d i fferen t coun tries  from  you r case  stud ies,  then  do  u se  you r 

ou tside  knowledge.
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There  are  a  number of domestic  factors  that may act as  sources  of 

economic development and,  it  is  fair  to  argue,  may also  act as  

barriers  to  development if  they are  absent or  lacking in  an 

economy.  These  factors  are  a  part of the  institutional framework 

of any country.

What do  we mean by institutions and the  institutional framework?  

Douglas  C .  North defines  institutions as   the  structure  that humans 

impose  on human interaction,  and therefore  define  the  incentives  

that determine the  choices  that individuals  make that shape  the  

performance  of societies  and economies  over time.1  In the  next 

section,  we  look at several of these  aspects  of institutions,  which 

include  the  organizations,  structures,  and rules  governing or 

supporting economic activity.

Institutional  factors affecting development

1  Education
Improvements  in education improve  the  well-being of the  

population,  both the  educated themselves  and the  society as  a  

whole.  That is,  education provides  external benefits.  Although,  as  

we  have  already seen,  it  leads  to  a  more  efficient work force,  it  

actually does  much more.  Increased levels  of education mean that 

people  are  better able  to  read and to  communicate.  This,  in turn,  

makes  discussion and debate  more  likely and,  as  a  consequence,  

may lead to  social change.  Changing attitudes  may achieve  a  

number of developmental aims.  The  benefits  are  widespread,  but 

include  the  following.

 Improve the role of women in  society:  There  is  no  doubt that women 

are  empowered by education and that there  are  high correlations 

between womens  education and child survival rates  and fertility 

rates  ( the  annual number of live  births  per 1 ,000  women of child-

bearing age) .  The  role  of women in society is  hugely important in 

terms of development.  As  Amartya Sen says,  Nothing,  arguably,  

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

  iden ti fy domestic  factors  th a t m ay con tribu te  to  econom ic 

developmen t

  exp la in  how domestic factors  m ay con tribu te  to  econom ic 

developmen t.

1   Douglas C.  North,  Institutions,  institutional change and economic performance,   
Cambridge University Press,  1 990
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is  as  important today in the  political economy of development as  

an adequate  recognition of political,  economic,  and social 

participation and leadership  of women.2

 Improve levels of health:  Improved education levels,  in particular 

literacy rates,  improve  levels  of health in society.  People,  especially 

women,  are  able  to  communicate  more  fully and thus  become 

aware  of some of the  hazards that face  them and of some of the  

opportunities  that exist.  Individuals  are  able  to  read about,  and 

be  informed about,  dangers  such as  HIV/AIDS,  poor sanitary 

habits,  and poor dietary habits.  In addition,  they are  able  to  find 

out about the  possibilities  of such things as  inoculations and 

water filtering.

One of the  Millennium Development Goals  is  to  ensure  that by 

201 5 ,  children everywhere,  boys  and girls  alike,  will be  able  to  

complete  a  full course  of primary schooling.  Progress  has  been made 

in the  provision of education,  particularly primary education,  

throughout the  world.  In almost all regions  of the  world the  net 

enrolment ratio  in 2006  was  over 90% .  The  number of children of 

primary school age  who were  not attending a primary school fell 

from 1 03  million in 1 999  to  73  million in 2006.  However,  in sub-

Saharan Africa,  the  net enrolment ratio  has  only recently reached 

71  per cent,  even after a  significant jump in enrolment that began in 

2000.  Around 38  million children of primary school age  in this  region 

are  still out of school.  In Southern Asia,  the  enrolment ratio  has  

climbed to  90  per cent,  yet more  than 1 8  million children of primary 

school age  are  not enrolled. 3

At the  most basic level,  the  provision of education requires  vast 

funding and this  simply may not be  available  in  sufficient 

quantities.  Within a  country there  may be  large  disparities  in the  

provision of education,  with urban areas  receiving more  of the  

education funds  than rural areas.  There  are  also  family economic 

conditions  that prevent children from attending school;  they may 

be  needed to  work within the  home or farm or they may be  

involved in external work as  child labourers .  For the  most part,  

it  is  children from poor households  and from families  where  the  

mothers  also  received no  formal education who  do  not attend 

school.  Enrolment in  secondary schools  tends  to  be  far lower than 

primary schools,  with the  necessity of earning an income as  the  

greatest obstacle  to  attending school.

2 Health care

As we  have  already seen,  greater levels  of health care,  especially 

when combined with greater educational opportunities,  will 

improve  the  levels  of economic development.  Although there  are  

many factors  that influence  life  expectancy,  it  would be  fair  to  

assume that there  would be  a  strong correlation between health 

care  and life  expectancy and the  HDI figures  would seem to  concur.  

Look at table  29 .1 .

2  Development as freedom,  Amartya  Sen,  OUP,  1 999  

3  The Mil lenium Development Goals Report,  The United  Nations,  New York,  201 0
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Country  
(HDI  rank)

Health expenditure 
(Public)  % of GDP

Life Expectancy 
Index

Education  
Index

GDP (PPP US$) 
Billions

Population 
(millions)

Norway (1 )  1 7.9  0.925  0.989  251 .6  4.7

Austral ia  (3)  1 7.2  0.940  0.993  733.9  20.9

Canada  (5)  1 7.9  0.927  0.991  1 ,1 80.9  32.9

Slovakia  (42)  1 3 .8  0.827  0.928  1 08.4  5.4

Argentina  (49)  1 4.2  0.836  0.946  522.9  39.5

Panama  (60)  1 1 .5  0.842  0.888  38.1  3 .3

Dominican  Rep.  (90)  9.5  0.790  0.839  65.2  9.8

Syrian  A.R.  (1 07)  5 .9  0.81 8  0.773  89.7  20.5

Fi j i  (1 08)  9.1  0.728  0.868  3 .6  0.8

Congo D.R.  (1 76)  7.2  0.377  0.608  1 8.6  62.5

Sierra  Leone (1 80)  7.8  0.371  0.403  4.0  5 .4

Niger (1 82)  1 0.6  0.431  0.282  8.9  1 4.1

Source:  Adapted  from Tables H ,  L,  M,  & N  of UNDP Human  Development Report,  
2009  (Al l  gures 2007)

Table 29.1  Health ,  education,  GDP,  and  population  data  for selected  countries

Table  29.1  shows data for three  very high human development  

countries,  three  high human development  countries,  three  middle  

human development  countries,  and three   low human development  

countries.  With the  usual warning that there  are  many factors  that 

affect a  single  outcome,  let us  consider some of the  relationships.  It 

would appear that countries  that spend a higher proportion of GDP 

on healthcare  tend to  have  a  higher life  expectancy.  This  is  obvious 

when we look at the  specific comparison between Australia and the  

Syrian Arab  Republic.

Australia spends  1 7.2%  of $733 .9  billion on its  20.9  million 

inhabitants.  The  Syrian Arab  Republic,  with a  similar population,  

spends 5 .9%  of $89.7  billion on its  20.5  million inhabitants.  Even 

though there  are  other factors  in play,  it is  hardly surprising that life  

expectancy is  considerably higher in Australia and that the  Australian 

HDI ranking is  much higher than that of the  Syrian Arab Republic.

The  close  correlation throughout the  table  between the  life  

expectancy index and the  education index is  also  worth noting,  

but may be  difficult to  fully justify with so  many other variables  

to  consider.

There  has  been much progress  made by many developing 

countries  in terms of the  training of doctors and nurses,  the  

building of hospitals  and clinics,  and the  provision of public 

health services  such as  improved access  to  safe  water and 

sanitation and the  widespread availability of immunisations.  

Throughout the  world infant mortality rates  have fallen,  life  

expectancy has  increased,  more children are  immunized than 

ever before  and maternal mortality rates  are  falling.  

Nevertheless,  there  are  still significant shortcomings,  

particularly among the low-income countries.  Table  29.2  

provides some evidence of the  disparities  that exist.  While  it is  

a  very small sample  it gives  us  an idea of the  figures involved.
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Country (HDI  rank) Public health 
expenditure per 
capita (PPP US$) 

2006

One-year-olds fully 
immunized against 
measles (%) 2008

Births attended 
by skilled health 
personnel (%) 
2003-2008

Population using 
improved drinking 
water sources (%) 

2006

Population 
using improved 

sanitation facilities 
(%) 2006

Austral ia  (2) 2,097 94 1 00 1 00 1 00

Finland  (1 2) 1 ,940 97 1 00 1 00 1 00

Thai land  (87) 223 98 97 98 96

Guyana  (11 4) 223 95 83 93 81

Namibia  (1 28) 21 8 73 81 93 35

Nigeria  (1 58) 1 5 62 39 47 30

Niger (1 82) 1 4 80 33 42 7

Source:  Adapted  from table N ,  UNDP Human  Development Report 2009,  and  
UN ICEF,  Country Statistics 201 0

Table 29.2  Selected  health  indicators

3. Infrastructure
A full definition of infrastructure might be the essential facilities and 

services such as roads,  airports,  sewage treatment,  water systems,  

railways,  telephone,  and other utilities that are necessary for economic 

activity.  It should be obvious that improvements in infrastructure will 

lead to greater economic development.  For example,  better roads and 

better public transport allow children to get to school,  adults to get to the  

market,  and goods to get to potential buyers.  A developed radio and 

television network can make it possible for people to link up with,  and 

participate in,  wider communities.  The availability of gas and electricity is  

important to households for activities such cooking and food preservation.  

Sewage treatment improves the lot of the population,  if it is  universal,  as  

does an adequate water system.  Any improvement in infrastructure will,  

in some way,  improve the well-being of the people.  Table 29.3  identifies  

different categories of infrastructure and also gives examples of each.

Category Examples

Transport  Roads

 Ra i lways

 Seaports

 Airports

 Publ ic tran sport

 S idewa lks

Publ ic uti l i ties  Electrici ty

 Gas

 Water supply

 Sewers

Publ ic services  Pol ice  service

 Fire  service

 Educa tion  service

 Hea lth  service

 Waste  m anagemen t

Communication  services  Posta l  system

 Telecommun ica tion

 Rad io  and  te levis ion

Table 29.3  Categories and  examples of infrastructure

Student workpoint 29.1
Be a  thinker

Choose one example from  each  

category of in frastructure  l isted  in  

Table  29 .3  and  expla in  how it 

supports  and  contributes to  

econom ic activity.

Theory of Knowledge

There  a re  th ree  kinds  of l ies

l ies,  d amned  l ies,  and  

sta tistics.  (Th is  i s  a  quota tion  

th a t i s  a ttribu ted  to  Ben jam in  

D israe l i  and  was  popu la rized  

by M ark Twa in .)

Why i s  th is  sta tement 

pa rticu la rly mean ingfu l  in  the  

fie ld  of econom ics?
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4. Political  stability and  a  lack of corruption

Countries  that have  political stability are  more  likely to  attract 

Foreign D irect Investment (FDI)  and aid,  and it is  more  likely that 

domestic savings  and profits  will stay in the  country.  Increased 

access  to  FDI may be  more  likely to  contribute  to  increased 

growth rather than development,  but increased access  to  aid may 

increase  development.

When there  is  political stability,  citizens are  more  likely to  have  an 

input into  the  running of the  country.  Government planning is  likely 

to  be  more  structured and long-term and the  law is  likely to  be  more  

enforceable.  All of these  elements  should lead to  higher living 

standards  of the  population.

Political instability causes  uncertainty and,  at its  most extreme,  

complete  economic breakdown.  Sudan,  in Africa,  is  a  case  in point.  

C ivil  wars  from 1 955  to  1 972 ,  and then from 1 983  to  2005 ,  coupled 

with a  new civil war with the  western region of Darfur which began 

in 2003  and is  still  ongoing,  have  caused much turmoil in terms  of 

death and displacement of the  population.  In  addition,  their 

neighbour,  Chad,  declared war on Sudan in December 2005 .  Such 

extreme political instability is  bound to  lead to  very poor economic 

performance  and also  high levels  of poverty and low standards  of 

living for the  majority of the  population.  The  likelihood of attracting 

foreign investment,  or even aid,  becomes  much smaller.  A number 

of developing countries  are  experiencing civil  wars  as  a  result of 

ethnic and/or religious  conflict or border conflicts.  For example,  

since  1 980  there  have  been ethnic and/or religious  based conflicts  

in Afghanistan,  Algeria,  Cte  dIvoire,  Democratic Republic of 

Congo,  India,  Indonesia,  Iraq,  Israel,  Laos,  Lebanon,  Mexico,  

Myanmar,  Nepal,  Philippines,  Russia,  Rwanda,  Senegal,  Somalia,  

S ri Lanka,  Turkey,  and Uganda.  The  loss  of life,  damage  to  

infrastructure,  loss  of investment and sometimes  aid,  and political 

instability have  undoubtedly affected economic growth and 

development in  these  countries.

Corruption is  defined here  as  the  dishonest exploitation of power for 

personal gain.  It poses  a  huge  challenge  to  both growth and 

development.  It tends  to  be  most prevalent where:

1  governments  are  not accountable  to  the  people,  especially 

military governments

2 governments  spend large  amounts  on large  

scale  capital investment projects

3 official accounting practices  are  not well 

formulated or controlled

4 government officials  are  not well paid

5 political elections  are  not well controlled,  or 

are  non-existent,  i.e.  there  is  no  democracy

6 the  legal structure  is  weak

7 freedom of speech is  lacking.

Unfortunately,  many of these  conditions  are  to  be  

found in a  high proportion of developing 

countries.  This  may explain the  high levels  of 

corruption that exist in many countries.
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There  are  many forms of corruption.  These  include  bribery,  extortion,  

fraud,  patronage,  influence  peddling and nepotism.  The  effects  of 

corruption are  likely to  hinder growth and development with a 

number of causative  factors.

 1  E lectoral corruption means that the  wishes  of the  people  are  not 

heeded.  This  will put a  government in place  that has  not been 

voted for by the  majority.  It is  likely that such a government will 

not adopt policies  to  benefit the  electorate.

 2  Corruption of any sort reduces  the  effectiveness  of the  legal 

system.  If people  can buy  their way out of trouble  there  may 

be  an incentive  to  act illegally.

 3  Corruption leads to  an unfair allocation of resources.  If contracts  

go  to  the  highest bidder,  as  opposed to  the  most efficient 

producer,  then there  is  a  market failure  and resources  are  being 

misallocated.  It often sustains  inefficient producers,  by shielding 

them from competition.

 4  B ribes  increase  the  costs  of businesses,  in cash terms and in terms 

of management negotiation time.  This  will invariably lead to  

higher prices.

 5  Corruption reduces  trust in an economy.  As  a  result,  countries  

may find it harder to  attract foreign investment,  which will often 

be  diverted to  less  corrupt countries.

 6  Corruption increases  the  risk of contracts  not being honoured 

and this,  in turn,  acts  as  a  serious  deterrent to  investment,  both 

internal and external.

 7  Corruption means that officials  will often divert public investment 

into capital projects  where  bribes  are  more likely.  This  tends not 

to  be  important areas,  such as  education and health care,  so  it 

reduces  the  quality of government services  for the  people.

 8  Corruption often means that officials  turn a blind eye  to  

regulations,  such as  those  regarding construction or the  

environment.  This  can obviously have  a  damaging effect on 

individuals  and the  country as  a  whole.

 9  The  monetary gains  from corruption are  often moved out of the  

country.  This  is  a  form of capital flight and it reduces  the  capital 

available  for internal investment.

 1 0  The  constant paying of small bribes  reduces  the  economic  

well-being of the  ordinary citizen.

Some interesting research figures  regarding bribery from 

Transparency International are  shown in Table  29.4.

Question:  In  the past 1 2  months,  have you  or anyone l iving in  your household  pa id  a  bribe 
of any sort?

Answer:  Yes.

Over 50% Cameroon,  Liberia ,  Sierra  Leone,  Uganda

31 %49% Armenia ,  Azerbai jan ,  Cambodia ,  Ghana,  I raq ,  Kenya,  Russia ,  Senegal

11 %30% Bolivia ,  Czech  Republ ic,  Greece,  Indonesia ,  Moldova,  N igeria ,  Pakistan,  Ukra ine 

5%1 0% Bosnia  & Herzegovina ,  Bulgaria ,  Chi le,  Hong Kong,  Ind ia ,  Malaysia ,  Singapore

Less than  5% Austria ,  Croatia ,  Georgia ,  Japan,  Panama,  South  Korea ,  UK,  USA

Source:  Transparency International  G lobal  Corruption  Barometer 2009

Table 29.4 Percentage of households making bribery payments in  selected  countries

Student workpoint 29.2
Be an  inquirer

Go  to  the  websi te  for 

Transparency I n terna tiona l  to  find  

ou t the  l a test corruption  rankings.  

I n vestiga te  and  compare  the  

n a tu re  and  exten t of corruption  

in  one  coun try wi th  very h igh  

level  of h uman  developmen t 

and  one  wi th  low level  of h uman  

development.
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5. Legal  system
An honest and fully functioning legal system is  almost essential if 

development is  to  be  achieved.  In many developing countries  the  

legal system does  not function well.  Where  this  is  the  case  there  is  no  

way to  create  and enforce  contracts  and there  is  no  way to  uphold 

property rights.  Social scientists  consider property rights  to  be  

essentially a  basket  of legal rights.  This  basket includes:

 the  right to  own assets,  such as  land or buildings

 the  right to  establish the  use  of our assets,  such as  adding to  the  

buildingfor example  an owner might want to  add sanitation to  

a  house

 the  right to  benefit from our assets,  such as  renting out our land

 the  right to  sell our assets

 the  right to  exclude  others  from using or taking over our assets.  

Property rights  allow people  to  own and benefit from private  

property,  so  long as  the  legal system and security system can support 

and protect these  rights.

If a person cannot guarantee  his  or her ownership  of a  property,  then 

there  is  no  incentive  to  improve  that property,  since  it is  possible  that 

the property will then be  lost and the  investment will have  been 

wasted.  If there  are  no  enforceable  property rights,  as  may be  the  

case  in many developing countries,  then investment and growth will 

be  very much reduced and economic growth may be  limited.  

Development will be  thwarted for all of the  reasons  above.

6. Financial  system, credit, and  micro-finance
Developed and independent financial institutions are  essential,  if 

economic growth and development is  to  be  achieved,  and these  are  

often underprovided in developing countries.  Most developing 

countries  have  what is  known as  dual financial markets.  Financial 

markets  may be  defined as  the  institutions where  lending and 

borrowing is  carried out.  The  official  financial markets  are  small 

and tend to  be  dominated by foreign commercial banks,  which often 

have  an outward looking emphasis  to  their operations  and restrict 

their lending to  foreign businesses  and the  already established large  

manufacturing local businesses.  The  unofficial  markets  are  not 

legally controlled and are  thus  illegal.  Their main operation is  to  lend 

money,  usually at very high interest rates,  to  those  who are  desperate  

and poor enough to  have  to  borrow it.  

Saving is  necessary to  make funds  available  for investment and 

investment is  necessary for economic growth.  Saving is  difficult 

enough in countries  where  there  are  high levels  of poverty,  but it is  

even harder if there  is  nowhere  to  save  money that is  safe  and will 

give a  good return.  When there  are  weak and untrustworthy 

financial institutions,  people  with investment income tend to  buy 

assets,  such as  livestock,  or they tend to  invest their money outside  

the country ( capital flight) .  

Financial services  are  necessary if low-income people  are  to  be  able  

to  manage  their assets  and to  allow them to  increase  in value,  thus 

enabling them to  then invest in things  that will lead to  their 

economic development,  such as  health care,  shelter,  and education.  
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The difficulties  associated with saving and borrowing money are  a  

significant barrier to  economic growth and development.  It makes 

it exceedingly difficult for poor people  to  raise  themselves  out 

of poverty.

In developing countries  poor people  find it almost impossible  to  gain 

access  to  traditional banking and financial systems,  since they lack 

assets  to  use  as  collateral,  are  often unemployed,  and lack savings.  

Therefore,  even if there is  great entrepreneurial spirit,  it is  very difficult 

for people  to  start up businesses.  If they can find a way to  borrow 

money it is  often at exorbitant interest rates.  There is,  however,  a type  

of financial service that is  geared specifically to  the poor.  This  is  known 

as  micro-finance and is  the  provision of financial services,  such as  

small loans,  savings accounts,  insurance,  and even cheque books.  

The  provision of small loans to  individuals  who have  no  access  to  

traditional sources  is  known as  micro-credit.  A key element of 

original micro-credit schemes is  that they did not originate  in the  

developed world,  but rather had their beginnings  in developing 

countries.  The  first schemes began in the  mid-1 970s  with projects  

such as  Opportunity International ( 1 972 ) ,  ACCION International 

( 1 973) ,  Muhammad Yunus/Grameen Bank (1 974/76) ,  FINCA 

International ( inc 1 985 )  and The  SEEP Network ( 1 985 ) .

Usually,  the  micro-credit loans  are  given to  enable  poor people  to  

start up  very small- scale  businesses,  known as  micro-enterprises.  

These  may include  such things as  roadside  kiosks,  bicycle  repair 

services,  market stalls,  rice  wine  making,  knitting,  and woodworking.  

The  loans  give  protection against unexpected occurrences  and 

seasonal problems,  and may help  families  to  gain a  regular income,  

start to  build wealth,  and thus escape  from poverty.  

Women have  tended to  be  the  main recipients  of micro-credit,  for 

many reasons.  It is  thought that women are  a  better credit riskthey 

are  more  likely to  pay back loans.  Women are  usually responsible  for 

caring for children and so  any reductions  in a  womans  poverty will 

translate  into  improvements  for the  children.  In many documented 

cases,  this  has  allowed for more  poor children to  go  to  school.  When 

women take  loans  and can begin to  earn an income,  their social and 

economic status  is  raised and economic development is  enhanced.

7. Taxation

Tax revenue provides  governments  with the  means to  finance  

necessary public services,  such as  education and health care,  and 

generally to  improve  the  infrastructure  of the  country.  However,  

this  is  very difficult to  do  if governments  do  not earn a great deal 

of tax revenue.

It is  very difficult for governments  to  collect tax revenue  in 

developing countries.  We  can consider reasons  for this.  Firstly,  as  a  

result of tax exemptions  and inefficient or corrupt administration,  it 

is  estimated that less  than 3%  of the  populations  in developing 

countries  pay income tax,  as  opposed to  60%80%  in developed 

Student workpoint 29.3
Be an  investigator

Research  and  prepa re  a  ca se  

study exp la in ing any one  

example  of an  ind ividua l  or 

a  group  of people  who  has  

benefi ted  from  a  m icro-cred i t 

loan .

Any process of growth that fails 

to improve the welfare of the 

people experiencing the greatest 

hardship,  broadly recognized to be 

women and children,  has failed 

to accomplish one of the principle 

goals of development.

Source: Michael  P Todaro ,  Economic 
Development,  Addison  Wesley 
Longman,  2000

4   Michael  P.  Todaro,  Economic Development 7th  Edition,  Addison  Wesley 

Longman,  2000
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countries4.  Secondly,  corporate  tax revenues  tend to  be  low,  since  

there  is  relatively little  corporate  activity in developing countries  

( although it is  growing)  and they also  often offer large  tax incentives  

in order to  encourage  domestic corporate  activity and to  attract FDI.  

Thirdly,  the  main source  of tax revenue  in developing countries  

comes  from export,  import,  and excise  ( customs)  duties.  These  taxes  

are  relatively easy to  collect,  s ince  they are  paid when the  goods 

pass  through the  countrys  border posts.  However,  it  is  only possible  

to  gain significant tax revenue  if the  country is  heavily involved in 

foreign trade.  It  is  worth noting that the  international trading 

system through the  WTO,  with its  emphasis  on liberalization of 

trade,  may have  negative  implications  for countries  that do  earn 

significant revenue  from tariffs.  Finally,  as  has  been stated above,  

developing countries  have  problems with the  administration of their 

tax systems  in terms of inefficiency,  lack of information and pure  

corruption.  These  elements,  when combined,  often mean that 

people  are  able  to  evade  paying the  taxes  that they should.

Another factor that needs  to  be  considered is  the  size  of the  informal 

market.  It is  well known that the  size  of informal markets  as  a  

percentage of GDP is  far greater in developing countries  than in 

developed countries.  It would also  appear that informal markets  are  

growing in almost all countries  in the  world.  

Large  informal markets  once  again lead to  much lower tax revenues  

for governments  in developing countries.  If the  incomes of people  

are  not recorded because  they are  earned in informal markets,  then 

there  will be  no  tax paid on such income.  Lower tax revenues  

make it difficult for governments  to  promote  growth and achieve  

development objectives.  Furthermore,  there  are  other consequences.  

Workers  tend to  be  unprotected in the  informal markets  and are  very 

poorly paid,  with little  j ob  security,  poor working conditions,  and no  

social care.  Productivity in the  informal markets  tends  to  be  very low;  

workers  are  often low-skilled migrants  from rural areas  with little  

education and low human capital.  

8. The use of appropriate technology

Appropriate  technology is  technology that is  appropriate  for use  with 

existing factor endowments.  This  applies  to  both production and 

consumption.  

In  terms  of production,  in  years  gone  by developing countries  were  

urged to  modernize  and industrialize  their  output.  However,  

development economists  argued that this  was  not appropriate .  

In  most developing countries  there  is  a  surplus  of labour and so  the  

appropriate  technology to  use  would be  technology that makes  use  

of the  abundant labour supply.  An example  of this  would be  giving 

workers  capital equipment to  use  that is  cheap  to  make  and 

requires  labour for  its  use.  A well  known example  is  the  Universal 

nut sheller,  which is  a  s imple  machine,  turned by hand,  that is  

used to  shell  nuts.   It  is  cheap  to  make,  has  a  long life  and has  a  

one- to-one  capital to  labour ratio.  When used industrially,  they 

provide  greater employment than automated systems  and so  add  

to  development.
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In terms of consumption,  a  good example  of appropriate  technology 

is  the  solar cooker.  The  cooker is  made from aluminium foil and 

plastic film,  which are  very cheap  to  purchase,  and it requires  

sunshine  to  operate,  which is  abundant in many developing 

countries.  The  cooker aids  development in many ways.  It does  not 

require  wood and so  there  is  no  loss  of trees,  it eliminates  the  daily 

search for firewood,  which frees  up  time for other activities,  and so  it 

helps  to  improve  the  position of women,  who are  most commonly 

responsible  for cooking in developing countries.  

9.  The empowerment of women
In many developing countries  the  role  of women is  very much 

subservient to  that of men.  There  is  no  doubt that giving women 

more  empowerment,  especially in terms of education,  as  stated 

earlier,  could be  a  huge  factor in the  achievement of economic 

development.

Improving the  welfare  of women through greater education and 

improved social standing obviously leads  to  economic development 

for the  women themselves.  However,  there  are  also  extremely 

important externalities  that occur when women become more  

empowered.

 The well-being of their families  is  improved,  especially in terms of 

the  health of their children.  With improved education,  women are  

better informed about health care,  hygiene,  and diet,  all of which 

improve  the  welfare  of the  family.

 The  education of children in the  family group  improve.  The  

women pass  on their own education and also  see  education as  

being more  important,  thus  striving to  achieve  it for their 

children.

 Because  of the  two points  above,  the  quality of the  workforce  in 

the  country will,  over time,  improve,  with significant effects  upon 

growth and development.

 With greater empowerment women earn more  money.  Research 

shows that increases  in the  levels  of income of women in 

developing countries  lead to  greater increases  in health levels  of 

families  than similar increases  in the  income levels  of men.

 With better education and social standing women have  more  

control over contraception,  marry later,  and so  tend to  have  

smaller families,  thus lowering the  rate  of population growth.

1 0.  Income distribution
Although all countries  in the  world have  income inequality,  it is  fair 

to  say that the  gap  between the  rich and poor in developing countries  

is  generally greater than that in developed countries.

High income inequality can be  a  barrier to  growth and development 

for a  number of reasons.  Firstly,  there  tends  to  be  low levels  of 

saving,  because  the  poor save  a  very small proportion of their 

income.  As  we  know,  low saving means low investment and so  low 

growth.  Secondly,  the  rich tend to  dominate  both politics  and the  

economy and this  tends  to  mean that policies  are  followed that 

are  more  in their favour and so  we  do  not have  pro-poor growth.  
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Pro-poor growth occurs  when economic growth leads  to  a  fall in 

some agreed measure  of poverty.  Thus,  this  type  of growth benefits  

the  poor.  Thirdly,  high income inequality in developing countries  

tends  to  be  marked by the  rich moving large  amounts  of funds  out of 

the  economy,  in the  form of capital flight.  Also,  a  large  proportion of 

the  goods  purchased by the  rich are  foreign produced and so  their 

consumption does  not really help  the  domestic economy.  Thus,  

although we usually link income inequality simply to  a  consequence  

of low levels  of development,  we  can also  see  that it can act as  a  

barrier to  growth and development.

Student workpoint 29.4
Be an  inquirer

Th is  workpoin t a l so  serves  a s  an  end  of ch apter review 

exercise,  a s  you  need  to  be  ab le  to  understand  how the  

in sti tu tiona l  framework of a  coun try,  in clud ing the  

a spects  l i sted  below,  a ffects  econom ic developmen t.

Choose  one  of the  develop ing coun tries  th a t you  

investiga ted  ea rl ier a nd  resea rch  the  exten t to  wh ich  the  

fo l lowing in sti tu tiona l  and  po l i tica l  fa ctors  a ffect i ts  

econom ic growth  and/or development.  

 The  provision  of educa tion  and  hea l th  ca re

 The  exten t and  qua l i ty of in frastructu re

 Financia l  services/banking system

 Lega l  system

 Pol i tica l  stab i l i ty

 Exten t of corruption

END OF CHAPTER REVIEW QUESTIONS
Using examples  wherever possib le ,  exp la in  how each  of the  fo l lowing can  

con tribu te  to  econom ic development:

1  Education

2 Property rights

3 The use of appropriate technology

4 Access to credi t

5 Womens empowerment
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By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 expla in ,  a nd  give  examples  of,  in terna tiona l  ba rriers  to  econom ic 

development

HL expla in  how long term  changes  in  the  terms  of trade  a re  a  ba rrier to  

development

 eva lua te  and  give  examples  of stra tegies  for a ch ieving econom ic 

growth  and  econom ic development.

International  barriers to development
There  are  a  number of international factors  that act as  a  barrier to  

both economic growth and economic development:  

1  Over-specialization on a narrow range of products
While  the  share  of manufactured goods  produced by developing 

countries  as  a  percentage  of  total  world trade  is  growing,  a  number 

of  developing countries  are  dependent on primary commodities  

for  a  s ignificant share  of their  export revenues,  as  explained in 

Chapter  2 6 .  Rising commodity prices  may,  therefore,  be  beneficial 

to  those  countries.  It  will  increase  their  rate  of  economic growth 

and if  the  revenues  are  used to  finance  education,  health,  and 

infrastructure,  then this  can set  off a  positive  cycle  in  terms  of 

development and future  growth.  However,  if  the  prices  fall  then 

the  economies  experience  deteriorating terms  of trade.  Current 

account deficits  are  likely to  increase  and it  will  be  very difficult 

for  countries  to  finance  current expenditure  and necessary 

imports.  Unless  they can change  the  pattern of their  export trade,  

those  countries  that are  dependent on a  narrow range  of primary 

exports  will  find it  difficult  to  gain much growth through 

international trade.  

Regardless  of the  types  of goods  exported,  be  they 

commodities,  manufactured goods  or even services  like  

tourism,  if a  country is  dependent on a narrow range  of 

exports,  then they face  great vulnerability and uncertainty.  

For example,  economic growth in a  tropical country that is  

reliant on tourism revenues will be  limited if the  global 

tourist trade  is  damaged as  a  result of terrorism or as  a  

result of a  global slowdown in economic growth.  It is  also  

vulnerable  to  other forces  outside  of its  control such as  

tsunamis.  Countries  that were  dependent on the  export of a  

small range  of low-skill manufactured goods  such as  textiles  

were  damaged when China joined the  WTO  and sharply 

increased the  supply of textiles  on world markets,  driving 

down their prices.
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2 Price volatility of primary products
The price  elasticity of demand for commodities  and the  price  

elasticity of supply for commodities,  on the  world market,  tend to  be  

relatively inelastic.  This  is  shown for the  world cotton market in 

Figure  30.1 .

With such inelastic demand and supply,  any change  in the  demand or 

supply conditions  for resources,  in this  case  cotton,  will lead to  large  

price  fluctuations.  In Figure  30.1 ,  a  fall or increase  in supply,  possibly 

caused by either bad or good weather conditions,  would have  

noticeable  increases  or decreases  in price,  from P
1
 to  P

3
,  when supply 

falls,  and from P
1
to  P

2
 when supply increases.

This  will have  a  marked impact on the  export revenue of the  

countries  that are  selling the  commodities.  This  price  volatility,  and 

subsequent export revenue volatility,  makes  it very difficult for 

producers  and governments  in developing countries  to  plan ahead.  

This  in turn has  an impact on investment in companies,  and thus 

growth,  and on government planning for education,  health care  and 

infrastructure,  and thus  development.

3 Inability to access international  markets
Protectionism is  any economic policy that is  aimed at supporting 

domestic producers  at the  expense  of foreign producers.  We have  

already come across  forms of protectionism,  such as  tariffs,  subsidies,  

quotas,  and non-tariff barriers,  in Chapter 22 .  Protectionist measures  

by developed countries  against the  exports  of developing countries  

may be  very harmful.  If the  measures  prevent developing countries  

from utilizing their comparative  advantages  and exporting to  

developed countries,  then developing countries  will be  limited in 

their ability to  earn foreign exchange.

Protectionism in any market is  damaging for developing countries,  

but it is  especially the  case  in primary product markets.  If we  take  

the  example  of cotton;  Americas  25  000  cotton farmers  share  over 

$3  billion in government subsidies  each year.  This  encourages  farmers  

to  produce  more,  forcing down the  world price,  and export their 

surplus  to  developing countries  that do  not have  the  benefits  of 

subsidies.  This  is  then immensely damaging for the  developing 

country producers.  The  US  does  the  same with maize,  rice,  and dairy 

products.  Meanwhile,  protected EU farmers  overproduce  and export 

sugar,  cereals,  and dairy produce,  lowering world prices  and severely 

damaging markets  and local suppliers  in developing countries.  As  

these  products  are  sold at lower prices  than would be  the  case  

without subsidies,  it is  argued that they are  dumped  in foreign 

markets.  Small scale  farmers  in developing countries  are  effectively 

deprived of the  ability to  earn a living,  provide  for their families,  and 

afford schooling for their children,  which is  clearly a  significant 

barrier to  development.

DID YOU  KNOW?

Accord ing to  Oxfam ,  the  rich  

world  spends  $1  b i l l ion  a  day 

subsid izing i ts  agricu l tu ra l  

industries

Visi t www.maketradefa ir.com  

for excel len t resources  on  th is  

importan t topic.

Figure 30.1  The world  market for cotton
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Student workpoint 30.1
Consider the  fo l lowing a rticle  and  graph  from  The  Econom ist a nd  answer the  questions  th a t fo l low:

1  Using the  in forma tion  in  the  ba r cha rt,  exp la in  how fa rm  subsid ies  h ave   

changed  in  Sou th  Korea  over the  period  shown .

2  Contrast th is  wi th  fa rm  subsid ies  in  the  EU .

3  Write  a  sta tement u sing both  the  ba r ch a rt and  the  figu re  on  the  righ t  

to  exp la in  the  ro le  of fa rm  subsid ies  in  the  U S .

4  Reviewdraw a  d iagram  to  show the  effect of a  subsidy.  I den ti fy the  a rea   

wh ich  shows the  paymen t by the  governmen t.

The rich worlds farmers are still reaping 
handsome subsidies
FARMERS are getting by with 

fewer subsidies in many countries 

around the world compared with 

20 years ago.  Yet subsidies still 

accounted for more than three-

quarters of farmers  incomes (gross 

farm receipts)  in Norway,  

Switzerland,  and Iceland between 

2007 and 2009.  And farm 

subsidies in the EU made up a 

slightly greater proportion of 

farmers  incomes in 200709 than 

two decades beforehand.  OECD 

countries spent $253  billion on 

farm subsidies in 200922% of 

gross farm receipts,  the first 

increase since 2004.

Source: The Economist online,  
01  Ju ly 201 0

Norway

Agricultural  subsidies

Producer support,  % of gross farm  receipts

Switzerland

Iceland

South  Korea

Japan

Turkey

EU

OECD average

Canada

Mexico

United States

Austral ia

New Zealand

20 40 60 800

3 .7

6 .2

0 .1

1 7.5

46 .5

22 .6

1 20 .8

252 .5

7.8

5 .8

30 .6

2007 09 *

1 9 86  88

0 .9

0 .03$ bn ,  2009 **Provis ion a l  e s tim a tes

1 9 91 93

An important related issue  is  tariff escalation,  whereby the  rate  

of tariffs  on goods  rises  the  more  the  goods  are  processed.  By  

doing this,  an importing country protects  its  processing and 

manufacturing industries  by putting lower tariffs  on imports  of 

raw materials  and components  and higher tariffs  on processed 

and finished products.  In  the  most extreme cases  the  developed 

countries  import raw materials  that have  low tariffs  on them,  

process  the  raw materials,  adding value  to  the  goods,  and then 

export the  finished goods.  Tariff escalation creates  a  significant 

problem for developing countries  in terms  of their access  to  

markets.  There  is  little  incentive  to  diversify away from producing 

raw materials  to  processing them as  the  higher prices  due  to  tariffs  

will make  their processed goods  uncompetitive.  E ffectively,  it  can 

trap  them as  suppliers  of raw materials.  An example  of tariff 

escalation on certain agricultural products  in the  EU,  USA,  and 

Japan is  shown in Table  30.1 .
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Product European 
Union (%)

United States 
(%)

Japan (%)

Traditional  tropical  products

Coffee  Raw 7.3 0.1 6.0

Coffee  Fina l 1 2.1 1 0.1 1 8.8

Cocoa   Raw 0.5 0.0 0.0

Cocoa   Intermediate 9.7 0.2 7.0

Cocoa   Fina l 30.6 1 5.3 21 .7

New expanding products

Frui ts  Raw 9.2 4.6 5.0

Frui ts  Intermediate 1 3.3 5.5 1 0.6

Frui ts  Fina l 22.5 1 0.2 11 .6

Vegetables  Raw 9.9 4.4 4.9

Vegetables  Intermediate 1 8.5 4.4 4.3

Vegetables - Final 1 8.0 6.5 9.1

Source:  World  Trade Organisation  integrated  database

Table 30.1  Tariff escalation  in  selected  agricultural  product groups (%)

Well use  cocoa as  our example.  As  we  can see  in Table  30.1 ,  the  tariff 

for cocoa,  if it is  raw and therefore  unprocessed,  is  minimal or 

nothing in the  three  countries.  However,  if the  cocoa is  partially 

processed before  exporting the  tariff in the  EU rises  to  9 .7%  and in 

Japan becomes 7 .0% .  Fully processed cocoa,  when exported,  has  

tariffs  of 30.6%  in the  EU,  1 5 .3%  in the  USA,  and 21 .7%  in Japan.

If tariff escalation is  successful in reducing the  imports  of the  more  

processed goods,  then the  final processing,  along with the  packaging 

and marketing,  are  done in the  developed countries.  S ince  these  add 

the  highest value  to  the  product in terms of the  price  at which it is  

sold,  this  is  where  the  largest gains  are  to  be  made.  Ideally,  the  

developing country producers  would like  to  diversify by investing in 

the  processing stages,  but the  tariff escalation takes  away the  

potential benefits.  Tariff escalation is  widely observed in the  

agricultural markets  of meat,  sugar,  fruit,  coffee,  cocoa,  and tobacco.

A final factor that prevents  developing countries  from gaining access  

to  international markets  is  that many of them have  non-convertible  

currencies.  These  are  currencies  that can only be  used domestically 

and that are  not accepted for exchange on the  foreign exchange 

markets.  Most developing countries  operate  a  fixed exchange rate  

system,  where  the  domestic currency is  pegged to  a  more  acceptable  

currency,  often the  US  dollar,  at a  certain rate.

Non-convertibility means that trade  is  less  likely to  occur.  Traders  

would be  taking more  of a  risk dealing in a  non-convertible  currency 

and are  likely to  go  elsewhere  to  conduct their business.  The  same is  

true  of foreign investment.  
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Non-convertible  currencies  are  often over-valued at their official,  

pegged,  exchange rate.  This  will usually mean that a  black market for 

the  convertible  currency will arise  and this  may be  very damaging for 

the  economy.  In some cases,  the  domestic currency will become 

almost unacceptable  within the  country and this  damages local trade  

as  well as  international trade.

4 Long term changes in the terms of trade
Long term changes  in the  terms of trade,  i.e.  changes in the  relative  

prices  of exports  and imports,  can have  a  marked effect upon the  

ability of developing countries  to  trade  internationally.  If commodity 

prices  are  falling over time,  and many developing countries  are  

primarily exporters  of commodities,  then their export revenues,  and 

so  their ability to  buy imports,  will be  decreasing.  (More  information 

on this  topic can be  found in Chapter 26. )

Trade strategies for economic growth and 
economic development
Growth strategies  are  economic policies  and measures  designed to  

gain growth,  and development strategies  are  economic policies  and 

measures  designed to  achieve  human development,  i. e.  to  improve  

the  well-being of the  people.  Remember that economic growth is  not 

economic development,  but if it can generate  extra income for 

governments,  firms,  and people  then it may lead to  development,  

depending upon how that extra income is  used.  We can now look at 

a  number of different strategies.  

1  Import substitution
Import substitution is  more  fully known as  import substitution 

industrialization ( ISI) .  It may also  be  referred to  as  an inward-

oriented strategy.  It is  a  strategy that says  that a  developing country 

should,  wherever possible,  produce  goods domestically,  rather than 

import them.  This  should mean that the  industries  producing the  

goods domestically will be  able  to  grow,  as  will the  economy,  and 

then will be  able  to  be  competitive  on world markets  in the  future,  as  

they gain from economies  of scale.  It is  the  opposite  of export- led 

growth and is  not supported by those  economists  who believe  in the  

advantages  of free  trade  based on comparative  advantage.

In order for the  strategy to  work there  are  some necessary conditions:

 The government needs  to  adopt a  policy of organizing the  

selection of goods  to  produce  domestically.  Historically,  this  has  

been labour- intensive,  low-skill manufactured goods such as  

clothing or shoes.  

 Subsidies  are  made available  to  encourage  domestic industries.

 The government needs  to  implement a  protectionist system with 

tariff barriers  to  keep out foreign imports.

There are a number of perceived advantages and disadvantages with ISI:

Advantages

 ISI protects  j obs  in the  domestic market,  since  foreign firms are  

prevented from competing so  domestic firms dominate.

Student workpoint 30.2
Be an  inquirer

Continue  your investiga tion  in to  

your chosen  developing country 

by research ing possib le  

in terna tiona l  trade  ba rriers  tha t 

may be  h indering i ts  growth  and  

development.
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 ISI protects  the  local culture  and social habits  by practically 

isolating the  economy from foreign influence.

 ISI protects  the  economy from the  power,  and possibly bad 

influence,  of multinational corporations.

Disadvantages

 ISI may only protect j obs  in the  short run.  In the  long run,  

economic growth may be  lower in the  economy and the  lack of 

growth may lead to  a  lack of j ob  creation.

 ISI means that the  country does  not enjoy the  benefits  to  be  

gained from comparative  advantage  and specialization,  so  

producing products  relatively inefficiently,  when they could be  

imported from efficient foreign producers.

 ISI may lead to  inefficiency in domestic industries,  because  

competition is  not there  to  encourage  research and development.

 ISI may lead to  high rates  of inflation due  to  domestic aggregate  

supply constraints.

 ISI may cause  other countries  to  take  retaliatory protectionist 

measures.

The main countries to adopt ISI strategies were in Latin America,  

including Argentina,  Brazil,  Mexico,  Chile,  and Uruguay.  As former 

colonies gained their independence many also adopted inward-oriented 

strategies.  These included India,  Nigeria,  and Kenya.  These policies  

showed some success in the 1 960s and 1 970s,  but the policies started to  

fail in the early 1 980s.  Government overspending and the debt crisis  led 

to  the inability of governments to  repay the loans they had taken and in 

the 1 980s many of the countries were forced to go to  the IMF for help.   

2 Export promotion
Export promotion,  often called export- led growth,  is  an outward-

oriented growth strategy,  based on openness  and increased 

international trade.  It is  where  growth is  achieved by concentrating 

on increasing exports  and export revenue as  a  leading factor in the  

aggregate  demand of the  country.  Increasing exports  should lead to  

increasing GDP and this  in turn should lead to  higher incomes and,  

eventually,  growth in domestic and exporting markets.  The  country 

concentrates  on producing and exporting products  in which it has  a  

comparative  advantage  of production.  

In order to  achieve  export- led growth,  it is  assumed that a  country 

will need to  adopt certain policies.  These  include:

 Liberalized trade:  Open up  domestic markets  to  foreign competition 

in order to  gain access  to  foreign markets.

 Liberalised capital flows:  Reduce  restrictions  on foreign direct 

investment

 A floating exchange rate.

 Investment in  the provision  of infrastructure to  enable trade to  take place.

 Deregulation  and minimal government intervention.

The list illustrates  the  theoretical package  of policies  associated with 

export- led growth.  In reality,  countries  that adopt an outward-

oriented strategy do  not necessarily adopt all of these  policies.  
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Developing countries  may attempt to  export either primary products  

and/or manufactured products  ( although some have  tried to  export 

services,  usually in the  form of tourism) .  We should consider the  

differences  involved in using the  export of primary or manufactured 

products  as  the  engine  for growth.

 Many developing countries depend upon the export of primary 

products in order to gain export revenue.  However,  the overall trend 

in primary product prices,  with the exception of oil and some metals,  

has been downward for many years.  This is  due to increasing supply 

and relatively insignificant increases in demand for a number of 

different reasons ( see Chapter 26) .  This,  combined with increased 

protectionism by developed countries,  means that export-led growth 

based on export primary products is  unlikely to  be achieved.  

 The focus of export- led growth is  usually on increasing 

manufacturing exports.  The  success  of countries  such as  Japan,  

South Korea,  Hong Kong,  S ingapore,  and Taiwan,  known as  the  

Asian tigers ,  is  usually used to  illustrate  the  effectiveness  of such 

a strategy.  These  countries  exported products  in which they had a 

comparative  advantage,  usually based upon low-cost labour,  and 

were  extremely successful in doing so.  Over time,  the  type  of 

product being exported by the  majority of these  countries  has  also  

tended to  change  from products  that were  produced using labour-

intensive  production methods,  requiring low skill levels  from the  

workers,  to  more  sophisticated products,  using capital- intensive  

production methods  and more  highly skilled workers.  

Improvements  in education systems were  essential for this.

Although it would appear that export- led growth is  an obvious  way 

to  gain success,  this  is  not necessarily the  case.  There  are  a  number 

of problems associated with export- led growth.

 The success  of the  Asian tigers ,  since  around 1 965 ,  has  led 

to  increased protectionism in developed countries  against 

manufactured products  from developing countries.  Trade  unions  

and workers  in developed countries  argued that they could not 

compete  against the  imports  from low-wage developing countries  

and that this  was unfair.  They lobbied their governments  to  put 

tariffs  and quotas  on the  lower-priced goods.  Price  increases  as  a  

result of tariffs  effectively removed the  comparative  advantage  of 

the  exporting countries.  Tariff escalation also  reduced the  ability 

of the  developing countries  to  export processed goods and 

assembled products,  forcing many to  export primary products  

and low-skilled manufactured goods  instead.

 Certain assumptions were  made about the  necessary conditions 

for export- led growth.  If we look at the  successful countries,  these  

conditions were  not necessarily met.  Many economists  would 

argue that the  role  of the  state  in successful export- led growth is  

vital and that minimizing government intervention is  not the  way 

forward.  In the  Asian tiger  countries,  governments played an 

important role  by providing infrastructure,  subsidizing output 

through low credit terms via central banks,  and promoting savings 

and improvements  in technology.  In addition,  governments 

adopted policies  where  they protected domestic industries  that 
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were not yet able  to  compete  with foreign firms and promoted the  

industries  that were  ready for competition in export markets.  This  

illustrates  the   infant industry  argument for protection.  This  topic 

is  one of great debate  amongst development economists  and many 

argue that intervention is  vital.  Others  argue that state  intervention 

in these  economies  actually slowed down growth rates.

 If countries  attempt to  kick-start their export- led growth by 

attracting MNCs,  there  is  always the  fear that the  MNCs may 

become too powerful within the  country and that this  may lead to  

problems.  We will look at the  role  of MNCs and FDI in Chapter 31 .  

 It is  argued by some economists  that free-market,  export- led 

growth may increase  income inequality in the  country.  If this  is  

the  case,  then economic growth may be  achieved at the  expense  

of economic development.

3 Trade liberalization 

Trade  liberalization is  the  removal,  or at least reduction,  of trade  

barriers  that block the  free  trade  of goods  and services  between 

countries.  It involves  the  elimination of such things  as  tariff barriers,  

quotas,  export subsidies,  and administrative  legislation.

The belief is  that trade  liberalization will increase  world trade  and will 

enable  developing countries  to  concentrate  on the  production of 

goods  and services  in which they have  a  comparative  advantage.  The  

advantages  of free  trade  are  covered in Chapter 21 .

The  World Trade  Organisation (WTO)  is  an institution that attempts  

to  promote  trade  liberalization and so  to  encourage  free  trade.  Its  role  

in world trade  is  described in Chapter 21 .

In 1 989  the  American economist,  John Williamson,  identified ten 

common reforms that were  necessary for economic growth in 

developing countries.  One  of the  key reforms was trade  liberalization.  

The  World Bank,  the  International Monetary Fund,  and the  US  

Treasury Department agreed with this  list and,  as  a  result,  Latin 

American economies  seeking economic help  were  encouraged to  

adopt such market-based reforms.  The  policies  were:

 Fiscal discipline,  that is,  balanced budgets

 Redirect spending priorities  from things  like  indiscriminate  

subsidies  to  basic health and education

 Lower marginal tax rates  and broaden the  tax base

 Interest rate  liberalization

 A competitive  exchange rate

 Trade  liberalization

 Liberalization of FDI inflows

 Privatization

 Deregulation

 Secure  property rights

Because  the  reforms were  common to  the  World Bank,  the  IMF,  and 

the US  Treasury Department,  they became known as  the  Washington 

Consensus.  You should be  able  to  recognize  that these  reforms are  

similar to  the  market-based supply side  policies  discussed earlier.  

By the  end of the  20th century,  the  Washington Consensus  was 
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increasingly criticized by economists  who were  not supporters  of such 

policies.  The  criticisms have  formed the  basis  of what has  come to  be  

known as  the  anti-globalization movement.  

They feel that reforms such as  the  Washington Consensus  are  just a  

way to  ensure  that MNCs have  access  to  cheap  labour markets  in 

developing countries.  In this  way the  MNCs can produce  inexpensive  

products,  which are  then sold for high prices  in developed countries.  

The  MNCs make high profits  and the  workers  in developing countries  

gain little.  According to  this  view the  Washington Consensus,  and so  

liberalization of trade,  did not lead to  high economic growth.  Instead,  

there  have  been economic crises  and increased debt and such policies  

have  lead to  increased income inequality and exploitative  working 

conditions,  thus  working against the  goal of economic development.

It is  interesting to  note that there seems to  have been a movement 

towards the left in a number of Latin American countries,  such as  

Venezuela,  Bolivia,  and Brazil,  and these countries,  along with Cuba,  

have been very vocal in their condemnation of the Washington 

Consensus.  Argentina has,  in the last few years,  moved back towards  

an ISI approach to  growth and there seems to  have been some success.

4 Bilateral  and regional  preferential  trade agreements
As we know from Chapter 25 ,  preferential trade  agreements  are  

related to  preferential trading areas.  Countries  in a  trading bloc give  

preferential access  to  products  from other member countries.  This  is  

usually done by reducing,  but not necessarily abolishing,  tariffs.  

These  agreements  may be  between two countries,  in which case  they 

are  bilateral,  or they may be  between two regional groups,  such as  

the  EU and the  APC .

The belief is  that the  more  agreements  that are  made,  the  greater will 

be  the  ability of developing countries  to  trade  and so  gain growth 

and,  eventually,  development.

5 Diversification 
One major problem for a  number of developing countries  has  

been over-dependence  upon exporting a  limited range  of primary 

commodities.  In many cases  countries  have  been dependent 

upon export earnings  from one,  or possibly two,  commodities.

A number of developing countries  are  now pursuing export 

diversification as  a  means  to  gain economic growth.  The  aim is  to  

move from the  production and export of primary commodities  and to  

replace  these  with the  production and export of manufactured and 

semi-manufactured products.   In doing this  they hope  to  protect 

themselves  from the  volatile  changes  in primary product prices,  to  

stabilize  or increase  export revenue and to  stabilize  or increase  

employment.  There  will also  be  an increased use  of technology and 

an increased demand for more  highly skilled workers.

There  are  a  number of barriers  to  the  strategy of diversification.  One 

is  the  practice  of tariff escalation,  which was  discussed earlier in the  

chapter.  A second is  the  need for a  more  highly qualified workforce  

in order to  produce  relatively more  sophisticated products.

Theory of Knowledge

Although  the  top ic of 

Fa i rtrade  i s  not specifica l ly 

on  the  I B  syl labus,  we  feel  

th a t i t  i s  a  va lu ab le  

development stra tegy and  an  

importan t globa l  movement 

th a t deserves  you r a tten tion .  

Wha t i s  Fa i rtrade?
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The guarantee of the minimum 

price brings stability.  We,  

producers,  are not totally subjected 

to the law of supply and demand.  

We know that we will be paid 

at least US$69 the quintal.  This 

guarantee makes it possible to plan 

long-term,  to invest,  to develop 

technical support,  in one word,  to 

develop our business, says Felipe 

Cancari Capcha,  a producer from 

El Ceibo Cooperative,  a Fairtrade 

cocoa producer in Bolivia.

www. fairtrade. net.

Development strategies

Fairtrade organizations
In many developing countries  many small-scale  farmers  and workers  

are  unable  to  make a living income.  Low world prices  for primary 

products,  high profits  for middlemen,  tariff escalation,  and poor 

working conditions  make life  extremely difficult.

Fair trade  schemes are  an attempt to  ensure  that producers  of food,  

and some non-food,  products  in developing countries  receive  a  fair 

deal when they are  selling their products.  If consumers  are  aware  of 

the  harsh and often unfair conditions  facing the  farmers,  then 

perhaps they may be  willing to  buy from producers  who pay a fair 

price  to  the  farmers.

Today,  Fairtrade  Labelling Organization International (FLO)   

coordinates  Fairtrade  labelling in 20  countries,  including the  

Fairtrade  foundation in the  UK.  The  schemes aim to  help  small 

farmers  and landless  workers.  Fair trade  schemes have  operated for 

over 50  years,  but the  real growth of the  movement has  come with 

the  advent of Fairtrade  labelling.  This  began in the  Netherlands  in 

1 988  when the  Max Havelaar Foundation began to  sell coffee  from 

Mexico  with the  first Fairtrade  consumer guarantee  label.

This  is  a  system where  products  can be  certified if they meet the  

standards  of the  FLO,  which gives  them the  right to  display the  

International Fairtrade  Certification Mark.  This  recognizable  mark 

means that consumers  will be  able  to  identify Fairtrade  products,  

know that they are  approved,  and buy them knowing that the  

producer of the  good was  paid a  fair price.  FLO  regularly inspects  

and certifies  around 500  producer organizations in more  than 50  

countries  in Africa,  Asia,  and Latin America,  which results  in fair 

trading conditions  for approximately one  million farmers,  workers,  

and their families. 1

A trading company wishing to  qualify for the  International Fairtrade  

Certification Mark must meet certain FLO  criteria.

 The product must reach the  trader as  directly as  possible  with few,  

if any,  intermediaries.

 The product must be  purchased at least at the  Fairtrade  minimum 

price.  This  is  a  guaranteed price  that covers  production costs  and 

provides  a  living income.  It covers  the  cost of sustainable  

production.

 The producer receives a premium if the product is certified as organic.

 The trader must be  committed to  a  long-term contract,  which in 

turn gives  security to  the  producer.

 The producer has  access  to  credit from the  trader,  upon request,  of 

up  to  60%  of the  purchase  price.

 Where  small farmers  are  involved the  product must come from 

producers  that are  managed democratically.  If the  product comes 

from plantations  then the  workers  must benefit from 

internationally recognized employment standards including trade  

unions,  if they wish,  and there  must be  no  use  of child labour.

1  www.fa irtrade.net
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 The producer must use  sustainable  farming methods to  produce  

the  good.

 The trader also  pays  a  Fairtrade  premium to  the  producer.  The  

producers  use  these  funds  to  aid local community development.  

The  producers  decide  how the  money will be  spent,  but it is  

usually used to  promote  health care,  education,  or other social 

schemes.  The  producers  are  accountable  to  the  FLO  for the  

appropriate  use  of the  funds.

Fairtrade  certified food products  include  bananas,  cocoa,  coffee,  dried 

fruit,  fresh fruit and vegetables,  honey,  juices,  nuts/oil seeds  and 

purees,  quinoa,  rice,  spices,  sugar,  tea,  and wine.  Non-food products  

include  cotton,  cut flowers,  ornamental plants,  and sports  balls.

Although the  price  might sometimes be  slightly higher for Fairtrade  

certified products  than non-Fairtrade  products,  it is  clear that many 

consumers  are  willing to  pay to  contribute  to  better conditions for 

producers.  Global sales  of Fairtrade  products  were  valued at just over 

1 .1  billion for 2005 ,  an increase  of 37%  on 2004. 2  Fairtrade  

products  are  making their way into  more  and more  shops and 

restaurants  as  firms become aware  of the  increasing popularity.  

Fairtrade,  with its  emphasis  on granting a living income,  giving 

security,  demanding proper working conditions,  encouraging 

sustainable  production,  and funding local community development,  

is  clearly a  strategy that leads  to  development as  well as  growth.

2  FLO News Bul letin ,  Ju ly 2006

Student workpoint 30.3
Be caring

Fairtrade organizations

Find  out if there are Fa irtrade  

products ava ilable in  your country.  

I f so,  make a  l ist of the products  

and  where they can  be purchased.  

Then  be sure to  try somethe  

chocolate is  excellent!

END OF CHAPTER REVIEW QUESTIONS
1  Expla in  how each  of the fol lowing may prevent developing countries from 

achieving economic growth :

 a  Over-specia l ization  on  a  narrow range of products

 b Volati le commodity prices

 c Trade protection  in  more developed  countries

2 Compare and  contrast an  import substi tu tion  pol icy with  an  export 

promotion  strategy.

3 Expla in  how d iversication  may help a  developing country to achieve 

economic growth .
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By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 describe  and  give  examples  of foreign  d i rect in vestmen t (FD I )

 define  and  give  examples  of m u l tin a tiona l  corpora tions  (MNCs)

 iden ti fy fa ctors  th a t m ay a ttract FD I

 eva lu a te  the  impact of FD I  on  developing coun tries.

Foreign direct investment [FDI]
FDI is  long-term investment by private  multinational corporations  

(MNCs)  in countries  overseas.  FDI usually occurs  in one  of two ways.  

MNCs either build new plants  or expand their existing facilities  in 

foreign countries,  this  is  knows as  greenfield investment,  or MNCs 

merge  with or acquire  (buy)  existing firms in foreign countries.  There  

are  approximately 82  000  multinationals  operating internationally 

with 81 0  000  affiliates  around the  world. 1  Table  31 .1  provides  some 

information about the  eight largest non-financial multination 

corporations,  ranked in terms of their foreign assets.

Corporation Home 
economy

Industry Foreign 
assets

Total  
assets

Foreign 
employment

Total  
employment

General  Electric US Electrica l  & electronic 
equipment

420 300 795  337 1 68 11 2 327 000

Vodafone Group plc UK Telecommunications 230 600 254 948 62  008 72  375

Royal  Dutch/Shel l  
Group 

Netherlands/UK Petroleum expl . /ref. /distr. 1 96 828 269 470 86 000 1 04 000

Bri tish  Petroleum 
Co,  plc 

UK Petroleum expl . /ref. /d istr. 1 85  323 236 076 80 600 97 600

ExxonMobil  Corp. US Petroleum  expl . /ref. /distr. 1 74 726 242  082 50 904 80 800

Toyota  Motor 
Corporation

Japan Motor vehicles 1 53  406 284 722 1 21  775 31 6 1 21

Tota l France Petroleum expl . /ref. /distr. 1 43  81 4 1 67 1 44 59  1 46 96 442

Electrici t De France France Electrici ty,  gas,  and  water 1 28 971 274 031 1 6 971 1 54 033

Source:  UNCTAD World  Investment Report 2009,  Annex Table A.1 .9

Table 31 .1  The worlds top 8  non-financia l  MNCs,  ranked  by foreign  assets,  2007 

(Mil l ions of dol lars and  number of employees)

There  was  a  rapid increase  in flows of FDI in the  1 990s,  a  sign of the  

significant role  that FDI has  played in the  integration of the  worlds  

economies  and globalization.  There  was  a  sharp  fall in global FDI 

1  UNCTAD, World  Investment Report 2009,  Overview,  page XXI
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flows in 2001 ,  followed by three  years  of continuous 

drops,  but it rebounded again in 2004,  largely due  to  a  

strong increase  in flows to  developing countries.  In 2008,  

the  share  of FDI flows to  developing countries  was 

28.7%  of all global inflows,  up  from 21 .3%  in 1 999.  

China received 8.2%  of all FDI inflows,  while  Africa,  as  a  

whole,  received only 3 .4% .  The  United S tates  is  the  

largest recipient of FDI ( 1 5 .3%  of all inflows) ,  followed 

by China ( including Hong Kong) ,  France,  and then the  

United Kingdom.2 Following the  world financial crisis  

there  was a  fall of FDI in 2009  to  all areas.  However,  it is  

expected to  begin to  grow again as  the  201 0s  proceed.

MNCs are  attracted to  developing countries  for a  number of reasons:

 The countries  may be  rich in natural resources,  such as  oil and 

minerals.  MNCs have  the  technology and expertise  to  extract such 

resources.  For example,  the  top  recipients  in Africa are  those  

countries  with valuable  natural resources:  Angola,  Equatorial 

Guinea,  Nigeria,  and Sudan.  

 Some developing countries,  such as  B razil,  China,  and India,  

represent huge  and growing markets.  If MNCs are  located directly 

in the  markets  then they have  much better access  to  the  large  

number of potential consumers.  With growing incomes,  demand 

for all sorts  of consumer goods is  rising and MNCs wish to  be  there  

to  satisfy the  demand.

 The costs  of labour are  much lower than in more  developed 

countries.  Lower costs  of production allow firms to  sell their final 

products  at lower prices  and make higher profits.

 In many developing countries  government regulations are  much 

less  severe  than those  in developed countries.  This  makes  it easier 

for companies  to  set up,  but,  more  significantly,  it can greatly 

reduce  costs  of production.  Additionally,  many developing country 

governments  offer tax concessions to  attract foreign direct 

investment.  Over the  last fifteen years  many countries,  both 

developed and developing,  have  adopted policies  that have  been 

more  and more  favourable  to  foreign direct investment.  In 2004,  

for example,  more  than 20  countries  lowered their corporate  tax 

rates  in order to  try to  attract more  FDI.  

We should now consider the  possible  advantages  and disadvantages  

that may arise  for developing countries  from receiving FDI from 

MNCs:

Possible advantages associated with FDI
 As we know from macroeconomics,  a  necessary condition for 

growth is  increased savings  and developing countries  tend to  

suffer from a savings  gap.  FDI helps  to  fill that savings  gap  and 

thus  may lead to  economic growth.

 MNCs will provide  employment in the  country and,  in many 

cases,  may also  provide  education and training.  This  may improve  

the  skill levels  of the  work force  and also  the  managerial 

capabilities.  

2  ibid,  Annex Table B2
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 MNCs allow developing countries  greater access  to  research and 

development,  technology,  and marketing expertise  and these  can 

enhance  their industrialization.

 Increased employment and earnings may have  a  multiplier effect 

on the  host economy,  stimulating growth.

 The host government may gain tax revenue from the  profits  of the  

MNC ,  which can then be  used to  gain more  growth by investing 

in infrastructure,  or to  improve  public services  such as  health and 

education to  promote  economic development.

 If MNCs buy existing companies  in developing countries,  then 

they are  injecting foreign capital and increasing the  aggregate  

demand.

 In some cases,  MNCs may improve  the  infrastructure  of the  

economy,  both physical and financial,  or they may act as  a  spur 

for governments  to  do  so,  in order to  attract them.

 The existence  of MNCs in a  country may provide  more  choice  and 

lower prices  for consumers.  They may be  able  to  provide  essential 

goods  that are  not available  domestically.

 MNC  activities  along with liberalized trade  can lead to  a  more  

efficient allocation of world resources.

It is  clear that there  are  vast gains  to  be  made  from FDI.  This  can be  

clearly shown using China as  an example.  Although it  is  difficult to  

isolate  FDI in terms  of its  effect on Chinas  economic growth,  it  is  

reasonable  to  assume that it  has  played a  significant role.  S ince  

1 978,  China has  actively tried to  attract foreign investment as  a  way 

to  stimulate  economic growth.  A significant proportion of Chinas  

exports  are  produced by foreign firms.  Through j oint ventures  with 

foreign firms,  Chinese  firms  have  grown rapidly and successfully 

and China itself is  now the  source  of a  large  outflow of foreign 

direct investment.  As  China grows,  so  does  its  demand for raw 

materials  and much of Chinese  FDI abroad is  its  investment in 

natural resources.  

Possible disadvantages associated with FDI
 Although MNCs do  provide  employment,  it is  argued that they 

often bring in their own management teams,  simply using 

inexpensive  low skilled workers  for basic production,  and 

providing no  education or training.  This  also  limits  the  ability of 

host countries  to  acquire  new technologies.

 In some cases  it is  argued that MNCs have  too  much power,  

because  of their size,  and so  gain large  tax advantages  or even 

subsidies,  reducing potential government income in developing 

countries.  Along the  same lines,  it is  argued that MNCs have  too  

much power internationally.  Their incomes and size  allow them to  

exert too  much influence  on policy decisions  taken in institutions  

such as  the  WTO.

 MNCs practise  transfer pricing,  where  they sell goods  and services  

from one  division of the  company to  another division of the  

company in a  separate  country,  in order to  take  advantage  of 

different tax rates  on corporate  profits.  In this  way,  developing 

countries  with low tax rates  to  encourage  MNCs to  invest reap  

little  tax reward and  developed countries  also  lose  out on potential 



31    Foreign  d irect investment and  economic development

381

4
 D

e
ve

lo
p
m

e
n
t E

co
n
o
m

ics

tax revenue.  Given that approximately one-third of all 

international trade  is  made up  of sales  from one  branch of a  firm 

to  another firm,  this  represents  a  potentially large  loss  of revenue 

to  governments.  Governments  have  rules  to  prevent firms from 

abusing their ability to  use  transfer pricing to  minimize  their tax 

payments,  but these  are  difficult to  monitor and enforce,  

particularly for developing country governments.

 It is  argued that MNCs situate  themselves  in countries  where  

legislation on pollution is  not effective  and thus  they are  able  to  

reduce  their private  costs  while  creating external costs.  Whilst this  

is  good for the  MNC  it is  obviously damaging for the  environment 

of the  host country.  In the  same way MNCs may set up  in 

countries  where  labour laws are  weak,  or almost non-existent,  

allowing the  exploitation of local workers  in terms of both low 

wage  levels  and poor working conditions.

 It is  argued that MNCs may enter a  country in order to  extract 

particular resources,  such as  metals  or stones,  then strip  those  

resources  and leave.  There  may be  significant unrest as  host 

country nationals  see  that the  profits  from their resources  are  

being sent out of the  country to  foreigners.

 Economists  have  argued that MNCs may use  capital- intensive  

production methods  to  make use  of abundant natural resources.  

This  will not greatly improve  levels  of employment in the  country.  

It is  argued that the  MNCs should use  appropriate technology,  where  

production methods  are  aligned to  the  resources  available.  S ince  

developing countries  usually have  a  large  supply of cheap  labour,  

the  argument is  that labour- intensive  production methods  would 

be  more  appropriate.

 In most cases,  where  MNCs buy domestic firms,  the  owners  of the  

firms being bought are  paid in shares  ( stocks)  from the  MNC.  This  

means that it is  likely that the  actual money will never be  used in 

the  developing countrys  economy.

 MNCs may repatriate  their profits,  which means that they transfer 

their profits  out of the country back to  the MNCs country of origin.

Whilst most would agree  that FDI is  a  positive  factor for current 

economic growth,  the  main concerns  relate  to  the  possible  negative  

effects  of MNCs on sustainable  economic development.  The  extent to  

which FDI is  able  to  contribute  to  this  development very much 

depends  on the  type  of investment and the  ability of the  host country 

governments  to  appropriately regulate  the  behaviour of the  MNCs 

and use  the  benefits  of the  investment to  achieve  development 

objectives.  

There  have  always  been concerns  related to  MNC  activity,  such as  the  

possible  exploitation of workers,  the  use  of child labour,  the  inability 

of workers  to  form unions  and business  practices  that cause  

immediate  or future  environmental damage.  With the  increasingly 

fast flow of information through the  media and the  internet and 

strong public interest groups  acting globally,  it is  becoming difficult 

for MNCs to  conceal activities  that may contribute  to  these  problems.  

They do  not want to  be  perceived as  being a  cause  of problems and 

are  keen to  promote  their image  in positive  ways.  As  a  result,  firms 
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Theory of Knowledge

Read  the  fo l lowing a rticle  and  an swer the  questions  th a t fo l low.

are  more  and more  likely to  develop  and publicize  a  set of policies  to  

show that they are  acting responsibly and ethically and doing their 

bit  to  promote  sustainable  development.  As  discussed earlier in this  

companion,  this  is  known as  Corporate  Social Responsibility (CSR) .  

Companies  publish and promote  their CSR policies  through their 

annual reports,  websites  and advertising.  The  policies  outline  the  

firms  commitment to  support human rights,  employee  rights,  

environmental protection,  sustainable  development and community 

involvement.  The  extent to  which such policies  are  consistently 

followed and the  extent of their actual effect on workers,  the  

workers  communities  and the  environment is  uncertain,  but it is  

usually regarded as  a  step  in the  right direction!

Dhaka garment workers in violent protests 
over low pay

Thousands of garment workers 

rioted in central Dhaka today after 

protests against low pay turned 

violent.  The protesters overturned 

vehicles,  burned tyres,  smashed 

shop windows,  and blocked traffic in 

the Bangladeshi capitals Mahakhali 

and Gulshan districts.  Several people 

were injured with scores detained.

The protests were prompted by 

a government announcement 

that monthly minimum wages for 

the countrys millions of garment 

workers would rise by about 

80%.  Union leaders say the raise 

is  inadequate and does not match 

the high cost of living.  We cant 

accept this raise,  said Moshrefa 

Mishu,  leader of the Garments 

Workers Unity Forum.  This is  

still very poor compared with the 

high cost of living.  Its  a betrayal.

Major high street retailers 

including Wal-Mart,  Tesco,  H&M,  

Zara,  Carrefour,  Gap,  Metro,  

JCPenney,  Marks & Spencer,  

Kohls,  and Levi Strauss all import 

clothes in bulk from Bangladesh,  

which has some of the lowest 

labour costs in the world.

Although workers and labour 

rights groups had pressed for a 

monthly wage of 5 ,000 takas 

(46) ,  the new official minimum 

wage has been set at 3 ,000 takas a 

month.  The previous monthly 

wage was set at 1 ,662  takas.

We have tried our best to meet 

the demands of the workers, said 

labour minister Khandaker 

Mosharraf Hossain,  when 

announcing the new wages after 

months of talks with factory owners.

Bangladeshs garment exports,  

mainly to the US  and Europe,  

earn more than $12bn (7.6bn)  a 

year,  nearly 80%  of the countrys 

export income.  The country has 

more than 4,000 factories 

employing between two and three 

million workers.  Most of these are 

women,  with many working in 

hazardous conditions.

A report released last month by 

the International Trade Union 

Confederation (ITUC)  in Vienna 

said that Bangladeshi garment 

workers were the worlds most 

poorly paid,  and that their 

exploitation was on the rise.

The report cited a survey by 

the Bangladesh Factory 

Inspection Department,  which 

showed that almost 1 5%  of 

employers did not pay their 

workers on time.  Many other 

factory owners did not pay 

overtime,  while several continued 

to pay less than the minimum 

wage.  Mohammad Sohel,  21 ,  a 

worker from Tejgaon,  said:  I 

have been in service for the past 

eight years and have never 

protested before,  despite the 

difficulties in living with such low 

pay.  My pay is  only 3 ,500 takas 

and my rent is  2 ,300 takas.  What 

do I have after paying for 

somewhere to live?

Campaigners in the UK 

calculated a living wage in 

Bangladesh at 98 a month.  They 

claim western retailers could pay 

increased wages without raising 

prices.  This would allow workers 

and their families to afford 

nutritious food,  an education,  and 

healthcare,  said Dominic 

Eagleton of ActionAid.

The extra amounts needed  

are tinyjust 6p on a T-shirt,   

or 1 2p on a pair of jeans from 

Bangladesh.  Retailers can afford 

to pay a living wage without 

hiking prices in shops.

The manufacturers say they are 

being squeezed by a slump in prices 

on the international market 

because of the global economic 

crisis.  This,  combined with higher 

Student workpoint 31.1
Be an  inquirer

Research  and  write  a  brief report 

expla in ing the CSR policies of any 

multinationa l  company with  

respect to  its  work in  a  developing 

country.  Th is is  easi ly done by 

going to  the homepage of the  

company.  Warn ingyou  wil l  

obviously be getting a  one-sided  

view of their efforts!
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Mu ltinationa l  compan ies  such  as  the  ones mentioned  in  the  text do  not necessari ly have their own  production  un its  in  

other countries,  but they buy from  manufacturers  who produce goods for them ,  such  as  in  Bangladesh .  Clearly,  i f a  

company can  buy from  a  manufacturer in  Bangladesh ,  with  some of the  lowest costs  in  the  world,  then  i t can  sel l  i ts  

products  a t lower prices  in  their own  shops and  ga in  h igher profits.  

Accord ing to  the  a rticle,  the  government has  announced  an  80% increase in  wages,  wh ich  sounds  l ike  a  huge increase.  

Why have there been  violent riots  in  response? Shou ld  we be concerned  about th is  issue when  we buy clothes tha t 

have been  made in  Bangladesh  or other low wage countries? What a re  the  eth ica l  issues that may be considered  when  

ana lysing th is  issue?

Student workpoint 31.2
Read  the  fo l lowing a rticle  and  answer the  questions  th a t fo l low.

1  Using an  appropria te  d iagram ,  exp la in  how the  un rest in  N igeria  i s  con tribu ting to  h igher o i l  p rices.

2  Using the  text and  you r knowledge  of econom ics,  eva lua te  the  effects  of Shel l s  in vestmen t in  N igeria .

production costs due to an energy 

crisis and poor infrastructure,  are 

pushing them to the edge,  they say.

Abdus Salam Murshedy,  former 

president of Bangladesh Garment 

Manufacturers and Exporters 

Association,  said many factory 

owners would be forced to close.  

The import cost of cotton and 

other raw materials have 

increased,  he added.

The garment industry accounts 

for about 40%  of Bangladeshs 

total industrial workforce.  Low 

levels  of unionization and 

organization have meant protests 

are chaotic and difficult for the 

police to predict and break up.  

Raids by protesters on well-

known factories  are frequent 

occurrences.  Owners have hired 

their own gangs to protect their 

production lines.

In June,  about 700 garment 

factories in a major industrial hub 

near Dhaka were shut for two 

days,  after violent protests by tens 

of thousands of workers.  Local 

journalists said the protests were 

expected to continue.

Source:  The Guardian ,  Ju ly 30th,  201 0.

Shell told to pay Nigerias Ijaw

A Nigerian court has ordered oil 

giant Shell and its partners to pay 

$1 .5bn to the Ijaw people of the 

Delta region.

The Ijaw have been fighting 

since 2000 for compensation for 

environmental degradation in the 

oil-rich region.  They took the case 

to court after Shell refused to 

make the payment ordered by 

Nigerias parliament.  Ijaw 

militants have staged a spate of 

attacks against Shell facilities 

recently and are holding seven 

foreign oil workers hostage.

Following the violence,  Shell

the biggest oil producer in 

Nigeriahas halved its output 

from the country.  The unrest is  

contributing to rising oil prices.

Shell says it believes there is  no 

evidence to support the claim,  and 

will appeal against the ruling.  A 

statement said:  We remain 

committed to dialogue with the 

Ijaw people.

Lawyers for the Shell 

Petroleum Development 

Company argued in the federal 

court in Port Harcourt that the 

joint committee of the National 

Assembly that made the order in 

2000 did not have the power to 

compel the oil company to make 

the payment.  But Judge 

Okechukwu Okeke ruled that,  

since both sides had agreed to go 

before the National Assembly,  the 

order was binding on both sides.

Ijaw community leader Ngo 

Nac-Eteli said that if Shell wanted 

to buy time by taking the case to 

the appeal court,  the company 

would not be allowed to operate 

on Ijaw land until the case was 

settled.  He did not elaborate on 

how the community would stop 

Shells operations.

A local report in Port Harcourt 

says the case has the support both 

of community elders and the 

militant groups that have been 

attacking oil installations in the 

Delta region.

He warns that even if the 

money is paid,  the region would 

not necessarily be pacified unless 

the various groups were happy 

with how it was distributed.

Nigeria is  one of the worlds 

biggest oil exporters but despite its 

oil wealth,  many Nigerians live in 

abject poverty.

Source: Adapted  from BBC NEWS:  
Publ ished:  2006/02/24 20:07:43  GMT
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Assessment advice:

The  questions  a sked  on  you r da ta  response  paper wi l l  i nevi tab ly cross  over 

severa l  syl labus  sections,  a s  shown  in  the  da ta  response  above.  Th is  emphasises  

the  in terconnectedness  of econom ics  top ics  (and  how in teresting econom ics  

can  be!)

  Data response exerciseData response exercise

Indias strong rupee

India with a fixed 

exchange rate

Until the 1 980s,  the Indian 

government did not make 

exports a priority.  The 

government aimed for self-

sufficiency through import 

substitution,  including tariff 

protection.  Foreign trade was 

subject to strict government 

controls,  which included direct 

control over exports and imports 

and capital flows,  and a fixed 

exchange rate.  The result,  

unfortunately for India,  was a 

worsening balance of trade that 

resulted in record current 

account deficits.  In 1 993,  India 

began moving toward a floating 

exchange rate.

India now with a floating 

exchange rate

The Indian rupee appreciated 

nearly 1 0%  in the first half of 

2006,  creating a problem for 

Indian policy-makers.  The main 

reason for the rupee' s 

appreciation since 2005  has been 

the increase of money flows into 

India;  a major factor being 

increased foreign direct 

investment.

The impact of these money 

flows has been to add to India' s 

economic growth,  which has 

created a large domestic market 

that offers more opportunities for 

employment.  Despite these 

positive developments,  exporters,  

who are benefiting from India' s 

growth,  are increasingly 

concerned as their goods are 

becoming less competitive due to 

the appreciation.

Key Indian statistics:

2005 2006

Real GDP 

growth (%)

8.5 9.2

Inflation (%) 4.2 6.2

Interest rate 

(short-term rate)

5.23 5.72

Current account 

balance (% of GDP)
0.9  1 .6
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Aid?

Aid,  or foreign aid,  is  defined as any assistance that is  given to  a country 

that would not have been provided through normal market forces.  Aid 

may be provided to developing countries for a number of reasons:

 to  help  people  who have  experienced some form of natural 

disaster or war

 to  help  developing countries  to  achieve  economic development

 to  create  or strengthen political or strategic alliances

 to  fill the  savings  gap  that exists  in developing economies  and so  

encourage  investment

 to  improve  the  quality of the  human resources  in a  developing 

country

 to  improve  levels  of technology

 to  fund specific development projects.

There  are  many ways  to  categorize  aid,  although we must 

immediately distinguish between official development assistance  

(ODA) ,  which is  aid that is  organized by a  government or an official 

government agency of a  donor country,  and unofficial aid,  which is  

organized by a  non-government organisation (NGO)  such as  Oxfam.  

We will adopt two main headings  to  attempt to  classify aid,  

humanitarian aid and development aid.  You will soon discover that 

there  are  types  of aid that come under both headings.

Humanitarian aid

Humanitarian aid is  aid given to  alleviate  short- term suffering,  which 

may be  caused by such events  as  droughts,  wars,  or natural disasters.  

It can take  a  number of forms and usually comes under the  heading 

of grant aid,  which is  short- term aid provided as  a  gift and does  not 

have  to  be  repaid.

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 define  officia l  developmen t a ssistance  (ODA)

 define,  exp la in ,  a nd  give  examples  of d i fferen t types  of a id

 d istingu ish  between  human i ta rian  and  developmen t a id

 expla in  the  motiva tions  for g iving a id

 expla in ,  g ive  examples  of,  a nd  eva lua te  concerns  abou t a id

 eva lua te  the  effectiveness  of a id  in  con tribu ting to  econom ic 

development

 compare  and  con tra st the  ro les  of a id  and  trade  in  a ch ieving 

econom ic development

 expla in  the  ro le  of NGOs in  the  development process

 expla in  the  cu rren t ro les  of the  World  Bank G roup  and  the  

In terna tiona l  Moneta ry Fund  in  promoting development

 expla in ,  g ive  examples  of,  a nd  eva lua te  the  problems  of 

indebtedness  in  develop ing coun tries.
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The three  main forms of grant aid are:

 food aid:  the  provision of food from donor countries  or money to  

pay for food,  which also  includes  money given for the  transport,  

storage,  and distribution of food

 medical aid:  the provision of medical services and provisions from 

donor countries,  as  well as  money to  facilitate  medical services

 emergency aid:  the  provision of emergency supplies,  including 

temporary shelters,  tents,  clothing,  fuel,  heating,  and lighting.

All of the  above  forms of grant aid may be  classified as  ODA or 

unofficial aid,  depending upon their origin.

Development aid
Development aid is  aid given in order to  alleviate  poverty in the  long 

run and improve  the  welfare  of individuals.  Development aid is  often 

referred to  specifically as  Official Development Assistance  (ODA) .  

This  is  aid provided by governments  on concessional terms,  

sometimes  as  simple  donations.  It may be  provided by individual 

countries,  through their official aid agencies,  or through multilateral 

organizations,  such as  the  many branches  of the  United Nations.

Source:  OECD  DAC:  www.oecd.org/dac/stats

Figure 32.1  ODA statistics for 2007/2008

Educa tion ,  H ea l th ,  &  Popu la tion

Production

Debt Rel ief

Other Socia l  I n fra structu re

Mu ltisector

Human ita rian  Aid

Econom ic In frastructu re

Programme Assistance

Unspecified

0% 1 0% 20% 30% 40% 50% 60% 70% 80% 90% 1 00%

By Sector

By Region  (US$  m )

Top  Ten  Recipients  of Gross

ODA (US$  m i l l ion)

Sub-Saha ran
Africa
Sou th  and  Cen tra l
Asia
Other Asia  and
Ocean ia
M idd le  East and
North  Africa
La tin  America  and
Caribbean
Europe

Unspecified

9 ,462

3 ,475

2 ,601

2 ,543

2 ,263

1 ,745

1 ,743

1 ,603

1 ,551

1 ,396

  1   I raq  
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  3   Ch in a

  4   I ndonesia

  5   I nd ia

  6   Viet N am

  7   Sudan

  8   Tanzan ia

  9   E th iop ia

1 0   Cameroon

22%

31 %

43%

Top  5  recip ien ts

Top  1 0  recip ien ts

Top  20  recip ien ts

LCDs

Other Low-In come

Lower M idd le-
In come
Upper M idd le-
In come
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Clockwise  from  topBy Income Group  (US$  m )

Net ODA       2007   2008   2007/08

Change

Curren t (U S$  m )   1 03  485  1 21  483  1 7.4%

Constan t (2007  U S$  m )  1 03  485  1 1 5  632  1 1 .7%

ODA/GN I    0 .28%  0 .3 1 %

Bi la tera l  sh a re   70%  71 %

TOTAL DAC COUNTRIES Gross  B ilaterel ODA ,  2007_08  average ,  un less  o therwise  shown

24  366

6 ,21 7

22  81 9

7,1 40
32  291

1 8  940 24  384

3 ,056

7,3 1 7

1 5  848
1 1  81 8

1 1  478Memo:  Sha re  of gross  b i la tera l  ODA
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The OECDs  Development Assistance  Committee  (DAC)  defines  

ODA as:

 flows to  developing countries  and multilateral institutions  provided 

by official agencies,  including state  and local governments,  or by 

their executive  agencies,  each transaction of which meets  the  

following tests:

 it is  administered with the  promotion of the  economic 

development and welfare  of developing countries  as  its  main 

objective,  and

 it is  concessional in character and contains  a  grant element of at 

least 25%  (calculated at a  rate  of discount of 1 0% ) .

Figure  32 .1  shows ODA figures  for the  22  developed countries  that 

are  members  of the  DAC  over the  years  2007  and 2008,  the  main 

recipients  of this  aid,  and the  uses  to  which the  money was  put.

In 1 970,  the  United Nations  General Assembly adopted a  resolution 

agreeing that the  developed nations  would aim to  spend 0 .7%  of 

their national incomes  on ODA.  In 2008,  38  years  later,  many 

countries  are  still  far from this  target,  as  is  shown in Table  32 .1 .

Net Ofcial  Development Assistance in 2008

Country 2008 2007 % change 2007 to 
2008 in real termsaODA (US$m) current ODA/GNI % ODA (US$m) current ODA/GNI %

Austra l ia 2,954 0.32  2,669  0.32  6.2  

Austria 1 ,71 4 0.43  1 ,808  0.50 1 2.4 

Belgium 2,386 0.48  1 ,951 0.43  1 3 .7  

Canada 4,785  0.32  4,080 0.29  1 3 .6  

Denmark 2,803  0.82  2,562 0.81  0.4 

Fin land 1 ,1 66 0.44 981 0.39  9.2  

France 1 0 908 0.39  9,884 0.38 2.4 

Germany 1 3  981 0.38  1 2  291 0.37 6.3  

Greece 703 0.21  501 0.1 6 28.8  

I reland 1 ,328 0.59  1 ,1 92 0.55  6.7  

I ta ly 4,861 0.22 3,971 0.1 9  11 .8  

Japan 9,579 0.1 9  7,679  0.1 7  1 0.7  

Luxembourg 41 5 0.97 376 0.92  3 .3  

Netherlands 6,993 0.80 6,224 0.81  4.8  

New Zealand 348 0.30 320 0.27 11 .5  

Norway 3,963 0.88 3 ,728 0.95  2.5

Portugal 620 0.27 471 0.22 22.4

Spain  6,867 0.45 5,1 40 0.37 22.6

Sweden 4,732 0.98 4,339 0.93 3 .9

Switzerland 2,038 0.42  1 ,685 0.38 7.6

United  Kingdom 11  500 0.43 9,849 0.35 25.0

United  States 26 842 0.1 9 21  787 0.1 6 20.5

Total  DAC 1 21  483 0.31 1 03 485 0.28
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Average effort 0.48 0.45

EU  countries 70 974 0.43 61  538 0.39 9.9

G7 countries 82  455 0.26 69 539 0.23 1 4.1

Non-G7 countries 39  029 0.54 33  946 0.52 6.9

a  Taking account of both  inflation  and  exchange rate movements

Source:  Development Co-operation  Report 201 0OECD

Table 32.1  Net ODA figures for selected  countries,  2008

Types of development aid
 Long-term  loans:  These  are  loans  that are  usually repayable  by the  

developing country over a  period of 1 0  to  20  years.  The  loans  are  

known as  concessional loans  or soft loans,  which are  sometimes  

repayable  in foreign currency,  sometimes  in the  local currency,  

and sometimes  in a  mixture  of both.  The  developing countries  

would prefer loans  that are  repayable  in  their own currency,  

since  they would not then have  to  use  valuable,  and scarce,  

foreign currency.  They tend to  have  very low rates  of interest 

and to  be  repayable  over a  longer period of time  than a  standard 

commercial loan.  These  loans  may come via  official aid or  

non-official aid.

 Tied aid:  This  is  grants  or loans  that are  given to  a  developing 

country,  but only on the  condition that the  funds  are  used to  

buy goods  and services  from the  donor country.

 Project aid:  This  is  money given for a  specific project in a  country 

and is  often given in the  form of grant aid that requires  no  

repayment.  The  projects  are  often to  improve  infrastructure.  One 

of the  main suppliers  of project aid to  developing countries  is  the  

World Bank ( see  box later in this  chapter) .

 Technical assistance aid:  This  is  sometimes included in project aid.  

There  tend to  be  two aims.  The  first is  to  raise  the  level of 

technology in developing countries  by bringing in foreign 

technology and technicians  who can instruct on its  use.  The  

second is  to  raise  the  quality of human capital by the  provision of 

training facilities  and expert guidance.  Foreign scholarships  are  

also  sometimes provided so  that managers  and technicians  can 

study abroad.

 Commodity aid:  This  is  grant aid given by countries  to  increase  

productivity in developing economies.  It provides  funds  to  

purchase  commodities  including consumer items,  intermediate  

Student workpoint 32.1
Be a  th inker

1  Wh ich  coun tries  met the  U N  a id  ta rget in  2008?

2   Wh ich  th ree  coun tries  gave  the  l a rgest amoun t of a id  re la tive   

to  thei r GDP?

3   Wh ich  th ree  coun tries  gave  the  least amoun t of a id  re la tive  to   

thei r GDP?



32    Aid ,  debt,  and  economic development

389

4
 D

e
ve

lo
p
m
e
n
t E

co
n
o
m
ics

inputs  and industrial raw materials.  For example,  approximately 

25%  of the  aid commitments  to  Bangladesh take  this  form,  and 

provide  necessary commodities  such as  edible  oils,  seeds,  fertilizer,  

chemicals,  cement,  steel,  pumps,  and other equipment.

Most forms of development aid can be  official or unofficial.  In 

addition,  there  are  two further ways  of classifying official aid.

 Bilateral aid:  This  is  aid that is  given directly from one  country 

to  another.

 Multilateral aid:  This  is  aid that is  given by rich countries  to  

international aid agencies,  such as  the  World Bank Groups  

International Bank for Reconstruction and Development,  the  

United Nations  Childrens  Fund,  and the  International Monetary 

Fund.  It is  then up  to  the  agencies  to  decide  where  the  aid is  most 

needed and will be  most effectively used.

The World Bank Group
The  World  Bank G roup  i s  a  co l lection  of five  ind ividua l  

organ iza tions.  The  World  Bank was  estab l ished  fo l lowing 

the  Bretton  Woods  Agreements  in  1 945 .  The  m a in  a im s 

of the  group  a re  to  provide  a id  and  advice  to  develop ing 

coun tries,  a s  wel l  a s  reducing poverty levels  and  

encouraging and  sa fegua rd ing in terna tiona l  in vestmen t.  

The  overa rch ing a im  of the  group  i s  to  promote  

econom ic development.  The  five  organ iza tions  th a t 

m ake  up  the  World  Bank G roup  a re  a s  fo l lows.

The International  Bank for Reconstruction and  
Development (IBRD)

Founded  in  1 945 ,  the  I BRD  gran ts  loans  to  develop ing 

coun tries .  The  funds  for these  loans  a re  genera ted  by 

the  i ssue  o f World  Bank bonds  in  globa l  cap i ta l  m a rkets .  

Repaymen t of the  bonds  i s  gua ran teed  by the  m ember 

sta tes  and  by th e  governmen t of the  borrowing coun try.  

Becau se  of th i s  th e  bonds  a re  seen  a s  very sa fe  and  

the  I BRD  i s  a b le  to  get the  funds  a t re la tive ly low 

in terest ra tes.  Thu s  the  I BRD  can  lend  to  develop ing 

coun tries  a t ra tes  th a t a re  be low the  ra tes  th a t the  

coun tries  wou ld  h ave  to  pay i f th ey borrowed  the  

money themselves.

The  l oa n s  a re  u su a l l y  g i ven  to  su pport speci fi c 

p ro jects  th a t  a re  a im ed  to  p romote  econom ic 

d eve lopmen t.  P ro jects  m ay i n cl u de  th e  p rovi s i on  o f 

ed u ca tion ,  im provemen ts  i n  h ea l th  ca re ,  

im provemen ts  i n  a gri cu l tu re ,  th e  redu ction  o f 

po l l u ti on ,  o r  th e  im provemen t o f a  cou n trys  

i n fra s tru ctu re .  Loan s  a re  o ften  cond i ti on a l ,  wh i ch  

m ean s  th a t  th e  recip ien t coun try  m ay h a ve  to  a gree  

to  fo l l ow  certa in  po l i cy  ch a nges  i f  i t  i s  to  rece i ve  th e  

l oa n .  Fo r examp le ,  a  l oa n  to  im prove  a gri cu l tu ra l  

p rodu cti vi ty  m ay be  ti ed  to  a  gu a ra n tee  to  m on i to r 

a n d  redu ce  en vi ronm en ta l  po l l u tion .

The International  Finance Corporation (IFC)

Founded  in  1 956,  the  I FC a ims to  promote  priva te  sector 

investment in  developing countries,  a s  opposed  to  publ ic 

sector investment.  I FC lends  i ts  own ,  and  borrowed ,  funds 

to  priva te  customers  to  finance  projects  in  developing 

countries.  I t i s  a  profi t-making in sti tu tion  and  has  never 

made a  loss.  The  projects  funded  must be  expected  to  

have  positive  ou tcomes in  terms of econom ic 

development.  The  I FC is  a lso  involved  in  giving techn ica l  

assistance,  both  to  compan ies  and  to  governments.

The International Development Association (IDA)

Founded  in  1 960,  the  IDA g ives  in terest-free  loans,  wi th  

repaymen t periods  of up  to  30  yea rs,  to  the  poorest of 

the  develop ing coun tries.  The  lend ing i s  funded  by 

con tribu tions  from  member coun tries,  and  voting righ ts  

a re  based  upon  the  s ize  of each  coun trys  con tribu tions,  

wh ich  h as  caused  some concern .

The Multilateral  Investment Guarantee  
Agency (M IGA)

Founded  in  1 988 ,  M IGA promotes  fore ign  d i rect 

in vestmen t in  developing coun tries  by se l l ing po l i tica l  

ri sk in su rance  to  M NCs.  Th is  covers  wa r,  terrorism ,  the  

con fisca tion  of a ssets  by the  governmen t,  and  the  

freezing of funds  wi th in  a  coun try.  M IGA i s  funded  by 

the  World  Bank G roup  and  i ts  member coun tries.

The International  Centre for Settlement of 
Investment Disputes (ICSID)

Founded  in  1 966 ,  ICS ID  fa ci l i ta tes  the  settlemen t of 

in vestmen t d ispu tes  between  member coun tries  and  

ind ividua l  in terna tiona l  in vestors.  Over 1 50  coun tries  a re  

now members  of the  ICS ID .
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Student workpoint 32.2
Be an  inquirer

I n  the  I B  Econom ics  cou rse,  you  a re  a sked  to  compare  

and  con trast the  exten t,  n a tu re,  a nd  sou rces  of ODA to  

two  econom ica l ly less  developed  coun tries.

You  shou ld :

1  Select two  coun tries  wi th  H D I  index va lues  below 

0 .500.

2  Go  to  the  websi te  www.oecd .org/.

3  Search  for Aid  sta tistics ,  recip ien t a id  cha rts  (a lso  

under Aid  a t a  G lance,  by recip ien t) .

4  Select each  of the  coun tries  you  h ave  chosen  and  

open  the  Aid  a t a  glance  cha rt  for each  coun try.

5  Now wri te  a  report,  m a ximum  500  words,  where  you  

compare  and  con trast the  amount of a id  received ,  

the  types  of a id  received ,  the  sources  of the  a id ,  and  

what the  a id  i s  u sed  for,  for each  of the  countries.

Concerns about aid

While  it is  generally agreed that humanitarian aid is  a  necessary and 

important contribution at times  of short-term suffering,  much 

research suggests  that there  appears  to  be  no  significant correlation 

between the  level of aid given to  a  developing country and the  

growth of GDP.  There  are  a  number of concerns associated with aid 

as  a  means  of reducing poverty.

In many developing countries  the  government in power may not 

necessarily have  the  welfare  of the  majority of the  population at 

heart.  This  means that when aid is  received it often goes  to  a  small 

sector of the  population when in many cases  these  are  relatively 

wealthy city dwellers.  Where  there  is  extreme corruption aid often 

leaves  the  country almost as  soon as  it has  come in.

To  help  you ,  the  Aid  a t a  glance  ch a rt for Ben in  i s  g iven  below:

Receipts        2006  2007   2008

Net ODA (U S$  m i l l ion )   374  474  641

Bi la tera l  sha re  (gross  ODA)  61 %  51 %  48%

Net ODA/GN I    8 .1 %  8 .7%  9 .6%

Net Priva te  flows  (U S$  m i l l ion )  1 5  35  4

Benin

Educa tion

Production

Human ita rian  Aid

Econom ic In frastructu re  &  Services

Action  re la ting to  Debt

0% 1 0% 20% 30% 40% 50% 60% 70% 80% 90% 1 00%

Hea lth  &  Popu la tion

Mu ltisector

Other &  U na l loca ted/Unspecified

(US$  m )

Top  Ten  Donors of gross

ODA (200708  average)

1 05

78

72

46

41

38

35

30

1 9

1 7

  1   EC  

  2   I DA

  3   France

  4   Denmark

  5   AfDF

  6   G ermany

  7   N etherlands

  8   U n i ted  S ta tes

  9   Be lgium

1 0   Arab  agencies

Bilatera l  ODA by Sector (200708)

Other Socia l  Sectors

Programme Assistance

For reference        2006  2007   2008

Popu la tion  (m i l l ion )   8 .1  8 .4  8 .7

GN I  per cap ita  (Atla s  U S$ )  570  61 0  690

Sources:  OECD,  World  Bank www.oecd.org/dac/stats

Tota l  ODA receipts  a re  in  the  top  left tab le,  a s  i s  the  percen tage  of b i l a tera l  a id .  The  a id  sou rces  a re  in  the  

top  righ t box.  The  u ses/ta rgets  of the  a id  a re  given  in  the  bottom  boxes.
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Aid is  sometimes given for political reasons rather than being given to  

countries  where  the  need is  greatest.  It is  argued that the  developed 

countries  tend to  give  aid to  those  countries  that are  of political or 

economic interest to  them.  One result of this  is  that the  poorest 

people  in the  world actually receive  less  aid than people  in middle-

income countries.  For example,  Japan has  often been accused of 

using huge  aid packages  to  influence  members  of the  International 

Whaling Commission ( IWC) .  It gave  61 7  million yen (US  $8.7m)  to  

S t Kitts  and Nevis,  the  host of the  2006  IWC  conference.  It also  gave  

approximately US$1 7  million to  Nicaragua.  Both countries  voted 

with Japan to  try to  end the  20-year ban on commercial whaling.

It is  generally agreed that tied aid is  not as  effective  as  untied aid.  First,  

the  developing country is  not able  to  look for the  least expensive  

goods or services but has  to  buy from the donor country,  which may 

be  more expensive.  Second,  it creates  no employment or extra output 

in the developing country,  since  no  expenditure  takes place  there.  The 

imports  may also  replace  domestic products,  which may further harm 

domestic industries.  Some economists  have argued that tied aid is  

often politically motivated and is  no  more than a subsidy to  industries  

in the donor country.  The provision of tied aid has  fallen in recent 

years and it has  actually been made illegal in some countries.  For 

example,  the  UK made tied aid illegal in June 2002 .

While  the  short- term provision of food aid may be  essential,  long-

term provision of large  quantities  of food may force  down domestic 

prices  and make matters  worse  for domestic farmers.  It could be  

considered better for farmers  to  have  a  reduction in the  subsidies  

given to  farmers  in the  developed countries.

Continued dependency on aid may mean that there  is  little  incentive  

to  be  innovative  and that people  develop  a welfare  mentality,  where  

they feel that aid will always be  there  to  help  them.

Some argue  that aid is  often focused on the  modern sector,  

industrialization,  and may cause  a  greater gap  in incomes and living 

standards between those  in that sector and those  in the  traditional 

agricultural sector.

Aid is  often only available  if the  country agrees  to  adopt certain 

economic policies.  Donors  may argue  that aid will only be  effective  if 

it is  given to  countries  that adopt what it considers  to  be  sound  

economic policies  and these  often reflect the  Washington Consensus 
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( see  Chapter 30)  policies  that emphasize  the  free  market principles  of 

liberalization,  deregulation,  and privatization to  promote  economic 

growth.  It is  argued that these  policies  might be  more  in the  interest 

of the  developed countries  and multinational companies  and not 

necessarily in the  best interest of developing countries.

There  is  a  suggestion that people  in developed countries  are  

beginning to  suffer from aid weariness .  They are  beginning to  think 

that problems in their own economies  may be  more  important than 

problems in other countries.  This  may start to  reduce  the  flows of aid.

As we shall see in the next section,  loan repayments on financial aid 

may lead to  massive problems of indebtedness for developing countries.

However,  allowing for all the  concerns  stated,  we  must not forget 

that in the  poorest countries  private  investment is  not an option  

and aid may be  the  only hope.  Wars,  an illiterate  and uneducated 

workforce,  corruption,  and a lack of infrastructure  mean that it is  

impossible  to  attract private  investment.  In these  extreme cases,  

directly targeted aid,  often from NGOs,  may be  the  only viable  option 

if growth and development are  to  be  achieved.

Non-government organizations
NGOs have  come to  play a  major role  in international development.   

It is  very difficult to  generalize  about NGOs as  they are  incredibly 

diversein size,  orientation,  outlook,  nationality,  income,  and 

success.  However,  we  can say that,  for the  most part,  the  priority of 

NGOs is  to  promote  economic development,  humanitarian ideals,  

and sustainable  development.  Their work might be  to  provide  

emergency relief in cases  of disasters  or to  provide  long-term 

development assistance.  Examples  of international NGOs are  Oxfam,  

CARE,  Mercy Corps,  Cafod,  Greenpeace,  Amnesty International,  

Global 2000,  and Doctors  Without Borders  (Mdecins Sans Frontires) .

There are two main activities carried out by NGOs.  They plan and 

implement specifically targeted projects in developing countries and 

they act as lobbyists to  try to  influence public policy in areas such as  

poverty reduction,  workers  rights,  human rights,  and the environment.  

Some NGOs do one or another of these activities,  and some do both,  by 

actively raising funds and raising awareness of the issues.  This can 

result in public pressure on governments that might affect the amount 

and type of official aid that is  given.  It may also influence the buying 

patterns of consumers in ways that contribute to  better working 

conditions and the promotion of sustainable development.

As NGOs work directly in the  field they can develop a much deeper 

understanding of the  issues  and challenges  facing the  poor than 

official aid donors  may do.  In this  way,  they can attack poverty 

directly.  They often work in areas  that official aid cannot reach and 

work with groups that might be  isolated from official aid.  Much of 

what is  done by NGOs focuses  on working directly with poor people  

to  enhance  their human capital.  This  may be  done in a  variety of 

ways  such as  literacy programmes,  health education,  AIDS  

prevention projects,  agricultural extension,  micro-credit schemes,  

immunization,  and vocational training.

Student workpoint 32.3
Be reflective

Using in formation  from  th is  

chapter,  a nd  from  previous  

chapters  in  the  Development 

Econom ics  section ,  a n swer the  

fo l lowing question :

Compare  and  con trast the  ro les  

of a id  and  trade  in  provid ing 

econom ic development in  

develop ing coun tries.

Student workpoint 32.4
Be an  inquirer

Choose  one  NGO  th a t works  in  

the  fie ld  of econom ic 

developmen t in  a  developing 

coun try.  Pu t together a  report on  

th is  NGO,  iden ti fying i ts  goa ls,  i ts  

stra tegies,  i ts  successes,  a nd  i ts  

cha l lenges.  Sha re  th is  in forma tion  

wi th  you r cla ssma tes.  As  a  CAS  

in i tia tive,  you  m igh t wan t to  do  

some work wi th  th is  NGO.
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As noted earlier,  many NGOs focus their attention on women in 

particular,  and we have already recognized the value of raising womens  

incomes and status in achieving overall economic development.

Indebtedness

One of the  major drawbacks  to  growth and development in 

developing countries  is  the  level of debt repayments  that these  

countries  have  to  make on money that was  borrowed previously.

In order to  understand this  situation we need to  look at history and 

understand the  Third World Debt C risis .  Before  the  1 970s,  the  

amount of borrowing by developing countries  was  low,  and tended to  

be  in the  form of bilateral official aid at concessionary interest rates.

In 1 973 ,  the  OPEC  countries  steeply increased oil prices,  which led to  

a  massive  increase  in oil revenues  for the  oil-exporting countries.  

These  revenues,  known as  petro-dollars ,  were  deposited in Western 

commercial banks  and interest rates  started to  fall sharply because  of 

the  large  supply of available  funds.  The  banks  needed to  lend the  

OPEC  money to  third parties  in order to  make profits.  There  was so  

much money now available  that the  usual borrowers  did not take  the  

full amount and so  the  banks  offered loans  to  developing countries.

The  developing countries  started to  borrow money from the  Western 

banks,  but these  loans  were  made at market interest rates,  not soft  

rates.  They were  also  repayable  in hard  currencies  not the  

currencies  of the  developing countries.  Although the  banks  lent huge  

amounts  of money they did not monitor what the  money was  being 

used for.  Unfortunately,  relatively little  of the  money borrowed was 

used for development purposes.  Some went into  large  infrastructure  

projects  that failed,  approximately 20%  of the  money was  spent on 

arms,  and large  amounts  went into  the  private  bank accounts  of 

dictators,  generals,  and corrupt politicians.

Although the  borrowing by developing countries  grew at an alarming 

rate,  they managed to  keep  up  payments  during the  1 970s,  as  there  

were  high rates  of inflation in the  world so  real interest rates  were  

low.  Also,  world demand for their commodity exports  was relatively 

high,  as  were  the  export prices,  so  they could earn enough revenue 

in hard currency to  make their repayments.

However,  in 1 979  OPEC  instigated another large  increase  in oil prices,  

which contributed to  the  start of a  worldwide recession.  This  resulted 

in a sharp  fall in the  demand for commodities.  For a variety of reasons,  

including lower commodity prices,  developing countries  found it hard,  

if not impossible,  to  make their loan repayments and in 1 982  Mexico  

defaulted on its  loans.  In simple words,  the  Mexican government said 

that they could not service their debt  that is  pay back the loan and 

its  interest.  This  threatened the  whole international credit marketif 

one country did this  what would happen if they all did?

Over the  next few years,  several countries  followed Mexico  in their 

inability to  repay their debts  and the  International Monetary Fund 

( IMF)  became instrumental in trying to  solve  what became known as  

the  Third World Debt C risis .

In  1 970,  the  world s  60  

poorest countries  owed  

$25  b i l l ion  in  debt.  By 2002  

th is  figu re  had  risen  to  

$523  b i l l ion .  Africa s  debt 

a lone  rose  from  $1 1  b i l l ion  to  

$295  b i l l ion  in  th is  time.

Debts  owed  to  mu lti la tera l  

in sti tu tions  such  as  the  IM F 

cu rren tly tota led  a round  

$1 53  b i l l ion ,  of wh ich  $70  

b i l l ion  was  owed  by the  

poorest countries.

Between  1 970  and  2002 ,  

$550  b i l l ion  was  pa id  in  both  

principa l  and  in terest.  Despite  

th is,  there  was  sti l l  a  $523  

b i l l ion  debt bu rden .

DID YOU  KNOW?
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The IMF lent funds  to  the  developing countries  that needed them,  

but would only do  so  if the  countries  in question adopted certain 

policies.  These  were  known as  S tructural Adjustment Policies  and 

would typically include  such things  as:

 encouraging trade  liberalization by lifting restrictions on imports  

and exports

 encouraging the  exports  of primary agricultural commodities,  

known as  cash crops ,  and other commodities,  such as  minerals  

and metals

 devaluing the  currency

 encouraging FDI

 privatization of nationalized industries

 reducing government expenditure  in order to  ensure  that 

government budgets  were  balanced

 austerity measures,  which reduced social expenditures

 charging for basic services,  such as  education and health

 removing subsidies  and price  controls

 improving governance,  the  process  by which decisions  are  taken 

and policies  are  implemented,  and reducing levels  of corruption.

You will no  doubt notice  that these  reflect the  views of the  

Washington Consensus.

The International  Monetary Fund (IMF)
The IM F was  proposed  a t the  Bretton  Woods Agreements  

in  1 944  and  began  financia l  dea l ings  on  1  M arch  1 947.

The  IM F i s  an  organ iza tion  of 1 84  coun tries,  working to  

foster globa l  moneta ry coopera tion ,  secu re  fin ancia l  

stab i l i ty,  faci l i ta te  in terna tiona l  trade,  promote  h igh  

employment and  susta inab le  econom ic growth ,  and  

reduce  poverty.  Source:  I M F

The  responsib i l i ties  of the  IM F a re  set ou t in  i ts  Articles  

of Agreement a s  being:

 promoting in terna tiona l  moneta ry coopera tion

 faci l i ta ting the  expansion  and  ba lanced  growth  of 

in terna tiona l  trade

 promoting exchange  stab i l i ty

 assisting in  the  estab l ishment of a  m u l ti la tera l  

system  of paymen ts,  a nd

 making i ts  resou rces  ava i lab le  (under adequa te  

sa feguards)  to  members  experiencing ba lance  of 

payments  d i fficu l ties.

The  IM F u ses  th ree  practices  to  meet i ts  ob jectives.  

These  a re  su rvei l l ance,  techn ica l  a ss istance,  and  fin ancia l  

a ss istance.  The  IM F conducts  an  annua l  in -depth  su rvey 

of each  of i ts  member coun tries  and  thei r econom ic 

performance.  They then  d iscuss,  wi th  the  government of 

the  coun try in  question ,  the  po l icies  th a t a re  best su i ted  

to  ach ieving stab le  exchange  ra tes  and  econom ic 

growth .  Th is  i s  known  a s  su rvei l l ance.  These  reports  a re  

norma l ly pub l ished  to  encourage  transpa rency.

The  IM F offers  techn ica l  a ssistance  and  tra in ing to  i ts  

member coun tries,  u sua l ly free  of cha rge,  in  a reas  such  

a s  fi sca l  a nd  moneta ry po l icy,  exchange  ra te  po l icy,  

banking and  fin ance,  and  sta tistics.

When  member coun tries  a re  h aving problems in  

fin ancing thei r ba lance  of paymen ts,  the  IM F can  offer 

fin ancia l  a ss istance  in  the  form  of loans.  The  IM F i s  

funded  by a  system  of quotas,  where  each  member 

coun try deposi ts  money wi th  the  IM F.  The  s ize  of the  

quota  reflects  each  coun trys  s ize  in  econom ic term s.  

The  loans  a re  m ade  from  these  quotas.  As  a  cond i tion  

for receiving the  loan ,  the  IM F demands  the  

implementa tion  of a  po l icy programme,  agreed  by the  

governmen t of the  coun try and  the  IM F.  Support on ly 

con tinues  i f the  po l icies  a re  effectively ca rried  ou t.

The  po l icies  were  origina l ly known  a s  S tructu ra l  

Ad ju stment Po l icies  (SAP) .  N ow,  in  dea l ings  with  

developing coun tries,  the  IM F u ses  Poverty Reduction  

S tra tegy Papers  (PRSP) ,  wh ich  deta i l  a  comprehensive  

econom ic,  structu ra l ,  a nd  socia l  po l icy framework tha t i s  

to  be  implemented  to  promote  growth  and  reduce  

poverty in  the  coun try.

Working independen tly,  and  in  pa rtnersh ip  wi th  the  

World  Bank,  the  IM F provides  concessiona l  lend ing 

th rough  the  Poverty Reduction  and  G rowth  Faci l i ty,  and  

the  Exogenous  Shocks  Faci l i ty,  and  debt re l ief under the  

H eavi ly I ndebted  Poor Coun tries  (H I PC)  I n i tia tive  and  

the  Mu l ti l a tera l  Debt Rel ief I n i tia tive.
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The SAPs were  heavily criticized by many development economists  

and by developing country governments.  Although they may have  

helped in controlling inflation,  improving the  workings  of the  

internal markets  in the  economy,  lowering government budget 

deficits,  reducing public ownership,  and reforming exchange rate  

policies,  it was  also  felt that there  were  heavy costs  involved.  These  

fell mainly on the  very poor and included:

 a reduction in government-provided services,  such as  education 

and health care

 increasing unemployment

 a fall in real wage  levels

 increased prices  of essential products,  as  government subsidies  

were  taken away.

As  a  result of the  above,  a  significant number of developing countries  

experienced de-development ,  indicated by increasing rates  of 

malnutrition,  declining school attendance  rates,  and increasing infant 

mortality figures.  Although the  SAPs may lead to  long-term growth,  

it is  often argued that the  short-term costs  to  the  very poor are  simply 

too great.

At the  present time many developing countries  still have  

major problems with indebtedness.  This  has  led to  much 

international public debate  about the  importance  of debt 

relief.  Many argue  that the  debts  of developing countries  

should be  reduced or cancelled.

One reason given in favour of debt relief relates  to  debt 

servicing,  the  repayment of the  original debt plus  interest 

repayments.  Some countries  have  only been able  to  afford 

to  pay back interest,  and not always  all of it,  so  they have  

found that their debt has  actually grown.  For example,  

Nigeria borrowed $1 7  billion,  has  paid back $1 8  billion so  

far,  and still owes  $34 billion. 1  It has  been argued that this  

escalation of the  original debt is  unfair.

Another reason is  that the  need to  service  debt means that 

governments  are  unable  to  spend money on other areas  of the  

economy.  This  is  a  case  of opportunity cost that has  a  detrimental 

effect on two fronts.  First,  it slows down economic growth.  For 

example,  governments  do  not have  funds  to  invest in improving 

infrastructure.  Second,  it slows down development,  because  

governments  cannot afford to  provide  essential services.  For example,  

Malawi spends  more  money on debt servicing than it does  on the  

provision of health care.2  Debt relief will release  money,  allowing 

governments  to  finance  development objectives.  This  can be  

illustrated in a  very simple  diagram,  similar to  that of the  production 

possibilities  curve.  If a  government has  a  given amount of revenue,  

then it must choose  between competing demands for the  money.  The  

demands include  the  requirement to  service  debt,  invest in 

infrastructure,  and invest in human capital through spending on 

education and health care.  If we  take  Malawi as  an example,  assume 

1  Make Poverty H istory,  Geraldine Bedel l ,  Penguin  Books,  2005.  
2  ibid .

Figure 32.2  Africas debts 1 9702002
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that the  government is  operating at point A on the  Spending 

Possibilities  Line  shown in Figure  32 .3 .  As  you can see,  it is  spending 

more  on servicing its  debt than it is  on health care.  If Malawi were  

granted debt relief,  then it would be  able  to  increase  its  spending on 

health care.

One of the  main reasons  put forward for debt relief is  the  issue  of 

odious  debt.  Odious  debt is  a  legal term and refers  to  debt that is  

incurred by a  regime and is  then used for purposes  that do  not  

serve  the  interests  of the  people.  It is  argued that much of the  debt 

incurred by developing countries  should be  classified as  odious   

debt.  D ictators  may have  used much of the  borrowed money for 

individual purposes  and yet the  people  of the  countries,  having 

received no  real benefits  from the  money,  are  now the  ones  that have  

to  pay it back.  The  argument is  that the  lenders  of the  money,  the  

Western commercial banks,  international financial institutions,  and 

developed countries  were  equally at fault in making the  loans that 

they did.  As  such,  they should not expect further repayment.

The development economist Susan George  suggests  that there  are  

boomerangs  associated with debt that come back to  hit developed 

countries. 3  She  suggests  that debt creates  problems for the  developed 

countries  in areas  such as  environmental damage,  increased drug 

usage,  higher taxes,  higher unemployment,  increased immigration,  

and increased levels  of conflict.  She  argues  that the  developed 

countries  themselves  would thus benefit if debt were  eliminated.  It is  

also  argued that debt relief would allow developing countries  to  

experience better rates  of economic growth.  Rising incomes create  

more  demand and this  would benefit exporters  in more  developed 

countries.  This  is  another reason suggesting why developed countries  

would also  benefit from debt relief.

3  Source:  The Debt Boomerang,  Susan  George,  Pluto Press,  1 992

Figure 32.3  A government Spending 
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Student workpoint 32.5
Be an  inquirer

Choose  one  of Susan  Georges  debt boomerangs  to  exp la in  why 

developing coun try debt i s  a l so  damaging to  developed  coun tries.

In 2001 ,  Tanzania was granted 

signicant debt relief.  As promised,  

this was directed to the priority 

sectors of education,  health,  water,  

rural roads,  and HIV/AIDS.  Now 

the primary school population 

has increased by 66%; we have 

built 45 000 classrooms and 1 ,925 

primary schools; we have recruited 

37 261  new teachers between 

2000 and 2004,  and retrained 

another 14 852.  At this rate we 

believe that the goal of universal 

basic education can be attained in 

2006,  nine years ahead of the 2015 

target! . . .  Tanzania has shown 

dramatic improvements after 

getting partial debt relief.  Clearly,  

much more can be done with total 

debt cancellation.

Benjamin  William  Mkapa,  president of 
the United Republic of Tanzania

In 1 996  the  IMF and the  World Bank launched a new program.  This  

was  known as  the  Heavily Indebted Poor Countries  (HIPC)  Initiative.  

The  program was reviewed and modified in 1 999  and,  in 2005 ,  it was  

supplemented by the  Multilateral Debt Relief Initiative,  in order to  

accelerate  progress  towards  meeting the  Millennium Development 

Goals.  HIPC  countries  are  those  with the  highest levels  of poverty,  

which are  undergoing international debt relief measures  to  reduce  

their external debts.  The  HIPC  Initiative  currently identifies  40  

countries  as  being potentially eligible  for debt relief.  The  majority of 

the  countries  are  in sub-Saharan Africa.
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As with earlier programmes,  assistance  under the  HIPC  Initiative  is  

conditional upon the  governments  of the  countries  in question 

achieving certain criteria,  committing to  poverty reduction through 

policy changes  and demonstrating a  good track-record  over time.  

The  conditions that must be  met,  i.e.  the  criteria,  and changes  have  

been the  subject of much debate.

A summary of the  necessary conditions is  given in Table  32 .2 .

To be considered  for H IPC In i tiative assistance,  the country must: In  order to receive fu l l  and  irrevocable reduction  in  debt ava i lable under 
the H IPC In i tiative,  a  country must:

1   Be el igible to borrow from the World  Banks International  
Development Agency.

1   Establ ish  a  further track record  of good  performance under programs 
supported  by loans from the IMF and  the World  Bank.

2   Face an  unsusta inable debt burden  that cannot be addressed  through  
tradi tional  debt rel ief mechanisms.

2   Implement sa tisfactori ly key reforms agreed  when  the el igibi l i ty 
conditions are met.

3   Have establ ished  a  track record  of reform  and  sound  pol icies through  
IMF and  World  Bank supported  programs.

3   Adopt and  implement i ts PRSP for a t least one year.

4  Have developed  a  Poverty Reduction  Strategy Paper (PRSP)  through  a  
broad-based  participatory process in  the country.

Once the above are achieved,  the country may begin  to receive interim  
rel ief on  i ts debt servicing.

Once a  country has met these cri teria  i t can  reach  i ts completion  point,  
which  a l lows i t to receive the ful l  debt rel ief committed  at decision  point.

Source:  Factsheet,  Debt Rel ief Under the Heavi ly Indebted  Poor Countries (H IPC)  
In itiative,  February 1 8,  201 0,  IMF

Table 32.2  The qual ification  conditions for receiving H IPC In itiative assistance

Of the  forty countries  eligible  or potentially eligible  for HIPC  Initiative  

assistance,  twenty-eight are  receiving full debt relief from the  IMF 

and other creditors  after fully satisfying the  necessary conditions.  

Seven countries  have  fulfilled the  basic criteria and are  receiving 

interim debt relief.  Five  countries  which have  been identified as  

potentially eligible  for HIPC  Initiative  assistance  have  not yet fulfilled 

the  basic criteria.  The  countries  are  shown in Table  32 .3 .

Headl ine:  Thousands  l i ne  th e  streets  urg i ng  the  government  to  drop 

the  debt

Economic concept:  Debt  rel i ef

Diagram:  Poverty  cycl e  o r  government  spendi ng  possi bi l i t i es  l i ne

You be the journ
alist

Student workpoint 32.6
Be an  inquirer

Resea rch  one  of the  coun tries  th a t h a s  been  designa ted  a s  an  H I PC  

to  try to  a ssess  the  exten t to  wh ich  i t h as  benefi ted  from  debt re l ief.
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List of countries that have qualied for, are eligible, or potentially eligible to receive HIPC  
Initiative assistance (as of January 30, 201 0)

Post completion-point countries (28)

Afghanistan Ghana Niger

Benin Guyana Rwanda

Bol ivia Haiti So Tom & Prncipe

Burkina  Faso Honduras Senegal

Burundi Madagascar Sierra  Leone

Cameroon Malawi Tanzania

Central  African  Republ ic Mal i Uganda

Republ ic of Congo Mauri tania Zambia

Ethiopia Mozambique

The Gambia Nicaragua

Interim countries (Between Decision and Completion Point)(7)

Chad Guinea Togo

Democratic Republ ic of the Congo Guinea  Bissau

Cte d Ivoire Liberia

Pre Decision Point Countries (5)

Comoros Kyrgyz Republ ic Sudan

Eritrea Somal ia

Source:  Factsheet,  Debt Rel ief Under the Heavi ly Indebted  Poor Countries (H IPC)  
In itiative,  February 1 8,  201 0,  IMF

Table 32.3  List of countries that have qual ified  for,  are el igible,  or potentia l ly el igible to 

receive H IPC In itiative assistance (as of January 30,  201 0)

The views of the  IMF on the  importance  of debt relief are  shown in 

the  box below.

Debt Relief Frees up Resources for  

Social  Spending

Debt re l ief i s  one  pa rt of a  much  l a rger effort,  wh ich  

a lso  in cludes  a id  flows,to  add ress  the  developmen t 

needs  of low-income coun tries  and  m ake  su re  tha t debt 

su sta in ab i l i ty i s  m a in ta ined  over time.  For debt 

reduction  to  h ave  a  tangib le  impact on  poverty,  the  

add i tiona l  money needs  to  be  spen t on  programs th a t 

benefi t the  poor.

Boosting social  spending    Before  the  H IPC In i tia tive,  

e l igib le  countries  were,  on  average,  spend ing sl igh tly 

more  on  debt service  than  on  hea l th  and  education  

combined .  Now they h ave  marked ly increased  their 

expend itu res  on  hea l th ,  educa tion ,  and  other socia l  

services.  On  average,  such  spend ing is  about s ix times  

the  amount of debt-service  payments.

Reducing debt service    For the  35  coun tries  

receiving debt re l ief,  debt service  pa id ,  on  average,  h a s  

decl ined  by abou t 2 .5%  of GDP between  1 999  and  

2007.  Thei r debt bu rden  i s  expected  to  be  reduced  by 

abou t 90%  a fter the  fu l l  de l ivery of debt re l ief 

(includ ing under the  Mu lti l a tera l  Debt Rel ief I n i tia tive) .  

Improving public debt management    Debt re l ief 

h as  m arked ly improved  the  debt posi tion  of post-

completion  po in t coun tries,  bringing thei r debt ind ica tors  

down  below those  of other H IPCs  or non -H IPCs.  

H owever,  m any rema in  vu lnerab le  to  shocks,  pa rticu la rly 

those  a ffecting exports  a s  seen  du ring the  cu rren t globa l  

econom ic cris is .  To  reduce  thei r debt vu lnerab i l i ties  

decisive ly,  coun tries  need  to  pu rsue  cau tious  borrowing 

po l icies  and  strengthen  thei r publ ic debt m anagement.

Source:  Factsheet,  Debt Rel ief Under the Heavi ly Indebted  
Poor Countries (H IPC)  In itiative,  February 1 8,  201 0,  IMF
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  Data response exerciseData response exercise

Tanzania
Tanzania is  one of the poorest 

countries in the world.  In spite of 

progress in certain areas,  per 

capita income in 2004 is  

estimated to be at about US$282.  

Tanzanias economy is strongly 

dominated by agriculture,  

accounting for 45%  of GDP  and 

85%  of exports.  This dependence 

has resulted in deteriorating 

terms of trade.

One of the key challenges in 

achieving sustainable improvements 

comes from rising numbers of 

HIV infections.  Along with other 

worrying signs for economic 

development  ( see Figure 3) ,  

this is  likely to have negative 

consequences for the productive 

labour force and hence growth.  

Other key problems include 

inefficient land and labour 

markets,  slow progress in the 

privatization of the gas,  water,  

and electricity industries,  

corruption in the administration 

and judicial system,  and limited 

human and physical capacity.

The World Banks board 

approved a Country Assistance 

Strategy (CAS)  for Tanzania in 

June 2000.  The focus of World 

Bank lending is on higher growth,  

poverty reduction,  and institutional 

reforms to improve the quality of 

government.  The strategy supports 

the priorities of the Tanzanian 

government in its commitment to 

macroeconomic stability,  renewed 

emphasis on rural development,  

greater openness in government,  

and increased private sector 

participation.

Source: Adapted  from original  articles 
that appeared  in  Human  Development 
Report,  2002  and  The World 
Development,  2003
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Figure 1   Gross domestic product  (US$ per capita)  Figure 2   Li teracy rate (percentage of adults)  
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  Data response exerciseData response exercise

Fighting poverty in Africa
There are those,  not least in 

Africa,  who fear this massive 

debt relief will produce the same 

circumstances that have followed 

smaller debt write-offs.  

Incompetent governments will 

run up large new debt,  spend the 

money on unrealistic projects,  

and place spare cash into Swiss 

bank accounts.

Source:  Arab News,  Editoria l ,  Saudi  
Arabia,  1 2  June 2005.

If we are serious about 

addressing Africas poverty,  far 

more money and effort will be 

needed as well as freeing these 

countries from debt repayment,  

which then allows them to invest 

in economic development and 

improve the health and 

education of their citizens.  Africa 

has 1 1%  of the worlds 

population,  but accounts for only 

about 1%  of the worlds 

economic output.  Export-led 

growth is needed.  Without more 

help from the developed 

countries,  the future looks bad.

Source:  Seattle Times,  Editoria l  US,   
1 2  June 2005.

Africa is not poor. As the Africa 
commission report has noted, 
while it lacks infrastructure, Africa  
is rich in human and natural  
resources. The problem is that 

Africans have been forced to live in  
countries which have not wanted 
to enrich the lives of people within  
them, but rather to transfer 
resources abroad. The struggle of 

Africa is to be part of the world  
economic order based on mutual  
respect, not exploitation.

Source:  Observer,  Ken  Wiwa  
1 2  June 2005.

Doubling official  aid, even if it is 
tied aid  and cancelling Africas 
debt are theoretically very 
attractive proposals.  They fail  
because they are based on a  
misguided faith  that you can rely 

on human unselfishness to end 
human misery.  Tony Blair and his 
partners would  do the continent 
a  lot of good if they promoted 
trade, removed agricultural  
subsidies, and encouraged 

investment relationships, rather 
than offering kindness and 
generosity through more aid  and 
debt relief.

Source:  Sunday Monitor;  Andrew M  
Mwenda,  Uganda  1 2  June 2005.

END OF CHAPTER REVIEW QUESTIONS

1  Distinguish  between  humanitarian  a id  and   

development a id .

2 Explain  the possible benets of debt rel ief to a  

developing country.

3 Using examples,  expla in  the possible role of NGOs in  

contributing to economic development.

4 Expla in  why i t is  important that countries reach  certain  

cri teria  in  order to benet from debt rel ief.
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The balance between markets  

and intervention

By the  end  of th is  chapter,  you  shou ld  be  ab le  to:

 d iscuss  the  strength s  and  weaknesses  of m arket orien ted  po l icies

 d iscuss  the  strength s  and  weaknesses  of in terven tion ist po l icies

 d iscuss  the  effectiveness  of a  ba lance  of m a rket orien ted  and  

in terven tion ist po l icies.

Market-led versus interventionist growth strategies
As we reach this  final point in our study of D iploma Programme 

economics,  we  summarize  the  strengths  and weaknesses  of the  two 

main approaches  to  growth and development:  market- led strategies  

and interventionist strategies.

It should come as  no  surprise  to  you that there  are  two schools  

of thought.  The  discussion of the  free  market versus  intervention 

runs  throughout economics  and has  done so  for over 250  years!  

D isagreements  between Keynesian and classical economists,  and neo-

Keynesian and new classical economists,  over macroeconomic policy 

in the  twentieth century were  mostly related to  exactly this  topic.  

All that has  happened now is  that the  disagreement has  taken on an 

international focus.

As we already know,  market- led strategies  are  policies  that are  

designed to  minimize  the  role  of the  government and to  maximize  

the  free  operation of supply and demand in markets.  Examples  of this  

would be  export- led growth,  growth through FDI,  privatization of 

national industries,  deregulation,  and the  Structural Adjustment 

Policies  and Poverty Reduction Strategy Papers  of the  International 

Monetary Fund and the  World Bank.  They are  known by a  number 

of names including free  market policies,  new classical policies,  or 

neo- liberal policies.

Interventionist strategies  are  policies  involving an active  role  by 

the  government and manipulation of the  workings  of the  markets  

in the  economy.  Examples  of this  would be  import substitution,  

protectionist trade  policies,  exchange rate  intervention,  regulations,  

nationalization of industries,  and government involvement in export 

markets  to  promote  certain industries  and their products.

It is  fair to  say that from the  end of the  Second World War,  and for 

about the  next 30  years,  there  were  various  trends  in terms of how 

to  achieve  economic growth and development over that time,  but 

the  main emphasis  was  government planning.

However,  there  were  no  real examples  of sustained growth and 

development from the  countries  involved,  and also  there  were  other 

problems that arose.
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 Public sectors  in these  countries  grew too  large,  leading to  

bureaucracy,  over-staffing,  and inefficiency.  This,  together with 

growing political instability,  also  provided the  opportunity for the  

growth of corrupt practices.

 Nationalized industries,  of which there  were  many,  tended to  

be  inefficient and thus  loss-making.  They also  led to  hidden 

unemployment.

 Government spending tended to  be  excessive,  leading to  large  

budget deficits,  and thus  the  need for borrowing and for increasing 

the  money supply.

 The increases  in the  money supply tended to  lead to  high levels  of 

inflation.

 Much of the  expenditure  was  on large  infrastructure  projects  that 

saw little  success.

In the 1 980s,  a movement towards more free market,  supply-side-

oriented governments in developed countries,  such as  the Reagan 

administration in the USA and the Thatcher government in the UK,  

saw a shift of emphasis  in government policy in developed countries  

and a change of direction in thinking on the best way to  achieve  

growth and development in developing countries.

As well as  the  change  in economic policies  in major developed 

countries,  there  were  a  number of other factors  that influenced this  

change  of direction.

 Following the  Third World Debt C risis,  there  were  many 

developing countries  that needed to  borrow money from the  IMF 

in order to  avoid defaulting on their loans.  The  IMF would only 

grant loans  if the  countries  adopted S tructural Adjustment Policies  

that,  as  we  know,  were  very market-based.

 The transition of the  Soviet Union and its  satellite  states  towards  

market-based economies,  which started in the  late  1 980s,  had two 

effects.  First,  it acted as  a  signal that planning was  not a  successful 

option in the  quest for growth and development.  Second,  it 

removed financial support for a  number of developing countries,  

which had been aligned with Eastern B loc countries,  forcing them 

to  seek support elsewhere.

 The perceived success  of the  Asian Tigers  such as  Japan,  Taiwan,  

S ingapore,  Hong Kong,  and South Korea,  who appeared to  have  

adopted export- led growth and encouraged FDI,  was  significant 

in influencing thinking on the  ways to  achieve  high levels  of 

economic growth.

In the  light of the  above,  developing countries  were  encouraged to  

reduce  the  role  of the  government in their economies  and to  adopt a  

more  outward looking approach to  achieving growth.  In general 

terms,  this  included:

 freeing domestic markets,  by eliminating price  controls  and 

subsidies,  and increasing competition

 liberalizing international trade,  by eliminating trade  restrictions,  

and encouraging FDI

 privatizing nationalized industries

 reducing government expenditure  in order to  eliminate   

budget deficits.
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However,  as  we  have  moved into  the  new century,  a  number of 

concerns  have  been raised about the  value  of adopting a  pure  

market- led approach.

Infrastructure  is  unlikely to  be  created through a market-based 

approach and developing countries  simply do  not have  sufficient 

infrastructure  to  adopt a  free  market approach.  Thus,  this  requires  

planning for the  future  and government intervention.

Although the  more  developed countries  promote  trade  liberalization,  

they themselves  do  not liberalize  all their trade.  Protectionism in 

developed countries  makes  it very difficult for the  developing 

countries  to  compete  on a fair basis.  In recent years,  led by the  larger 

developing countries  such as  B razil and India,  developing countries  

have  been cooperating with each other to  have  more  influence  in 

trade  negotiations.

The success  of the  export- led Asian Tigers  did not happen without 

government intervention.  The  governments  in question were  very 

interventionist in specific areas,  especially in product markets  that 

needed help  and protection before  they were  able  to  export.   

They also  were  able  to  place  great emphasis  upon education and 

health care.

Although a more  free  market approach may lead to  economic 

growth in the  long run,  there  are  without doubt short-run costs  to  

the  poorest people.  In the  short run,  unemployment rises,  as  do  

the  prices  of essential products,  and the  provision of public services  

also  falls.  This  will hit the  poorest sector of the  population more  

than anyone else,  causing greater income inequality.

The  adoption of free  market strategies  tends  to  concentrate  

attention and activities  on the  urban sectors  of an economy and 

this  tends  to  increase  the  divide  between rural and urban areas,  

increasing the  levels  of poverty in rural areas  and also  leading to  

migration from rural areas  to  urban areas.  This  has  created large  

area of slums on the  edge  of many major cities  in developing 

countries.

Governments  may adopt the  concept of liberalized flows of capital,  

but a  lack of political stability means that many countries  are  not  

in a  position to  attract the  FDI necessary to  achieve  growth.

In the  end,  it is  clear that the  solutions will lie  in a  combination of 

different approaches and that the  combination will need to  be  

tailored to  suit the  needs  of each individual country.  Adopting a one  

size  fits  all  policy will not be  effective,  as  the  IMF discovered with 

SAPs in the  1 980s.

As  a  brief conclusion,  we  try to  summarize  some  of the  conditions  

that economists  believe  will be  necessary for both economic growth 

and economic development to  be  achieved in developing countries.

 Trade  justiceso that the  developing countries  are  trading on 

a fair basis  with the  developed countries,  not hampered by 

protectionist policies.

 Debt reliefto release  funds  that may be  invested in physical and 

human capital.
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 The free  working of domestic markets,  but only once  the  markets  

have  achieved a competitive  size  and have  sufficient support in 

terms of infrastructure,  quality of the  labour force,  and 

technological and managerial expertise.

 The encouragement of political stability and good governance  and 

the  elimination of corruption.

 Effective,  targeted aid that leads  to  pro-poor growthso that the  

aid given is  directed at policies  that will encourage  economic 

growth that leads to  a  fall in poverty.

END OF CHAPTER REVIEW QUESTIONS

I n  essay form :

1  Expla in  the main  characteristics of a  market economy.

2 Evaluate the proposi tion  that economic development is  best achieved  

through  the market system.
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Assessment advice

Preparing for your economics examinations
Hopefully,  you will be  able  to  start preparing for your exams well in 

advance.  There  are  hundreds of approaches  to  exam revision,  so  we  

will not go  into  them here.  However,  there  are  several pieces  of 

advice  that we  would like  to  share.

First,  one  thing that you have  to  do  on all  papers  is  show a clear 

understanding of all of the  key terms.  Thus,  one  element of your 

revision should involve  making sure  that you know accurate  

definitions of economic words.  You should actively write  out your 

own glossary and test yourself to  ensure  that you can remember 

the  definitions.  

Second,  it is  also  recommended that you compile  a  collection of 

diagrams.  Again,  it is  not enough to  simply look at the  diagrams in 

your notes  or in your textbooks.  You need to  practice  drawing them 

yourself,  from memory,  to  ensure  that you can include  accurate  

labels  and show the  correct relationships  between variables  on the  

graphs.  The  key to  remembering the  graphs is  to  make sure  that you 

are  familiar with the  story that they are  telling.

Third,  marks  are  awarded for the  inclusion of examples  wherever 

appropriate.  Thus,  as  you are  preparing your own revision notes,  you 

are  encouraged to  note  down current and relevant examples.  For 

instance,  if you are  studying negative  externalities  of consumption,  

note  the  example  of the  external costs  of smoking.  If you are  

studying international trade  barriers,  then include  an example  such 

as  the  protectionist measures  taken by the  US  against Chinese  tyres.  

If you are  studying unemployment,  then note  some of the  key facts  

about the  country that you studied

Fourth,  a  very important skill that the  examination assesses  is  the  

skill of evaluation.  We provide  a  separate  explanation of this  later in 

this  chapter.

Advice for all  exam papers
This  follows on from the  information above.  Marks  are  specifically 

given for defining the  key terms,  so  make sure  that you do  this.  At 

the  very least,  the  economics  words that are  in the  question must 

be  defined.

Always  draw diagrams where  they are  appropriate  and draw as  

many diagrams as  you need to  make the  points  clear.  Make sure  you 

put accurate  labels  on the  axes  and all the  curves  and remember to  

show the  correct relationships  between the  variables.  Draw arrows to  

indicate  the  direction of changes  in variables.  Be  sure  to  provide  

explanations  and make references  to  your diagrams in your writing.  

The presentation of diagrams is  very important.  Use  a ruler and draw 

your diagrams in pencil so  that you can make corrections if necessary.  

Dont try to  squeeze  a diagram into a small space  on the  page.  A small 

Revis ion  notes  shou ld  in clude

defin i tions,  d iagrams,  a nd  

examples.
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diagram may be  difficult to  interpret properly and it may be  difficult to  

incorporate  all the  necessary information if it is  too  small.

Top  mark bands  include  a reference  to  examples  so  wherever 

remotely possible,  include  examples.

Paper 1 The essay paper
For Higher Level students,  this  paper is  worth 30%  of the  final grade.  

For Standard Level students,  it is  worth 40%  of the  final grade.  There  

are  four questions on this  paper and you are  required to  do  two 

questions  in one  and a half hours.

There  are  two sections  to  this  paper.  Each section contains  two 

questions  and you must do  one  question from each section.  

All  four questions  are  divided into  two  parts.  Part ( a)  is  worth 

1 0  marks  and part ( b)  is  worth 1 5  marks.  You will be  given five  

minutes  of reading time  before  you  can start writing,  so  this  gives  

you  time  to  carefully consider all the  questions  so  that you  can 

make  the  right choices.

In Section A the  main focus  of the  questions  is  on microeconomics  

and in Section B  the  main focus  of the  questions  is  on 

macroeconomics.  However ,  even though the  main focus  is  on one  

of these  areas,  it  is  quite  likely that you  will  be  asked to  draw on 

your knowledge  from other sections  of the  syllabus.  For example,  in 

an essay on microeconomics,  you  might be  asked about trade  

theory or exchange  rate  theory,  as  both of these  topics  use  supply 

and demand (microeconomic)  models.  S imilarly,  you  might have  to  

use  exchange  rate  theory to  answer a  macroeconomics  question,  

since  changes  in exchange  rates  have  implications  for 

macroeconomic obj ectives.  As  noted many times,  economics  is  a  

subj ect that includes  many interconnected concepts  and it  is  

important to  be  aware  of the  links.

In this  paper you want to  be  able  to  show that you have  some 

in-depth understanding of specific topics,  but you will not do  this  if 

you have  not read the  question carefully.  A very common error is  

that students  dont read the  questions  carefully enough and write  a  

lot of economic theory that isnt directly relevant to  the  question.  

Remember that it is  the  quality of the  answer that is  important,  not 

the  quantity!

It is  a  good idea to  make a plan before  you start to  write.  You might 

think that there  is  not enough time,  but a  plan will help  you to  stay 

on track once  you have  started writing.  You do  not want to  get 

sidetracked and lose  your focus on the  question.  A quick plan can 

help  you to  manage  your time properly and ensure  that you cover 

the  main points.

Ideally,  parts  ( a)  and (b)  in each question will be  closely linked.  It is  

suggested that you write  an introduction in part ( a)  in which you set 

out what you are  going to  do  in the  whole  answer.  At the  end of part 

( a)  try to  make a link to  part (b) .  Be  sure  you leave  a  space  and note  

the  (a)  and the  (b) .  Physically,  the  answers  must appear in two 

separate  sections.  Because  there  is  evaluation in part (b) ,  a  conclusion 
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should be  made at the  end.  Although marks  are  not specifically given 

for an introduction and a conclusion,  as  they might be  in a  languages 

exam,  structuring your essays  suitably will definitely lead to  greater 

clarity and this  will help  you to  earn higher marks.  As  you proceed 

through the  answer,  keep checking to  see  that you are  sticking to  the  

question and not just trying to  throw in all the  economics  you know!

In part (a) ,  you will be  asked to  explain a  particular economic 

concept or theory or to  distinguish between related economic 

concepts.  You need to  be  able  to  illustrate  the  skills  of knowledge  and 

understanding,  application,  and analysis.  There  are  a  number of 

command  terms that could be  used in these  questions.  Command 

terms are  the  words at the  beginning of a  question that indicate  

what skill you are  to  use.  Here  are  some examples  of the  command 

terms,  along with sample  questions:

 Describe  the  determinants  of price  elasticity of demand

describe  means to  give  a detailed account.

 Explain  three  reasons for an increase  in aggregate  demand

explain  means to  give  a  detailed account,  including reasons   

and causes.  

 Construct  a  diagram to  show  how a change  in price  may lead to  

an increase  in revenue construct  means to  draw a diagram and 

show  means that you should give  the  steps  involved in coming 

to  the  conclusion.

 Suggest  how a central bank could reduce  inflationsuggest  

means to  propose  a  solution or hypothesis.

Please  observe  that even though it is  not explicity required,  each of 

the questions  above  would benefit enormously from a diagram,  and 

so  you should include  one.  In order to  know how to  best answer 

an exam question,  it is  very important that you are  aware  of how 

you are  going to  be  assessed on your answer.  Therefore,  we  have  

provided a list of descriptors  taken from the  mark scheme below,  

to  show you what is  required for an excellent answer:

 There  is  clear understanding of the  specific demands of the  

question

 Relevant economic theory is  clearly explained and applied

 Relevant terms are  clearly defined

 Where  appropriate,  diagrams are  included and applied 

effectively

 Where  appropriate,  examples  are  used effectively

 There  are  no  significant errors

In part (b)  you will be  asked to  move beyond an explanation towards 

the  evaluation or synthesis  of a  particular economic policy or theory.  

You do not need to  repeat the  definitions that you wrote  in part (a) ,  

but it is  likely that there  will be  some new terms to  define.  If you have 

drawn diagrams in part (a)  that are  useful then you can refer back to  

them,  but it is  likely that you will be  extending the  information in 



34    Assessment Advice

408

part (b)  and so  it may be  more useful to  re-draw the  diagrams and 

add the  necessary information.  For example,  you might be  asked to  

distinguish between demand-deficient and structural unemployment 

in part (a)  and then asked to  evaluate  the  policies  that a government 

might use  to  reduce unemployment in part (b) .  It is  likely that you 

will have  drawn diagrams to  support your answer in part (a) ,  but you 

would need new diagrams to  illustrate  the  solutions in part (b) .  In 

part (b) ,  the  skills  involved are  the  skills  of evaluation and synthesis.  

Here  are  some command terms that indicate  the  types  of questions 

that you could be  asked:

 Evaluate  the  policies  that a  government could use  to  reduce  

negative  externalities  of productionevaluate  means to  make a 

judgment or appraisal by weighing up  a  number of factors  (more  

on this  later) .

 Fiscal policy is  the  best way to  manage  aggregate  demand.  

Discuss  this  statementdiscuss  means to  present a  balanced 

review of factors,  with appropriate  reasoning,  and to  come to  a  

reasoned conclusion.

 To what extent  might it be  argued that demand management is  

best carried out by a  central bank?to  what extent  means that 

you have  to  consider the  value  of the  statement,  presenting any 

alternate  views with appropriate  evidence.

As well as  the  list of descriptors  on page 407,  the mark scheme also  

indicates that,  in section (b) ,  the  following is  required for an excellent 

answer:

 There  is  evidence  of appropriate  synthesis  or evaluation

Paper 2The data response paper
For Higher Level students  this  paper is  worth 30%  of the  final grade.  

For Standard Level students  it is  worth 40%  of the  final grade.  There  

are  four questions on this  paper and you are  required to  do  two.  You 

are  given one  and a half hours  to  complete  them.  Each question is  

worth twenty marks.

There  are  two sections  to  this  paper.  Each section contains  two 

questions  and you must do  one  question from each section.  

In Section A the  main focus  of the  questions  is  on international 

economics  and in Section B  the  main focus of the  questions  is  on 

development economics.  However ,  even though the  main focus  is  

on one  of these  areas,  it is  quite  likely that you will be  asked to  draw 

on your knowledge  from other sections  of the  syllabus.  For example,  

in an essay on international economics,  you might be  asked about 

macroeconomics,  as  you might have  to  look at the  effect of changes  

in exchange rates  on unemployment and inflation.  Demand and 

supply theory and elasticity theory are  integral to  all economics,  so  it 

is  inevitable  that this  theory would come up  in a  question on 

international or development economics.
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All four questions will follow exactly the  same format.  There  will be  a  

set of data in the  form of a  piece  of written text or in the  form of 

numerical data (a table  or graph)  or a  combination of text and 

numerical data.  Each data response  question has  four sub-questions,  

as  described below:  

 Part (a)You are  asked to  define  two words  that are  in the  text.  

Each definition is  worth two marks.  A very common problem here  

is  that students  often write  far too  much on the  definitions,  thus  

wasting valuable  time.  

 Parts  (b)  and (c)These  sub-questions  require  you to  apply a  

specific piece  of economic theory and are  worth four marks  each.  

In many cases  you will be  asked to  draw a diagram.  Sometimes  it 

will tell you which diagram to  use  and sometimes  this  will be  left 

up  to  you to  decide.  When you draw your diagrams be  sure  to  

label the  axes  with the  variables  noted in the  text.  For example,  if 

the  text is  about the  price  of chickens in China,  then the  y-axis  

label might be  price of chickens in  yuan remnimbi.  On these  sub-

questions,  you must carefully assess  what the  question is  asking.  

You will be  under time pressure  and should not write  more  than 

necessary as  it will cut into  your time for the  other questions.  

Always try to  make use  of the  text to  support your use  of the  

theory.  Use  a  decent amount of space  for the  diagrams and the  

explanations.  Examiners  do  not like  to  see  writing and diagrams 

squeezed into  small spaces.

 Part (d)This sub-question asks  you to  use  the  information from 

the  text and  your knowledge  of economics  to  evaluate  something 

related to  the  text.  This  part of the  question carries  the  most 

weight as  it is  worth eight out of the  twenty marks.  A key problem 

here  is  that students  forget to  use  information from the  text,  even 

though the  instructions  specifically ask for this.  Therefore,  you are  

encouraged to  use  quotations  or numerical data from the  data in 

your answers.  The  section on evaluation that follows this  should 

help  you to  know you can be  evaluative.

The five  minutes  of reading time are  incredibly important here.  Youll 

get a  chance  to  skim all the  questions  to  see  which questions  ask 

things  you know about.  Do  not decide  to  do  a  question simply 

because  you can define  the  two words  given in part (a) .  It is  more  

important that you can answer enough questions  to  earn as  many 

marks  as  possible.  When you can begin to  write,  it is  recommended 

that you annotate  the  textunderline,  highlight,  make notes  in the  

marginanything to  make you familiar with the  data.

Effective  time management is  also  extremely important.  You have  

to  do  two questions in one  and a half hours,  which works  out to  45  

minutes  per question.  It might be  helpful to  write  down the  times  at 

which you should move onto  the  next question and make sure  that 

you stick to  these  or else  you will not have  enough time to  complete  

the two questions.  If you have  learned your definitions  and diagrams 

effectively then you should be  able  to  move quite  quickly through 

parts  (a) ,  ( b) ,  and ( c) ,  thus  leaving yourself sufficient time to  

thoughtfully carry out the  evaluation.
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Higher Level  paper 3
This paper,  written only by Higher Level students,  tests the topics across  

the whole syllabus,  but especially the Higher Level extension topics.  This  

paper,  lasting one hour,  includes three questions,  each with a number of 

sub-sections,  and you are to complete two of the questions.  Each 

question is  worth 25  marks.  The paper is  worth 20%  of the final grade.

This  paper is  physically different from the  other two papers,  as  you 

will be  given an examination booklet in which to  write  your answers,  

draw your diagrams,  and provide  any calculations.  Of course,  if you 

need any extra space,  you can include  and attach extra sheets.

On this  paper you  are  allowed to  use  a  calculator as  the  questions  

involve  some  numerical analysis,  where  you calculate  things  like  

total revenue/expenditure,  changes  in the  volume of exports/

imports,  the  multiplier,  terms  of trade,  or elasticity,  to  name a  few.  

The  basis  of these  questions  will usually be  a  table  of values  or a  set 

of axes,  and you will be  asked to  complete  the  table  and/or construct 

a  graph from a linear equation or table  of values.  A number of 

examples  of these  questions  have  been included in this  companion.  

And,  while  the  table  or graph forms the  basis  of each response,  

you will also  be  asked to  provide  written explanations,  using the  

calculations,  tables,  and/or graphs  as  the  basis  for the  explanations.

All of the  numerical calculations  require  either whole  numbers,  or 

values  to  two decimal places.  If you make an error in an early 

calculation then you can still earn marks  for the  later answers,  as  

long as  you use  the  correct reasoning,  since  the  examiners  will follow 

a rule  known as  the  Own Figure  Rule .

Evaluation/Synthesis
There  are  several places  on your exam where  you are  asked to  

evaluate/synthesis  something.  One place  is  the  part (d)  on the  data 

response  question and the  other one  is  in part (b)  of the  essay.  You 

are  also  expected to  illustrate  the  skill of evaluation/synthesis  in your 

commentaries.  The  command terms to  indicate  that you should 

evaluate/synthesise  include  the  words,  evaluate ,  discuss ,  

examine ,   justify ,  compare  and contrast ,  and to  what extent .

What does evaluation mean?
Two dictionary definitions  of evaluate  are  as  follows:

 v: to  examine and judge carefully; appraise

 v: place a  value on; judge the worth  of something

How can you evaluate?
In the  final analysis  you must show evidence  that you have  

examined something carefully and that you have  come to  a  reasoned 

decision or conclusion.  It is  not quite  enough to  simply finish a  

sentence  that begins,  On the  other hand .  .  .   but it is  a  good start.

 Prioritize the arguments

  After giving a list of points,  you need to  make a conclusion in 

which you could state  which one  is  the  more  (or least)  significant 

or important point and then explain why.
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  Example  1 :  The  most important argument  against 

protectionism in international trade  is  that it represents  a  global 

misallocation of resources.  This  is  because,  when countries  erect 

protectionist barriers,  they are  supporting inefficient domestic 

producers  at the  expense  of more  efficient producers  in foreign 

countries  that are  exploiting their comparative  advantage.  

  Example  2 :  The  least effective way to  effectively reduce  the  

negative  effects  of smoking is  to  increase  taxes.  This  is  because  the  

demand for cigarettes  is  inelastic and the  increase  in price  due  to  

taxes  is  likely to  result in a  proportionately smaller fall in quantity 

demanded.  However,  the  government may earn high tax revenues 

which can be  used to  pay for the  external costs  and finance  

no-smoking campaigns.

  Note  that it in each case  it is  not enough to  say which is  the  most 

important;  you also  need to  explain why.

 Long run versus  short run

  It is  quite  possible  that the  short run consequences  of an economic 

policy or event might be  different from the  long run 

consequences.  If you distinguish between the  two time frames you 

will be  providing an appraisal of the  difference  and so  you will be  

evaluating.

  Example  1 :   In the short run ,  abnormal profits  can be  earned 

in perfect competition.  However,  in the long run  this  is  not 

possible.  The  existence  of abnormal profits,  perfect information 

and lack of barriers  to  entry means that industry supply will 

increase,  driving down the  price  taken by individual firms so  that 

only normal profits  may be  earned.  

  Example  2 :   In the short run ,  it may be  possible  to  justify the  

infant industry argument as  it is  possible  that,  protected by tariffs,  

some firms will develop  the  economies  of scale  necessary to  be  

internationally competitive.  However ,  the  danger is  that in the 

long run ,  the  industry will not become internationally 

competitive  due  to  the  lack of effective  competition.  

 Consider the issue from the points  of view of different 

stakeholders

  What is  a  stakeholder?  One dictionary definition is  as  follows:  a 

person or group that has an  investment,  share,  or interest in  something.  

  In terms of economic theory,  examples  of stakeholders  could be  

domestic producers,  consumers,  foreign producers,  high- income 

people,  low-income people,  or the  government.  When you 

consider an issue  from the  perspective  of different stakeholders  

and then come to  a  conclusion about the  nature  of these  different 

effects,  then you are  evaluating.

  Example  1 :  A high exchange rate  may be  good for consumers  

because  it makes  imported goods less  expensive  and forces  

domestic producers  to  be  more  efficient so  that they compete  with 

the  less  expensive  imports.  On the  other hand,  it is  clearly a  

disadvantage for those domestic  producers  who suffer from 

the  competition from imports  which become less  expensive  with 

the  higher value  of the  currency.
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  Example  2 :  Supply side  policies  may be  very good in terms of 

creating a  more  flexible  labour force  and achieving economic 

growth.  However,  it may lower the standards of living of 

workers  who may suffer from deregulation of the  labour laws.

Internal  Assessment
Every IB  Economics  student completes  a  portfolio  containing three  

commentaries ,  each a maximum of 750  words.  You select your own 

articles  from the  print media and write  a  commentary in which you 

apply economic theory to  the  real-world example  discussed in the  

article.  Ideally,  the  three  commentaries  are  written as  the  course  

progresses,  as  you learn more  and more  economic theory.  The three  

commentaries  must come from three  different sections of the  syllabus.

The portfolio  as  a  whole  is  worth 20%  of the  final grade  for all 

students.  Assessment of the  portfolio  is  identical for both groups and 

is  based on five  criteria.  These  mirror the  skills  that are  emphasized in 

the  examinations,  but without the  time pressure  of an exam!  The  

criteria are  listed and briefly explained in Table  34.1 .

Criterion Title What is expected? Marks available

A Diagrams An  abi l i ty to  construct and  expla in  d iagrams. 3

B Terminology An  abi l i ty to  use appropriate economic terminology accurately. 2

C Appl ication An  abi l i ty to recognize,  understand,  and  apply economic information  in  
the context of the article.

2

D Analysis An  abi l i ty to to explain  and  develop appropriate theories and/or 
concepts in  the context of the article

3

E Evaluation An  abi l i ty to synthesize the analysis to  make a  judgment/conclusion  
supported  by reasoned  arguments.

4

Total 1 4 marks

Table 34.1  Internal  Assessment Criteria

In addition to  the  1 4 marks that are  available  for each commentary,  

there  are  an additional three  marks  to  be  awarded based on the  way 

that you manage  to  meet the  rubric requirements  (meeting the  word 

limits,  basing the  commentaries  on three  different sections  of the  

syllabus,  including the  relevant paperwork,  and choosing articles  

from appropriate  sources  and within the  stated time limit) .  Therefore,  

the  total marks  available  for the  portfolio  is  45  marks  ( 1 4   3  

commentaries    3  for rubric requirements) .  It is  not possible  to  

provide  the  full assessment details  in this  companion so  it is  

absolutely vital that you are  given access  to  the  full IB  document 

about internal assessment.  This  includes  sample  commentaries  that 

will help  you have  an understanding of the  end result.

The  first step  in approaching the  task of writing a  commentary is  to  

find a suitable  current article.  Nowadays,  the  bulk of articles  come 

from internet sources  and there  are  a  number of search engines  that 

are  useful in finding appropriate  articles.  Ideally,  you will find articles  

that highlight the  theory that you have  just finished studying.  This  

way,  the  material will be  fresh,  and hopefully you will have  been 
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discussing relevant examples  in class.  Table  34.2  provides  some 

examples  of words  that can be  used on search engines  to  generate  

articles  on topics  once  they have  been studied.

Topic covered Possible search words or phrases

Theory of the rm  (Section  1 ) Monopoly power,  price-xing,  col lusion,  competi tion  commission,  competi tion  watch  dog

Market fa i lure (Section  1 ) External  costs,  a ir pol lu tion,  water pol lution ,  road-pricing,  cigarette taxes,  a lcohol  taxes,  
sustainable development

Macroeconomics (Section  2) Consumer condence,  interest rate changes,  aggregate demand,  unemployment,  ination

International  trade (Section  3) Trade d isputes,  tari ffs,  subsid ies,  quotas,  

Exchange rates and  balance of payments (Section  3) Value of the euro (or any other currency) ,  current account deci t,  trade decit,

Development (Section  4) Aid ,  MNCs,  Fa irtrade,  micro-credit,  agricul tural  subsid ies,  debt,  foreign  d irect investment

Table 34.2  Suggestions for finding articles

You should not  take  the  first article  that you find.  You should read 

through several and take  your time to  select the  one  that allows you 

to  write  down relevant definitions,  apply the  theory through the  use  

of graphs  and written explanation,  and illustrate  evaluative  skills.  

Short articles,  concerned with real economic matters,  are  

recommended.  The  article  that you choose  may be  written in any 

language,  but you are  required to  provide  a  translation of the  article  

if it is  not in the  working language  of your school.  This  allows you to  

choose  one  in your own language,  but will give  you some extra 

work.  Please  note  that as  part of the  requirements,  you must choose  

the  three  articles  from three  different sources.

One danger in the  writing of commentaries  is  that students  often 

simply summarize  or paraphrase  their article.  This  is  not the  correct 

approach.  You might provide  a  brief introduction in which you 

summarize  what the  issue  is  about,  but the  bulk of the  commentary 

must include  definitions,  diagrams,  analysis,  and evaluation.

As  with any of the  assessment carried out in economics,  it is  very 

important to  include  diagrams.  Just as  in any data response  exercises  

that you do,  make sure  that you label the  axes  accurately and use  the  

relevant data from the  text.  For example,  if the  article  is  about sugar 

subsidies  to  European farmers,  dont just write  price  on the  y-axis,  

write  price of sugar in  euros.  If there  are  any figures  in the  text,  then 

try to  use  them on the  diagrams.

The presentation of your portfolio  will be  enhanced if you adopt a  

common format throughout the  portfolio.  That is,  use  a  common 

font,  size,  and style  for each of the  commentaries.  According to  the  IB  

guidelines,  a  standardized cover sheet that includes the  following 

information must accompany each commentary:  

 the  title  of the  article

 the  source  of the  article  ( including the  date  of access  to  the  site  if 

taken from the  internet)

 the  date  of the  article

 the  word count of the  commentary 

 the  date  the  commentary was  written

 the  section(s)  of the  syllabus  to  which the  commentary relates
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Once the  final portfolio  is  complete,  your teacher should provide  you 

with a standardized form known as  the  Portfolio  Cover Sheet that is  

to  be  placed on the  front of your portfolio.  Your teacher will then 

mark the  portfolio  and submit the  marks  to  the  IB .  These  marks  will 

be  subject to  moderation by an external examiner who will be  sent a  

sample  of portfolios  from your school.

The Extended Essay
An extended essay in economics  provides  you with the  opportunity 

to  undertake  in-depth research in economics  in an area of personal 

interest.  It gives  you the  opportunity to  develop  research skills,  to  

apply economic theory to  real world situations,  and to  analyze  and 

evaluate  the  outcomes of your research.  The  outcome of the  research 

should be  a  coherent and structured analytical essay,  which 

effectively addresses  the  particular research question.

Undoubtedly the  most important information available  to  you when 

you write  your Extended Essay,  regardless  of the  subject area,  is  the  

IB  assessment criteria.  Quite  simply,  no  matter how good a writer 

you are,  if you are  not aware  of the  specific guidelines  and 

assessment criteria published by the  IB ,  then you are  not likely to  

write  a  successful essay.  In fact,  we  often compare  the  assessment 

criteria to  a  recipe.  If you are  trying to  cook something new,  then you 

should definitely follow a recipe  to  achieve  best results.  

How should you choose your topic?
First of all,  you  should obviously choose  something that interests  

you.  However,  more  importantly,  you  must choose  a  topic that 

allows  you  to  apply the  economic theory that you  have  learnt in the  

course.  While  there  is  a  lot more  to  economic theory than simply 

the  material that is  in the  IB  course,  you  do  not want to  have  to  do  

a  lot of extra learning on the  side!  While  you  are  likely to  expand 

on the  knowledge  that you  acquire  in  the  course  by doing an 

Extended Essay,  it  should not be  something completely new.  

Perhaps  the  best reason for choosing and expanding on a  topic 

covered in class  is  that this  will  ensure  that you  are  choosing an 

appropriate  economics  topic.

In choosing your topic,  you  will need to  think of the  research that 

you are  able  to  do.  If at all  possible  try to  think of topics  where  you 

can gather some primary data,  either through questionnaires,  

surveys,  or interviews.  Having said this,  there  are  highly successful 

essays  that are  based on useful secondary data,  particularly statistical 

data.  The  key is  that the  topic chosen should provide  opportunities  

for some critical analysis  of the  information collected.  Even where  

you cannot carry out surveys  or questionnaires,  you might try to  

arrange  an interview ( in person or by email)  with a  local economist,  

university professor,  or j ournalist.  These  people  are  often very useful 

sources  of information.

After choosing your topic,  the  most important task is  to  develop  your 

research question (RQ) .  This  should definitely be  able  to  be  phrased 

as  a  question,  but,  ideally,  it would not be  a  yes/no  question.  Nor 
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should it be  a  double  question,  such as  Do  the  petrol stations  in 

Haastown operate  in an oligopoly and,  if so,  do  they collude?  

You should also  avoid asking questions  that are  too  historical in 

nature,  such as  What were  the  effects  of the  supply side  policies  of 

Ronald Reagan?  While  analysis  that makes  a  comparison over time 

may be  very good,  you should avoid going back farther than ten 

years  into  the  past.  The  danger with choosing something that has  

taken place  in the  past is  that the  essay is  likely to  be  a  descriptive  

summary of secondary sources  that have  already considered the  topic 

and it is  unlikely that you will be  able  to  use  your own economic 

analysis.  Your question must be  capable  of being answered through 

the  application of economic concepts  and theories.

It is  incredibly important that you narrow the  focus  of your essay  

to  ask something that is  very specific in its  scope.  In doing this,   

you should be  able  to  demonstrate  some detailed economic 

understanding and critical analysis.  Do  not choose  a  question that 

investigates  the  impact of an economic event or policy on a whole  

economy,  e.g.  What are  the  effects  of the  World Cup  on the  South 

African economy?  is  far too  large  in scope.  A similarly broad and 

problematic essay would be,  What is  the  effect of the  global financial 

crisis  on C roatia?

The following examples  of titles  for economics  extended essays  are  

intended as  guidance  only.  The  pairings  illustrate  that focused topics  

( indicated by the  first title)  should be  encouraged rather than broad 

topics  ( indicated by the  second title) .

What market form characterizes the petrol supply industry in  my area 

of Madrid? is  better than What is the market structure of the 

Spanish  petroleum industry?

To what extent has the increase in  the minimum wage in  Bangladesh  

affected the Dhaka garment workers? is  better than What has been  

the effect of the minimum wage on  Bangladesh?

To what extent has the increase in  exchange rate of the euro affected the 

tourist industry in  La Marina,  Spain? is  better than How has the 

increase in  the exchange rate of the euro affected the Spanish  economy?

What has been  the economic effect of water privatization  on  the 

farming industry in  my region of Zambia?  is  better than How has 

the privatization  of water affected Zambia?

Every school has  its  own timetable  for the  completion of the  

Extended Essay,  but it is  hoped that you will have  plenty of time to  

change  your focus  if it turns  out that you have  asked a question 

that you are  unable  to  answer because  there  is  simply not 

enough information.

When writing your essay,  it  is  vital that you integrate  relevant 

economic theory with the  evidence  obtained through the  research.  

One common error is  to  present pages  and pages  of economic theory 

separate  from the  findings  of the  research.  This  is  not appropriate.  

Any theory that you present must be  delivered in the  context of your 

research question.  Additionally,  you should not try to  expand your 
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essay by including irrelevant material or information that you cannot 

directly link to  the  question.  It should be  evident throughout the  

entire  essay that the  research question is  being answered.  A valid 

and persuasive  argument needs  to  be  developed in a  clear and 

structured way with some awareness  that there  may be  alternative  

viewpoints.  You should also  attempt to  show critical awareness  of the  

validity of your information and the  possible  limitations  of their 

argument.  Very importantly,  the  essay should clearly note  any 

assumptions  that have  been made in setting out the  argument and 

reaching the  conclusions.

You will be  measured  by your ability to  use  the  language  and 

concepts  of economics.  All important terms that are  included should 

be  defined and the  concepts  should be  explained.  This  will obviously 

be  enhanced through the  use  of diagrams that,  as  always,  must be  

accurately labelled.  The  diagrams should reflect the  evidence  

acquired through your research.  Thus,  if you are  doing an essay on 

local prices,  the  diagram should illustrate  the  domestic currency and 

should include  some actual numbers.

One of the criteria measures the presentation of your essay.  This  refers  

to  several things and these are described clearly in the assessment 

criteria.  It includes a measure of the physical layout of the essay with 

the required elements such as  a table  of contents and page numbering.  

It considers your ability to  compile  an appropriate  bibliography and cite  

the sources of all the information that you have used.  There are  several 

different methods for doing this.  The key is  that you adopt one of the  

accepted standardized methods and stick to  it.  Please be  sure that,  as  

soon as  you start your research,  you keep a very detailed list of all the  

material that you use so  that you can put it all together in the  

bibliography.  It is  very difficult to  track down resources several months  

after you have used them.  This  is  particularly the case  for any internet 

sites that you use.  Be  sure to  note the full address,  the date  accessed,  

and the title  of any articles that you use.  Also  included in the criteria 

for presentation is  a measure of its  appearance,  so  do your best to  

make sure that you produce a final essay that you can be  proud of!  

This  includes appropriate  headings and neatly and accurately presented 

graphs and tables.

An element that must be  included in an Extended Essay that you 

are  probably not familiar with is  something called an abstract.  An 

Extended Essay abstract is  essentially a  300-word summary of the  

essay.  It must include  the  research question,  an explanation of the  

methodology,  setting out exactly how the  question is  going to  be  

answered,  and it must also  contain the  conclusion.  

The  essay must also  include  a clear conclusion and you are  advised to  

set this  out under a  separate  heading.  In your conclusion you should 

summarize  the  main points  and provide  the  final answer to  your 

research question,  noting possible  limitations  to  the  validity of your 

research.  Make sure  that you do  not introduce  new information.

Please  remember tha t the  

Extended  Essay a ssessmen t 

cri teria  a re  a  va lu ab le  recipe  for 

you .  Be  su re  to  read  the  cri teria  

very ca refu l ly in  order to  

m a xim ize  you r ch ances  of 

success.
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Criterion Questions to ask yourself:

A  Research  Question  Have  you  sta ted  the  RQ in  the  in tro?

 I s  the  RQ clea rly sta ted  (in  bo ld ) ?

 I s  the  RQ sha rp ly focused ,  and  appropria te  for a n  Econom ics  EE?

B  Introduction  I s  there  an  in troduction ?

 Have  you  made  the  l ink between  the  RQ and  appropria te ,  re levan t econom ic theory?

 Have  you  ou tl ined  how the  RQ i s  appropria te  for econom ic ana lysis  and  why i t i s  worthy of 

in vestiga tion?

C - Investigation  Have  you  u sed  an  appropria te  range  of resou rces  and/or ga thered  prim ary and  

secondary da ta ?

 Has  you r prim ary resea rch  genera ted  appropria te  in formation  tha t i s  re levan t to  the  question?

 I s  there  evidence  of good  p lann ing?

 Have  you  on ly in cluded  m ateria l  in  support of the  reasoned  a rgument?

D  Knowledge and  
understanding of topic 
covered

 Does  the  EE  show an  understand ing of the  econom ic theory re levan t to  the  top ic?

 Have  you  made  good  u se  of the  econom ic theory,  i .e .  i s  the  theory in tegra ted  wi th  the  case  

study mean ingfu l ly (and  not presen ted  in  sepa ra te  sections) ?

 Are  the  d iagrams wel l -label led ,  appropria te  to  the  case  study,  and  do  they ind ica te  accu ra te  

re la tionsh ips  between  va riab les?

E  Reasoned  
argument

 I s  there  evidence  tha t you  h ave  developed  an  a rgument in  re la tion  to  the  RQ?

 Have  you  u sed  relevan t econom ic concepts  and  theory,  da ta ,  and  in formation  to  answer the  RQ?

 Have  you  presen ted  ideas  in  a  logica l  a nd  coheren t m anner?

F  Appl ication  
of analytical  and  
evaluative ski l ls  
appropriate to the 
subject

 Have  you  shown  cri tica l  awa reness  of the  va l id i ty of the  in formation  and  possib le  l im ita tions  of 

the  a rgument?

 Are  you r d iagrams  re levan t and  supported  by the  in formation  in  the  case  study? 

 I f you  h ave  u sed  d iagrams  wi thou t any speci fic evidence  from  the  ca se  study,  h ave  you  shown  

awareness  of the  l im i ta tions  of the  model?

 Have  you  ana lysed  you r da ta  in  the  con text of the  RQ?

 Have  you  ind ica ted  any of the  a ssumptions  inheren t in  the  theories  and  suggested  how these  

a ssumptions  m ay l im it the  va l id i ty of the  conclusions?

(I f your essay is  mostly descriptive,  the essay wi l l  score poorly here)

G   Use of language 
appropriate to the 
subject

 Have  you  u sed  appropria te  econom ic term ino logy?

 Have  you  in cluded  defin i tion s  of re levan t terms?

 Have  you  u sed  econom ic term ino logy accu ra tely?

H   Conclusion  I s  there  a  clea r conclusion?

 I s  i t  consisten t wi th  the  RQ and  the  a rgument?

 Have  you  summarized  the  obvious  l im i ta tions  to  the  a rgument/ana lysis?

 Have  you  referred  to  any obvious  un reso lved  questions?

I   Formal  
presentation

 Does  the  l ayou t,  o rgan iza tion ,  appearance,  and  forma l  e lemen ts  of the  essay consisten tly fo l low 

a  standa rd  l a you t? 

 I s  the  essay 4 ,000  words  or less?

 Have  you  in cluded :  ti tle  page,  tab le  of con ten ts,  page  numbers,  references/ci ta tions,  

b ib l iography (and  append ices  i f re levan t) ?

 Have  you  provided  a  reference  for every idea  and  every p iece  of in formation/da ta  th a t you  

h ave  borrowed  from  someone  e lse?

 Are  the  d iagrams nea tly presen ted ,  wi th  a l l  a xes  and  cu rves  a ccu ra te ly l abel led?
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J   Abstract Does the Abstract clearly include:

    The  RQ?

    An  explana tion  of how the  resea rch  was  conducted  (scope) ?

    The  conclusion(s) ?

Is the Abstract 300 words or less?

K  Hol istic judgment This is  a  hard  one to self-check!  Hopeful ly you  can  answer yes to several  of the fol lowing questions:

 I s  the  RQ origin a l?

 I s  the  approach  innova tive?

 I s  there  i s  some  ind ica tion  tha t there  was  persona l  engagemen t with  the  top ic?

 Have  you  ca rried  ou t effective  prim ary resea rch?

 Have  you  d rawn  ba lanced  conclusions  and  shown  awareness  of a l terna tive  viewpoin ts?

 Have  you  m ade  a  rea l  effort to  organ ize  and  presen t you r essay?

 Wil l  you r supervisor be  ab le  to  m ake  posi tive  comments  abou t the  way tha t you  coopera ted ,  

u ndertook the  resea rch ,  met a l l  dead l ines,  a nd  completed  you r essay?

Service opportunities

As economists,  you might decide  to  take  the  opportunity to  raise  

awareness  of the  economic implications of world issues  in your 

school community.  There  are  several days  throughout the  year that 

have  been designated to  recognize  important issues  and challenges  

facing the  worlds  people  and environment.  You could use  these  days 

as  focal points  to  look at the  economic implications  for the  

stakeholders  involved.

You might set up  a  permanent club  to  carry out the  task throughout 

the  year or work independently when issues  that interest you arise.   

If you do  pursue  such activities,  it may be  useful for you to  record 

them as  part of your CAS  programme as  you will be  working to  raise  

awareness  of the  issues.

Activities  to  highlight the  issues  and share  your findings might 

include:  

 displays/exhibitions in the  hallway

 computer-assisted presentations  to  an assembly of your peers  or 

other schoolmates

 newsletters

 events  to  publicize  the  issues

The official international days are  listed below.  Attached are  brief 

suggestions  of possible  links  to  economic theories.  In each case,  

country case  studies  could be  carried out to  illustrate  the  issue  

or problem.

 21  September International day of peace;  the  costs  of war in terms of 

the  damage to  the  factors  of production and potential output.

 1 7  November International literacy day;  the  importance  of literacy in 

terms of raising human capital;  correlation between literacy rates  

and growth and development.

 1  December World AIDS day;  the  economic costs  of HIV/AIDS.
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 1 0  December Human Rights day;  the  significance  of the  respect for 

human rights  in the  process  of development.

 8  March International womens day;  the  importance  of the  education 

of girls  and women;  varying levels  of unemployment among men 

and women;  the  role  of women in micro-credit schemes.

 22  March World day for water and world biodiversity day;  external 

costs  of economic growth;  the  importance  of clean water for 

health and economic development.

 24 March World tuberculosis day;  the  effects  and the  costs  of the  

continuous presence  of the  illness  in developing countries.

 31  May World no tobacco day;  the  external costs  of smoking;  the  

direct costs  of smoking;  a  comparison of measures  taken around 

the  world to  reduce  the  costs  of smoking.

If there  are  no  official days  designated,  you can still declare  a  day,  or 

week,  to  promote  a  particular issue.  For example,  some schools  

establish a  Fairtrade  Week  to  promote  Fairtrade  products  and 

spread awareness  of the  Fairtrade  movement.  You might run your 

own Make Trade  Fair ,  Drop  the  Debt ,  or End Poverty Now  

campaigns.  These  are  all campaigns  that have  been carried out by 

international non-government organizations and they have  resources  

available  to  students  who would like  to  raise  awareness  of global 

issues  ( see  www.oxfam.org) .
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