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3.1 How markets work 
 

3.1.1  Economic foundations 
3.1.1.1 Economic activity 
 

Key Term Defintion 
Needs A need is a necessity you cannot do without 
Wants A want isn’t a necessity but is something you would like to have 
Production The processes used to convert inputs into goods or services 
Consumers Somebody who purchases goods and services 
Producers  Person or company that produces goods or services for sale. 

 

What you need to know 
• Needs and wants  
• The central purpose of economic activity  
• The key economic decisions  
• The main economic groups 

 
Students should be able to understand:  
• The difference between a need and a want, and how these can change over time  
• The central purpose of economic activity is the production of goods and services to satisfy needs 

and wants  
• The key economic decisions are: what to produce, how to produce, and who is to benefit from the 

goods and services produced  
• Consumers, producers and government are the main economic groups  
• The interactions between the main economic groups. 
 

Needs and wants 
Needs are things that are essential for survival, that you cannot do without.  
Whereas wants are desirable items that consumers would like to have, but 
are not essential for life, although teenagers may disagree that phones are a 
want rather than a want! 
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The central purpose of economic activity 

The central purpose of economic activity is the production of goods and 
services to satisfy needs and wants.  Goods can be described a ‘visible’, 
tangible goods, such as cars and 
washing machines.  Whereas services 
can be described as ‘invisible’ 
intangible goods such as haircuts and 
financial services 

 
 
The key economic decisions 

 
If the key purpose of economic activity is the production of goods and services, the central question 
economists must tackle is what should be produce, how we do it, and who gets the goods and 
services produced.  These questions form the foundations of economics, as it can determine if the 
government needs to get involved in these decisions, or whether we leave it up to consumers and 
producers to come to some agreement, which is the ‘market’.    
 

The government may have to get involved if they believe the wrong type 
of goods are being produced, i.e goods that damage the environment.  
They may also believe that consumers on low income are not getting a 
‘fair-share’ of goods.  However, ‘market’ economists believe the above 
decisions are best left to ‘free-market’ to decide, with little or no 
government intervention  

 
The main economic groups 
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When we study economics is more detail we will be studying the 
behaviour of different groups within an economy.  These groups can 
be split into 
• Consumers 
• Producers 
• Government 

 
Activities 

1. As a teenager you may want the latest trainers or smart phone.  If you are aged 40+ how 
might your wants change? Can you list 3 wants that would be different 

 
2. Decide if these are needs or wants? 

 

 
 
Exam based questions 

1. State two of the main economic groups in an economy (2 marks) 
 

2. State the central purpose of economic activity (2 marks) 
 

3. What best describes a ‘need’ (1 mark) 
A The ability to pay for a good 
B Something that is desirable 
C A medium of exchange 
D A necessity you cannot do without 
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3.1.1.2 The factors of production 
Key Term Defintion 
Factors of production Inputs that are in the production process to produce output of finished 

goods and services.  
Land Natural resources 
Labour People used in the production process 
Capital Man made goods used in the production process 
Enterprise The person organising factors of production in the production process 

 

What you need to know 
• The factors of production 
• Understand the nature of an economic resource 
• Identify and understand examples of the four factors of production (land, labour, capital and 

enterprise) and the reward accrued to each. 
 

The factors of production 
The factors of production are the essential inputs that are needed to produce goods or services in the 
economy, and can often explain why a country is relatively successful from an economics point of 
view.  Resources can be natural, or labour or something that is man-made.  But for an economy to be 
successful it needs to maximise the efficiency of these resources. 

 
Land is any natural 
resource used in the 
production process, 
Examples could be 
fishing, farming, wood, 
etc.  The reward 
owning land is referred 
to as rent.  

Labour is the human 
input used in the 
production process, 
and is sometimes 
known as ‘human 
capital’. The reward 
for workers supplying 
labour are wages. 
 
 
 

Capital is the man 
made machinery that is 
used in the production 
process to produce 
goods and services.  
The reward from the 
use of capital is the 
interest 
 
 
 

The people that 
organise all the factors 
of production to supply 
goods and services.  
They are taking the 
risk involved in this, 
and the reward they 
receive is profit.  
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Activities 
ExxonMobil makes biggest natural gas discovery in two years off the coast of Cyprus 

• ExxonMobil announced on Thursday that it has made the world's third biggest natural gas discovery in two 
years off the coast of Cyprus in the Eastern Mediterranean. 

• Based on preliminary interpretation of the well data, the discovery could represent a natural gas resource of 
approximately 5 trillion to 8 trillion cubic feet. 

 

1. How will the above story impact on the four factors of production for Cyprus 
 
 

Examination type questions 
1. Which of the following would be classed as an economic resource? (1 mark) 

A Economic growth 
B Skills 
C Capital 
D The EU 

 
2. Which of these best describes capital as a factor of production (1 mark) 

A Finance 
B Machinery 
C London 
D Labour 
 

3. State two factors of production (2 marks) 
 

 
 
3.1.1.3 Making choices 

Key Term Defintion 
Opportunity cost The best alternative forgone 

 

What you need to know 
•• The basic economic problem  
•• Costs and benefits of economic choices, including opportunity costs 
 
Students should be able to understand:  
•• how and why choices are made, and how costs and benefits can be weighed up to make a 

choice 
•• the concept of opportunity cost in the context of economic activity 
 

The basic economic problem 
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The basic economic problem is that people have ‘unlimited wants’ but there are ‘limited 
resources’ to provide all the goods and services to meet these wants. An economy, or an 
individual will have to make a choice on what resources need to be allocated to meet these 
wants.  As there are not enough resources for everybody we end up with the problem of 
scarcity. This is where ‘scarce resources’ need to be allocated in order to meet this unlimited 
needs and wants. 
 
 

Costs and benefits of economic choices, including opportunity 
costs 
People must therefore make choices, so the generally choose something that doesn’t involve 
giving up a great deal of an alternative.  For example government may want to spend £100m  
on building 50 new libraries. However, if the government build these libraries, then cannot also 
build 10 new hospitals.  So the alternative given up will be the 10 hospitals, if the government 
goes ahead with its plans.  The opportunity cost can therefore be defined as the ‘alternative 
foregone’, i.e what you are giving up to make a choice. 
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Activities 
Think about the pocket money you may receive. List the things 
you purchase regularly with this money, and then list the things 
you cannot afford, but would like to get with this money. 
 
 

Examination type questions 
1. Which of the following best describes an opportunity cost? (1 mark) 

A Unemployment 
B Job opportunity 
C Giving up a holiday for a new car 
D Leaving the EU 

 
 

In 2016, the UK spent £13.4 billion on overseas aid.  Where does the money go? 
  About 15% goes as humanitarian aid, or crisis relief, with the rest focused on strategic or long-term 

goals. 
  36% of the money goes via multilateral organisations, like the United Nations. The other 64% goes to 

programmes in specific countries as bilateral aid. 
   
  The five biggest recipients of bilateral aid are Pakistan, Syria, Ethiopia, Nigeria and Afghanistan 
  When it comes to continents, significantly more gets spent in Africa (51%) and Asia (42%) than anywhere 

else. 
   
1. Assess the view that this money should not be given to overseas aid and instead spent on 

schools, hospitals and reducing poverty in the UK (9 marks) 

 
3.1.1. Resource allocation 
 

3.1.2.1 Markets and allocation of resources 
Key Term Definition 
Markets The process by which the prices of goods and services are established 
Factor Markets The buying and selling of land, labour and capital 
Product markets A market in which products are bought and sold and prices are 

determined by the interaction of demand and supply 
Scarce resources The limited availability of economic resources 

 

What you need to know 
•• Markets 
•• Allocation of resources 
•• Factor and product markets 
 
Students should be able to understand: 
•• a market is an opportunity for buyers and sellers to interact in order to establish price 
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•• the role of markets in allocating scarce resources 
•• the difference between factor and product markets. 

 

Markets 
A market is any place where sellers of goods or services meet with buyers 
of those goods and services. The two parties then agree on the quantity 
and price of those goods and a transaction takes place.  In Economics, 
this isn’t just confined to ‘physical’ market places found in many towns, but 
any situation where buyers and sellers come together.  For e.g. shops, 
online auction sites, share dealing or the market for Bitcoins 

Allocation of resources 
Markets play a vital role in ‘market based’ economics. These are 
economics that have less or little government intervention compared 
to ‘planned’ economies.  How much of a good is produced and 
purchased is guided by prices. Prices in market economies provide 
signals to buyers and sellers, for example, if prices are high a firm is 
more likely to increase its production as they can see greater 
potential profits in that market. However, buyers, or consumers are 
generally looking for the lowest prices, and will demand more when prices are low.  The market 
allocates resources efficiently as there should not be under or over production of goods, and firms 
will only supply what customers want.  Who is guiding all of this, if it isn’t the government? 
 
Adam Smith, often seen as the ‘inventor’ of free market economics referred to an ‘Invisible hand’ 
that is guiding the interests of individuals in an economy. Although he didn’t necessarily argue for 
no government intervention, many people use the ideas of Adam Smith to advocate this. 
 

Factor and product markets 
A factor market is a market where the different factors of production 
are traded. Factors such as labour, land and capital.   A product market 
is where finished products and services are traded.  The product market 
contains goods and services that have been produced using the factors 
of production. 
 

Activities 
Using the information above look at the pictures below and decide if you think they are all markets. 

   
 

Examination type questions 
1. Explain one possible reason why a market allocates resources efficiently (2 marks) 

2. Explain the main difference between factor and labour markets (2 marks) 
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3.1.2.2 Economic sectors 
Key Term Defintion 
Primary sector Industries involved in production or extraction of natural resource 
Secondary sector Manufacturing industries that convert raw materials into finished 

goods 
Tertiary sector Industries that provide services 

 

What you need to know 
•• Primary, secondary and tertiary sectors 
•• Goods and services 
 
Students should be able to understand:  
•• the meaning of primary, secondary and tertiary sectors and their relative sizes in the UK  
•• the difference between a good and a service. 
 

Primary, secondary and tertiary sectors 

 
• Primary production involves a country obtaining natural resources. For example, coal mining, oil 

production, farming and fisheries. It has been argued that developing countries are sometimes 
over-reliant on this sector, as production and prices of goods can often be volatile. 

• Secondary production involves manufacturing and assembly process. Industries in this sector 
convert raw materials into finished goods. For example, wood turned into a kitchen table, iron 
turned into car parts. Although this sectors importance has seen a decline in recent years, the UK 
is still very good at ‘high-end’ manufactured production. 

The Tertiary sector involved the production of services, or ‘intangibles’. According to the Office for 
National Statistics* services have grown from “an estimated 46% in 1948 to 78% in 2012”. The 
service sector includes a wide range of industries but includes, retail trade, car repairs, hotels, 
Information and communication, Financial and insurance activities, estate agents, education, health 
and social work and entertainment. 
 



 

 

11 of 101  

 

This chart shows the trends in the main sectors of the UK economy from 1948 to 2012.  You can 
see the increase in services against the decline in production and relatively small contribution to 
GDP from agriculture. 
 

 
*ONS UK Service Industries: definition, classification and evolution August 2013 

 
Goods and services 
Goods are physical and tangible in nature.  Tangible means that it can be touched, or basically if it 
can be kicked it’s a good.  Examples are goods such as cars, washing machines and mobile phones 
are all tangible goods 
 
If you are in a business where you are not selling any physical goods then it must be a service.  
Services are often described as intangible in nature, as they cannot be touched.  Examples are 
website services, insurance and haircuts.  
 

Activities 
Write down the jobs people in your family do, and then decide what sector they operate in, primary, 
secondary or tertiary. 

 
 

Examination type questions 
1. Using Figure 2, analyse the change in economic sectors in the UK from 1948 to 2012 [6 

marks] 
2. Explain one reason why the above changes may have taken place (2 marks) 
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3.1.2.3 Specialisation, division of labour, and exchange 
Key Term Defintion 
Specialisation Where a country, business or worker focuses on the production of a 

limited range of products or services in order to gain greater efficiency 
Division of labour Where workers specialise in one particular task within the production 

process 
Exchange Where buyers and sellers come together in a market place to negotiate 

prices 
 

What you need to know 
•• The benefits of specialisation and division of labour and exchange  
•• The costs of specialisation and division of labour and exchange 

 
Students should be able to understand:  
•• the meaning of specialisation and the division of labour  
•• how and why individuals and producers specialise  
the costs and benefits associated with the division of labour, both to the worker and the firm 

The benefits of specialisation and division of labour and exchange 
Specialisation happens when workers are work on one particular activity or 
task.  This means that work can then be divided into smaller tasks.  Adam 
Smith, in his seminal ‘Wealth of Nations’ in 1776, described how labour 
could be divided in a pin factory, thus making workers more productive.  The 
workers are concentrating on one particular task, so become very good at it, 
so producing more.  This idea of division of labour was later introduced into 
car production at Ford and fast food restaurants such as Mcdonalds and 
Subway.  Other benefits are that business can produce more output, and at a 
lower cost, as skilled workers, such as qualified chefs if fast food restaurants, 
do not need to be employed. Also workers need less training, and there is 
time saved moving between tasks. 
 
For countries, it means that countries can specialise in what they are 
particularly good at, and trade with other countries who are better 
are producing other goods and services.  For example, the UK are 
relatively good at financial services, whilst Germany are good at 
high end manufactured goods.   
 

The costs of specialisation and division of labour and exchange 
However, the problem that Henry Ford soon found out when he 
introduced division of labour into  his factories in Detroit is that 
workers soon got demotivated and bored, and soon left, despite 
relatively high wages being offered.  Another major problem is that 
workers don’t then go on to acquire high level skills, so are generally 
stuck in relatively low paid jobs.  Lastly, there is the dependency 
problem where in a factory one part of the production will become 
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reliant on another, and if problems develop in one area, then it will disrupt production in another 
part.   
 
This can also be a problem for countries, as if they specialise and rely on other countries for goods 
or services through trade, then any problem between those countries, maybe a trade dispute, or wars 
will result in that county not receiving the goods or services they require.  Countries can then 
sometimes revert back to being ‘self-sufficient’ and trying to produce everything themselves. 
 

Activities 
Research the main goods or services that these countries specialise in, (you can use a resource such 
as https://www.cia.gov/library/publications/the-world-factbook/ 

• Ghana 
• Chile 
• Germany 
• Bangladesh 
• UK 

 

Examination type questions 
Figure 1 
A small, independent Indian takeaway run by a brother and sister team are considering whether take 
on new staff in an attempt to increase production. More staff would be able to produce food a lot 
quicker and in greater quantities as the process could be split into different stages so that each 
worker would be involved in only one stage of the food making and delivery process. At the 
moment everything is done between them 
  
The takeaway is receiving more orders than it can deal with since it signed up with a well know 
delivery company, and it is hoped that the new staff will enable the company to meet the rising 
demand. However, They are worried about the extra cost of taking on new staff and the 
attractiveness of the jobs that might be advertised, such as a delivery driver. 
 
1. Using Figure 1, assess whether the decision to divide the jobs will be beneficial for the 

business and the workers. [9 marks] 
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3.1.3 How prices are determined 
 

3.1.3.1 Demand for goods and services 
Key Term Defintion 
Demand A consumer's desire, willingness and ability to pay a price for a 

specific good or service. 
Demand curve Graph that shows the different quantity of a product demanded at 

different price levels 
Shift in demand curve Factors other than price that cause demand to change 
Movement along demand 
curve 

Prices changes that cause demand to change 

 

What you need to know 
•• The factors which determine the demand for a good or service  
•• Causes of changes in demand  
•• The demand curve 

 
 
Students should be able to understand:  
•• what is meant by the demand for a good or service  
•• the factors which influence demand  
•• how to construct an individual demand curve from consumer data  
•• the difference between shifts of, and movements along, the demand curve. 
 

The factors which determine the demand for a good or service 
Demand is a consumer's desire, willingness and ability to pay a price for a specific good or service.  
It is important to clarify that we are not talking here about all of a 
consumers wants or desires.  For example many football 
supporters would like to buy a top world class striker for their 
team. However, they do not have the financial means to do say.  
So when we are looking at demand in this section of the course, 
we are not looking at situations where consumers do not have the 
ability to pay, despite the willingness and desire to buy the next 
Lionel Messi!   
 
So what factors can determine if we desire a good or services, and have the financial clout to buy 
the good. In no order of importance, and not necessarily a complete list, but some of the major 
factors are 
 

• Fashion – Some goods may be demanded due to the popularity of the good at that particular 
time.  This sentence will quickly become out of date, as at this moment in time, demand for 
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products for making colourful slime is popular amongst primary school age girls.  However, 
by the time you read this demand for those products will probably have fallen. 

• Income – A persons income will be a big determinant, as the 
usually when a consumers income goes up, demand for most 
goods and services will go up.  Later on in the course you will 
look at how the health of the wider economy plays an 
important part in overall demand for goods and services. 

• Price of the good – The price generally has to be right for 
consumers to purchase a goods or service.  Normally when 

the price of a product is decreased consumers will demand more, and 
likewise if prices go up, demand for products fall. Alternatively, it can be 
argued that consuming more of some  goods and services results in less 
satisfaction gained from consumer the extra, so prices have to be lowered to 
encourage consumers to demand more.  Think of consuming more than one 
box of chocolates, and the decreased satisfaction you may get in consuming 
more and more.  

• Advertising – Although consumers may deny it, advertising 
plays a big role in the quantities of goods and services 
purchased.  According to Ad Age Datacenter, Coca Cola 
reported spent $3.3 billion (£2.45bn) on advertising globally 
in 2013.  

• Quality – A change in the quality in the product.  For 
example, if Apple added new features to one of its phones, then this would improve the 
quality of the product, and you would expect demand to increase. Likewise, a poor review 
on Tripadvisor for a hotel regarding quality would likely see a fall in demand for hotel 
rooms. 

• Weather – Although a major factor in the supply of the good, the weather can also play a 
part in demand. For example, if the country experiences a cold snap, then you would expect 
to see demand for winter clothing to increase.  

• Expectations - Expectations about the future price of a good 
may result in a change in its demand.  For example, if you know 
a sale is coming after Christmas, and if you can wait, you are 
likely to purchase the good when you expect it to be cheaper.  
Or expectations of a  future event happening, such as a 
heatwave, which may increase the demand of BBQs. 

 

Causes of changes in demand  
As you can see on the diagram, demand show the relationship between the price of a good and 
quantity demanded.  It assumes that no other factors, other than the product’s price, are changing. 
This assumption is called ceteris paribus, Latin for “other things being equal”. So we are fixing all 
other conditions in the market, such as income, etc. to prove a point that there is a relationship 
between price and quantity. 
 
If other factors, such as those listed above change, then we can see demand changing for reasons 
other than price changes. 
  
The demand curve 
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The diagram above is showing that as price falls from P to P1 we see an increase in quantity 
demanded from Q to Q1, this results in a movement along the demand curve.   

• If we see an increase in demand the movement is called an extension in demand 
• If there is a decrease in demand the movement is called an contraction in demand 

 

 
In the above diagram we can now see that quantity has increased from Q to Q1, however, price is 
no longer the factor as P has not changed.  There must be ‘other’ factors changing, so not all things 
are now equal.  The above change could have been caused by a successful advertising campaign, or 
an increase in consumer’s disposable income. When factors other than prices are involved we label 
that a shift in demand.  

 
Activities 
According to recent reports vinyl music sales are at an all-time high’. 
Identify 3 reasons why this is happening? (note. If you have no idea 
what vinly is ask an older teacher or member of your family!) 
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Examination type questions 
1. Which of the following could lead to an increase in the quantity demanded of a product? (1 mark) 

A A drop in income 
B Firms supply more a product 
C The price rises 
D The price falls 

 
2. Which of the following could lead to a decrease in the quantity demanded of a product, such as new 

trainers? (1 mark) 
A A bit social media campaign promoting the product  
B Price falls 
C Quality problems with the new trainer 
D A rise in income 

 
 

 
3.1.3.2 Supply for goods and services 

Key Term Defintion 
Supply The amount of a product that producers and firms are willing to sell 

at a given price 
Supply curve Graph that shows the different quantity of a product supplied at 

different price levels 
Shift in supply curve When there is a change in something other than price, resulting in a 

new supply curve 
Movement along supply 
curve 

When a change in price causes the quantity supplied to change 

 

What you need to know 
•• The factors which determine the supply of a good or service  
•• Causes of changes in supply  
•• The supply curve 
 
Students should be able to understand:  
•• what is meant by the supply of a good or service  
•• the factors which influence supply  
•• how to construct an individual firm's supply curve from production data  
the difference between shifts of, and movements along, the supply curve 

 

The factors which determine the supply of a good or service 
Supply is the amount of a product that producers and firms are willing to sell at a given price.  We 
are now in the area of how producers behave in a market.  



 

 

18 of 101  

 

 
So what factors can determine how much a firms is willing to supply onto the market   Again, I 
in no order of importance, and not necessarily a complete list, but some of the major factors are 
 

• Cost of production – Generally if it becomes more expensive 
to produce a product then a firm cannot make as much profit 
so will reduce production.  One of the biggest costs for firms 
are wages. So if wages rise, then firms may limit production. 
Likewise, if costs of production, such as wages or raw 
material costs fall, then output is likely to increase as more 
revenue and profit can be made. 

• The price of the good – The owners of firms are mostly in 
business to make a profit, some will also want to benefit society as 
well.  So if the price of the good on the market increases, then the 
incentive to produce more will increase, as the firm can increase 
its revenue and increase profits  
• Increase in number of firms in market – If more firms enter 
a market then this should see an increase in output.  Also, prices 

should also fall due to greater competition 
• Technological improvements – If a firm enables its 

machinery (capital) to be improved then greater volume of 
output can be produced.  For example, many firms are 
moving to greater automation, as robotic technology 
increases.  This should see big gains in production, 
however, there could be a big cost to human labour, but this 
is for the unemployment section of the book.  

• Supply of a related good – Some goods rely on other in 
production. For example leather goods depend on the supple of 
cattle.  So if there is a reduction in cattle, due to widespread 
disease or illness, then the leather industry is likely to be hit.  
• Weather – Some areas of 
Australia have been suffering 
with a drought for nearly 6 

years continuously.  This is having a devastating effect on 
some of the farming industries, such as beef, sheep and 
other agricultural products  

• Government support – Industries could see an increase in 
supply if they received help from the government.  This could be in the form of subsidies 
(payments by governments to firms), and tax exemptions.  Either way any support should 
enable firms to produce more as in effect their costs of production have fallen.  

 
Causes of changes in supply 
The diagram shows the relationship between the price of a good and quantity supplied.  It assumes 
that no other factors, other than the product’s price, are changing, so similar to demand as we 
assume ceteris paribus 
 
If other factors, such as those listed above change, then we can see supply changing for reasons 
other than price changes. 
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The supply curve 

 

The diagram above is showing that as price rises from P to P1 we see an increase in quantity 
supplied from Q to Q1, this results in a movement along the supply curve.   

• If we see an increase in supply the movement is called an extension in supply 
• If there is a decrease in supply the movement is called an contraction in supply 

 

 

In the above diagram we can now see that quantity has increased from Q to Q1, however, price is 
no longer the factor as P has not changed.  There must be ‘other’ factors changing, so not all things 
are now equal.  The above change could have been caused by an introduction of new technology in 
the workplace, or an increase in the skills of workers, so they can produce more. When factors other 
than prices are involved we label that a shift in supply.  
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Activities 

 
On graph paper draw a supply curve using the axis labels in the previous examples 
 
 
 

Examination type questions 
1. State two factors which determine the supply of a good or service [2 marks]  
 
2. Explain one cause of a change in supply for a good [2 marks]  

 
3. Explain one possible effect on supply of a good if a new piece of technology was introduced 

into a factory. [2 marks] 
 

3.1.3.3 Equilibrium price 
Key Term Defintion 
Equilibrium price The point at which quantity demanded and quantities supplied are 

equal 
Revenue Income received from sale of goods and services 
Excess demand Where quantity demanded of a good or service exceeds supply, 

resulting in shortages and higher prices 
Excess supply Where quantity supplied of a good or service exceeds supply, 

resulting in shortages and higher prices 
 

What you need to know 
•• How equilibrium price is determined by supply and demand  
•• How markets supply and demand diagrams can illustrate a producer's revenue 
 
 
Students should be able to understand:  
•• how the interaction between supply and demand determines equilibrium price using a supply and 

demand diagram  
•• why excess demand and excess supply can lead to changes in price  
•• how to use supply and demand diagrams to understand the impact of changes in equilibrium 

market prices  
•• how demand and supply curves can be applied to a variety of real-world markets  
•• how to demonstrate revenue on a demand and supply diagram. 
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How equilibrium price is determined by supply and demand 

 
 
So far we have looked at demand and supply separately, and what determines consumers and 
producers decisions to consume and produce products.  However, in markets for products it’s the 
interaction of consumers and producers that determines the price of the good. The diagram above 
shows the at the point where demand crosses supply, this is the equilibrium price.   
 

A dictionary definition of equilibrium described it as ‘a state of rest or balance due to the equal 
action of opposing forces’. The opposing forces here are demand and supply.  Explaining 
equilibrium can be explained by looking at when the market is not in equilibrium 

.  
In this diagram the price is relatively high.  At this high price the incentive is for producers to 
increase their output and they can make more revenue and profit.  However, consumers will not 
demand as much at that high price, as they are not getting good value for money. The problem now 
is that the market is not equal and we are in ‘disequilibrium’, as there is now unsold products in 
the market, excess supply.   Think about a coffee shop, who normally charge £2.50 for a 
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cappuccino.   They decide to try their luck, and they think consumers 
will be happy paying £5 for a coffee.  It would soon become apparent 
that, as the shop is nearly empty that they have misjudged the market.  
So what will the shop have to do to offload the unsold coffee.  
Hopefully, you agree that they will reduce their prices until they reach 
a point of equilibrium again where they are offering the good at the 
right price for the customer. 
 

 
In this diagram the price is now relatively low. Let’s say the government are worried that the 
equilibrium price of a staple food, such as cooking oil is too high. They bring in a law to reduce 
the price lower than the original price. At this low price consumers are more willing to buy more 
of the good.  However, producers will not supply as much at this 
lower price, as there profit incentive has lowered. The market is again 
not equal and we are in ‘disequilibrium’, as there is now excess 
demand for the good, so shortages will occur, and when this has 
happened in countries, such as Venezuela, consumers will be queuing 
early at supermarkets to purchase the little goods that are on offer. 
Eventually, if the market is left to adjust itself, producers will start 
supplying more at a higher price, so the market returns to its original price and equilibrium.  
 
Now let’s look at how shifts in demand or/and supply can impact on market prices 
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In the above diagram we have the market for season tickets at a top European football team.  The 
original price of season tickets is say the equivalent of £600 per year.  Ready for the new season,  
the team the buys the best player in Brazil, from one of their rivals.  
Supporters go wild with anticipating, and demand for season tickets 
massively increases.  On the diagram, this is shown by a shift in 
demand from D to D1, remember something other than price has 
changed here.  For the football club, supply will increase along the 
supply curve (an extension), to meet the increase in demand, and 
prices of season tickets will rise to say £750 per year.  Now, if after a couple of seasons at the club, 
the star players leaves for another rival, then you might expect the reverse to happen and demand 
shifts left, and prices of season tickets fall. 
 

 
Just like in demand, changes to the supply of a product can lead to 
price changes.  Let’s use the   example of a coffee grower in 
Columbia.  One year there is a severe drought that massively reduces 
output of coffee, due to a shortage of water. Supply shifts to the left, 
as something other than price has occurred in the market.  Quantity 
of coffee is reduced from Q to Q1, but as there is now a shortage of 
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coffee on the market price will increase from P to P1.  Consumers will bid higher prices as a result 
of the reduction of coffee available on the market.  
 

How markets supply and demand diagrams can illustrate a 
producer's revenue 
Revenue can be defined as the amount of money a firm earns from selling products.  We can find it 
by multiplying Price x Quantity. 

 

In the above diagram before the increase in quantity demand revenue was 
• £5 x 100 = £500 

After the increase in demand, maybe caused by an increase in advertising, we see revenue rise to 
• £8 x 150 = £1,200 

Obviously, the effect on revenue could be reversed if the quantity demanded falls, as long as when 
the market is in equilibrium you calculate revenue by multiplying price x quantity. 
 

Activities 

  
 
On graph paper draw a demand and supply diagram and show the equilibrium quantity and price 
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Examination type questions 
 

1. Firms selling fidget spinners in the UK notice that they are selling less because they are no 
longer fashionable.  

 

 
 
Draw and label on the diagram above, to show the effects of a drop in fashion for fidget spinners.  
[3 marks]  
 
 
 

3.1.3.4 Intermarket relationships 
Key Term Defintion 
Complements A good or service that is used in conjunction with another  
Substitutes Goods or services that can be used to replace on another 

 
What you need to know 
 
•• Complements and substitutes  
•• How changes in a particular market are likely to affect other markets 

 
 
Students should be able to understand:  
•• the meaning of complementary and substitute goods  
•• the impact of changes in demand, supply and price in one market on other related markets. 

 
Complement goods 
So far, we have looked at factors other than price that can change demand for a product.  Another 
set of factors that we can now look into more detail are complement and substitutes.  Demand for 
goods often work in connection or tandem with other goods.  For example, if my demand for 
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attending football matches goes up, i.e. I have purchased a season 
ticket this year, based on the new Brazilian striker signing up for my 
team.  I am more likely to demand goods and services that 
complement my extra visits to the stadium.  Goods such as scarves, 
match-day food, programmes, etc.  The demand for these goods is 
connected with the amount of demand for match-day tickets.  A 
change in price can also have an impact on demand for complement 
goods. If the demand for tyres is connected to the demand for cars, 
then an increase in the price of cars, is likely to see a fall in the demand for the complement good, 
i.e. tyres, so prices of tyres will fall 
 

 
 

Substitute goods 
Substitute goods are those goods that usually competing against each other, or where the consumer 
has an alternative. The football club example here is not great, as I am 
pretty loyal to my football team, so a price change may not bother me 
that much.  However, I am not that loyal when it comes to buying 
dishwasher tablets.  For example if Fairy raise their prices, then I am 
more likely to demand more of a competitor’s product, such as Finish. 
So the goods are similar to each other so consumers see them as 
replacements or substitutes.   
 

 
 

How changes in a particular market are likely to affect other 
markets 
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Here we can see a bigger level how demand for goods and services impact on each other.  Let’s 
look at a couple of examples.  The housing market in the UK is 
very important to the UK economy as a whole.  According to the 
ONS the The average UK house price was £224,000 in March 
2018*, so the prices are houses are usually the biggest single 
outlay for most people.  When prices in the market are rising, or 
even booming, then many other industries and markets will 
benefit from this.  Industries such as builders, plumbers and 
electricians rely on people moving house, as they often then get 
work done on the house.  The legal and finance profession will be 
organising the loans and legal paperwork that go with moving 

house.  Lastly, a recent decline in house moves was blamed for a decline in sales at Homebase, as 
less people are requiring home improvement products. 
(*https://www.ons.gov.uk/economy/inflationandpriceindices/bulletins/housepriceindex/march2018) 
 

Activities

If the price of an IPhone increases, the demand for Samsung phones will ????????. Draw the 
demand and supply diagram for Samsung Phones  
  

 
 
If the price of a DVD player increases, the demand for DVDs will ????????. Draw the demand and 
supply diagram for DVD players 
 

 
Examination type questions 

 
1. Firms that sell Iphone screen protectors are worried about sales as there has been a recent 

price increase on Iphones from Apple.   
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Draw and label on the diagram above, to show the effects of an increase in price of Iphones and the 
demand and supply of screen protectors.  [3 marks]  

 
3.1.3.5 Price elasticity of demand 

Key Term Defintion 
Price elasticity of demand The responsiveness in quantity demanded to a change in price 
Price elastic demand When PED is greater than 1 and quantity demanded is very responsive 

to a change in price 
Price inelastic demand When PED is less than 1 and quantity demanded is not very 

responsive to a change in price 
 

What you need to know 
•• Price elasticity of demand  
•• Factors affecting price elasticity of demand  
•• Measuring price elasticity of demand 
 
 
Students should be able to understand:  
•• that changes in price don't always cause equivalent changes in demand  
•• the factors that affect price elasticity of demand  
•• the difference between price elastic demand and price inelastic demand  
•• that price elasticity of demand is measured as the percentage change in quantity demanded, 

divided by the percentage change in price and be able to perform calculations from given data  
•• the implications of price elasticity of demand for producers and consumers. 
 

Price elasticity of demand 
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The law of demand stated earlier describes how a price rise will result in a fall 
in demand, and likewise a price fall is likely to see demand increase. 
However, it’s not always the case.  As was mentioned earlier, a sizeable 
increase the price of tickets to a premier league football match, would not stop 
many fans going.  We can look at the ‘extent’ to which demand changes after 
a change in price, as the ‘law of demand’ isn’t straightforward. 
 
If price changes and consumers do not react that much then the good can be 
labelled ‘inelastic’. For example if the price of a pint of beer goes up by 20%, 
and demand falls, but by a smaller amount, say 5%. 
 
On the other hand If price of a product changes, and there is a big reaction by consumers, then the 
good can be labelled ‘elastic’.  For example, if the price of branded washing powder falls by 5% 
and consumers switch brands in large numbers to that product and demand increases by more than 
5%, say 15%. 

 
Factors affecting price elasticity of demand 
Although not an exhaustive list, here are some of the factors that impact on how likely consumers 
are to change demand, if there is a change in price 

• Substitutes - If there is little availability of substitutes, then consumers may put up with a 
price rise, or have no choice! The good is likely to be relatively inelastic.  

• Necessities – Goods that are necessities are generally inelastic in demand. For example, if 
the price of water goes up, consumer still need it, so are likely to pay more.  However, if the 
price of supermarket baked beans increase, then demand is likely to fall by a large amount, 
as it’s a non-essential item.   

• Time – If we look over a longer time period then consumers can adjust if price changes, so 
goods become more elastic over time.  For example, if the cost of diesel goes up, it may 
take a while to save up for a petrol or an electric car as a replacement.  

• Habit - Addictive products, such as cigarettes and alcohol are a necessity for some, so are 
usually labelled as inelastic. 

• Cost of switching – The cost of switching may label a good inelastic. Some products such 
a TV & Broadband contracts have penalties for early switching, so consumers may 
reluctantly accept price increases, with only a small amount deciding to switch 

• Income - Products that take up a substantial percentage of income generally have a more 
elastic demand, as consumers with high income may not be that bothered by a price 
change, especially an increase.  This is compared to people on low incomes, as a 10% 
increase in bread prices may have a sizeable impact on consumption 

• Definition – Sometimes the elasticity of a good change the narrower the definition. For 
example Head and Shoulder shampoo may be fairly elastic in demand, as there a number 
of close substiutes.  However, if we change the definition to shampoo, which is pretty much 
a necessity, then the good can be described as inelastic. 

 

Measuring price elasticity of demand 
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The formula for price elasticity measure the responsiveness of quantity demanded to a change in 
price 
 

Price elasticity of demand (PED) =   Percentage change in quantity demanded 

      Percentage change in price 

Activities 
1. A business puts up its prices by 15%. Explain whether demand is elastic or inelastic if sales 

fall by: 
 

a) 9%0 

b) 14%93 marks 

c) 20%… 

 

2. The price of a trainers are currently £200, and the quantity demanded is 4m. Next year the 

price falls to £180 and the quantity demanded rises to 6m. Calculate the price elasticity of 

demand and state if its elastic or inelastic 

 

3. The price of a daily newspaper today is £1.50p, and the quantity demanded is 10,000. Next 
year the price falls by 30p and the quantity demanded rises to 15,000. Calculate the price 
elasticity of demand and state if its elastic or inelastic 

 

 

Examination type questions 
 

1. Calculate the price elasticity of demand if: 
• Price goes up 25% leading to a fall in quantity demanded of 10% 
• Price falls by 5% leading to a rise in quantity demanded of 7%   (3 marks) 

 
2. When a theatre charged £5 per ticket it made £460. When the price fell to £3 it made £500. 

What is the PED (3 marks) 
 

3. The PED for carrots is estimated to be -0.4. A 20% increase in price will reduce the quantity 
demanded by how much (3 marks) 

 
4. A shop increases the price of oranges from 17p to 21p. Demand falls from 1250 to 750. 

Calculate the PED. (3 marks) 
 

 
3.1.3.6 Price elasticity of supply 
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Key Term Defintion 
Price elasticity of supply The responsiveness in quantity supplied to a change in price 
Price elastic supply When PED is greater than 1 and quantity supplied is very responsive 

to a change in price 
Price inelastic supply When PED is less than 1 and quantity supplied is not very responsive 

to a change in price 
 

What you need to know 
•• Price elasticity of supply 
•• Price elastic supply 
•• Price inelastic supply 

 
Students should be able to understand:  
•• that changes in price don’t always cause equivalent changes in supply  
•• the factors that affect price elasticity of supply  
•• the difference between price elastic supply and price inelastic supply  
•• that price elasticity of supply is measured as the percentage change in quantity supplied, divided 

by the percentage change in price and be able to perform calculations from given data the 
implications of price elasticity of supply for producers and consumers 

 
Price elasticity of supply 
As was explained earlier on, any rational producer would want to increase their output if they saw the 
market price for the good increasing.  The producer would be incentivised to produce more as they 
can earn more profit. This is the ‘law of supply’, explained earlier on.  However, to what extent can 
they increase output?  This is where elasticity comes into play, as some producers can react really 
quickly to a change in price, where others cannot.   
 

Factors affecting price elasticity of supply 
There are many reasons why supply can be variable, here are the key ones 

• Stock - The amount of stock in reserve a producer has.  The more they 
can tap into, then the more responsive they can be 

• Capacity - Is the firm working at full capacity?  If a factory is maybe 
working only 3 days a week as sales are low, then they could easily 
increase output if they needed to.  

• Factors of production - Increasing output may require an increase in 
skilled labour, which may take a longer time to train or employ.  The 
same issue may arise with available capital, as firms may not have the 
machinery, factories, etc to increase output quickly 

• Agricultural – Some products, such as primary agricultural products 
can naturally take a long time to produce. 

  
Measuring price elasticity of supply 
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The formula for price elasticity measure the responsiveness of quantity supplied to a change in price 
 

Price elasticity of supply (PES) =      Percentage change in quantity supply 

      Percentage change in price 

 

Price elastic supply 
England qualify for the World Cup, and surprising they do well, as happened in 2018, compared to 
the relative disasters in the 2010 and 2014 competitions.  Shirts and merchandise start to sell out 
rapidly, and prices on sites, such as Ebay go up rapidly.  Retailers, such as Sports Direct, contact their 
suppliers in China, who quickly print more shirts and flags etc, to meet the increase in demand.  In 
this imaginary example the reaction is supply is fairly quick, so we can say that these producers are 
fairly ‘elastic’ in supply.   
 

Price inelastic supply 
However, a coffee farmer in Columbia reads an update on the internet that coffee prices are shooting 
up, due to the ever increasing popularity of coffee, and some supply problems in other parts of the 
world.  He can see money to be made, and need to up production to take 
advantage of these  increasing prices.  The farmer runs out to the field to 
tell his co-workers to work harder.  However,  his co-manager points out 
that that isn’t a problem, but the significant increase in output will be 
ready in about 3 years, as coffee takes this long from planting to harvest.  
In 3 years time the price of coffee may be very different, so the farmer 
cannot react quickly to the increase in price, so therefore their output is 
described as ‘inelastic’ and not very flexible.  As always in Economics there is an evaluation, as the 
co-manager explains that not all is lost, as we have a load of coffee beans in stock in the warehouse 
from this year’s harvest, that can be sold. However, normally we can state that agricultural products 
are generally inelastic in supply  
 

Activities 
If the price of these goods went up by 20%, would supply rise quickly or slowly for the following 
goods 
 

• Nuclear fuel 
• Cab services 
• Tea  
• Slime (the squidgy stuff that kids play with) 

 
You are the CEO of an electric car company.   

  Demand for electric cars and prices are rising in your market, as petrol 
prices are rising.   

  However, you only have a small factory 
  You need to present to shareholders a short speech on how you are 

going to capitalise on the rise in prices 
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Examination type questions 

1. If the price of a tea increases 10%, and the supply increases 20%. Calculate the price elasticity 
of supply (3 marks) 

 

2. If the price of apples fall 12% and the quantity supplied falls 2%. Calculate the price elasticity 
of supply (3 marks) 

 

3. If the PES is 2.0 for jeans, and the firm supplied 4,000 when the price was £30.  If the price 
increased from £30 to £36, what will be the new quantity supplied? (3 marks) 

 

4. Which of these would NOT improve the elasticity of supply (1 mark) 

a) An advertising campaign 
b) Using the latest technology 
c) Keeping sufficient stocks 
d) Training staff  

 

5. Explain why having flexible workers who can do a range of jobs will improve the elasticity of 
supply for a firm (2 marks) 

 
 
 
 
 
   



 

 

34 of 101  

 

3.1.4 Production costs, revenue 
and profit 
 

3.1.4.1 The importance of cost, revenue and profit for producers 
Key Term Defintion 
Business objectives Specific and measurable targets set in order to meet the aims of the 

business 
Costs The costs (fixed, variable, direct, indirect) experienced in running a 

business 
Revenue Amount of income received by the business over a given time 

period 
Profit The difference between revenue and costs 
Total costs The total of fixed and variable costs 
Average costs The cost of producing one thing. Total cost divided by quantity 
Fixed costs Costs that do not vary with the level of output 
Variable costs Costs that vary with the level of output 
Total revenue Total money in received by a business over a period of time 
Average revenue Total revenue divided by the quantity sold, same as the selling price 

 

What you need to know 
•• Business objectives  
•• Types of costs  
•• Types of revenue  
•• Profit  
•• The importance of cost, revenue and profit for producers  
•• Moral and ethical considerations 
 
 
Students should be able to understand:  
•• business objectives, including profit, sales growth and increasing market share  
•• how to identify and calculate Total and Average, Fixed and Variable costs  
•• how to identify and calculate Total and Average Revenues  
•• that total revenue – total costs = profit, and that a firm may aim to increase its profits by 

reducing average costs and/or increasing revenues  
•• that higher prices imply higher profits and that this will provide the incentive for producers to 

expand production that the motivations of producers may conflict with ethical and moral interests 

Business objectives 
• Profit – often seen as the most important objective for business.  Profit is the surplus 

remaining when a business has subtracted its total revenue (sales) from its total costs.  
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Money left over after tax and shareholder dividends, if a PLC, is then left over for the 
owners of the business. 

• Sales growth – Sales growth is your percentage increase in 
revenue coming into the company.  Companies such as 
Amazon have prioritised sales growth since 1998, over 
profits.  In 2017 for example Amazon most a minimal profit 
on sales of nearly $45bn.  In the long-run they will clearly be 
aiming for profits as an objective, but in the short-run a 
company may be investing in raw materials, machinery or 
advertising, so as to boost its sales. (https://www.recode.net/2017/5/15/15610786/amazon-jeff-bezos-
public-company-profit-revenue-explained-five-charts) 

• Increasing market share – Similarly to sales growth, a 
company may be focussing on gaining market share, 
especially if it is a new company, or in a new market. Market 
share is the % of total sales volume a company has in a 
particular market.  In 2011 Amazon had 21% of the US 
ecommerce market, in 2016 this rose to 33% (www.recode.net) 

 

Types of costs 
• Total costs – Total added costs for output. 

 Calculation: (Fixed costs + Variable costs) 
• Average costs – The cost of making one thing, or unit costs. Found by dividing total 

costs and by total output  
  Calculation Total costs ÷ Total output 

• Fixed costs - Costs that remains generally unchanged regardless of output. Even if 
a business makes no sales it still may have these costs to pay. For example, 
insurance, interest on loans and rent. 

• Variable costs – Costs that do change with the amount a company produces.  
Examples could be raw materials in production, or certain wages that are linked to 
output.   

   
Types of revenue 

• Total revenue – This is worked out by Price x Quantity sold 
• Average Revenues – This is found by dividing Total revenue/Output.  It’s the average 

amount a firm is receiving for each good or service, and will be the price of the good, (if its 
one good sold). 

  
Profit 
Profit is often seen as the reason why firms want to produce the right products at the right price for 
its customers.  Profit is seen as the incentive for firms to produce at the most efficient level possible.  
Profit is the surplus of total revenue less total costs. 
  
The importance of cost, revenue and profit for producers 
A good businessperson will often look at the costs of any potential enterprise, rather than be guided 
by potential revenue.  Sometimes it is tempting to look at how much revenue could be made, but if 
costs are unmanaged, especially in the longer term then the business can say goodbye to any profit, 
and the losses it will likely mean the business will go bust.  Having high costs and making losses 
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isn’t always a bad thing, as it could be a sign that a business is focusing on growing its market.  
However, sustained high costs and losses will often raise alarm bells regarding a business.  If it 
business finds itself in a situation where it cannot pay its tax, suppliers, and/or wages of its staff, 
then it will often result in some or all of those people who are owed money taking that company 
court, and the company will often be ‘wound up’. This means any remaining assets will be sold to 
pay some of these bills, and the company will be no longer.  So it is vital that a business can keep 
track of all its costs and revenue. 
  
Moral and ethical considerations 
However, the implication that higher prices result in higher profits may 
conflict with ethical and moral interests a firm may have.  For example 
a company such as Lush, have may objectives other than just making a 
profit.  They have a variety of policies including ‘ethical buying’, 
‘company tax’, ‘charity giving’.  These policies will often go against 
purely making as much money as possible. 
 

Activities 
1. What do you think are the main objectives of the following companies 

• Lush 
• Sports Direct 
• Tesco 

2. Big-name retailers have defended selling clothes for £5 or 
less, saying their ability to sell clothes so cheaply is down 
to them running efficient businesses. MPs have 
investigated the impact of "fast fashion" and have asked 
firms how they could justify such low prices. 

 
Do you think it is right for companies to source production 
in countries such as Bangladesh, so as to keep prices low for UK consumers? 

 
 

Examination type questions 
1. Define productivity (2 marks)  
 
2. Froggy Cupcakes produce £70,000 worth of goods, using 1,500 labour hours   Using the 

above data calculate the value per hour of work ( marks)  
 

3. Using the data above, assess whether the decision to increase wages for Sasha will be 
beneficial for the business and the worker. [9 marks] 

 

3.1.4.2 Production and productivity 
Key Term Defintion 
Productivity Measure of output per unit of input. 
Production The transformation of inputs into goods or services 
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What you need to know 
•• The meaning and importance of productivity  
•• The factors that influence productivity 
 
Students should be able to understand:  
•• the difference between production and productivity  
the benefits of increased productivity 

The difference between production and productivity 
Production measures the value goods and services produced.  I.e. the value 
of total output in a country or a particular industry or factory.  

Productivity measures how efficient output is. This is usually labour but can 
be any factor of production.  For example, productivity of a baker may 
measure how many loaves of bread the person produces per hour. 

The benefits of increased productivity 
• Lower average costs: As more goods can be produced, the cost of 

producing one item on average falls. This should result in lower 
prices for consumers. 

• More exports: As prices of UK goods fall then more exports should 
be sold abroad 

• Higher wages: As workers are more productive they should be able to command higher 
wages, which will boost their income and the wider economy 

Activities 
Luxembourg, Norway and Switzerland are often cited as having the 
most ‘productive workforces in the world.  However, workers often 
work less than 30hours a week, compared to countries such as Japan 
who work over 80 hours, but are less productive.  Why do you think 
these workers are more productive than those in Japan   
 

Examination type questions 
 
1. Define productivity (2 marks)  
 
2. Froggy Cupcakes produce £70,000 worth of goods, using 1,500 labour hours   Using the 

above data calculate the value per hour of work (3 marks)  
 

3. Using the data above, assess whether the decision to increase wages for Sasha will be 
beneficial for the business and the worker. [9 marks] 
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3.1.4.3 Economies of scale 
Key Term Defintion 
Economies of scale The cost per unit made declines with an increase in the number of 

units produced 
Diseconomies of scale The cost per unit increases with an increase in the number of units 

produced 
Average costs The cost of producing one thing. Total cost divided by quantity 
Managerial economies of 
scale 

A firm can attract the best staff into the company 

Purchasing economies of 
scale 

Can benefit from bulk buying 

Financial economies of 
scale 

Firm has cheaper access to borrowing money 

Technical economies of 
scale 

Can afford the most efficient machinery or capital equipment 

Risk-bearing economies of 
scale 

Ability of firms to spread its risk over a large number of areas 

 

What you need to know 
•• The meaning of economies of scale  
•• Types of economies of scale  
•• Diseconomies of scale 

 
 
Students should be able to understand:  
•• economies of scale as the effect on average costs of a rise in production  
•• the implications and effects of economies of scale on business behaviour  
•• the costs and benefits of growth for a business  
•• the different types of economy of scale, including managerial, purchasing, financial, technical 

and risk-bearing  
• what is meant by diseconomies of scale 

 

Economies of scale as the effect on 
average costs of a rise in production 
Economies of scale as its name suggests are savings 
(economies) made as production increases (scale).  
Even though total costs will be increasing economies 
of scale relate to the average cost of making one thing 
falling as output goes up. 
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The implications and effects of economies of scale on business 
behaviour 

Economies of scale bring down the unit cost of making one 
good. This means that the efficiency of the business increases.  
Businesses who can produce at ever increasing economies of 
scale can increase profits as costs are falling, and can usually 
grow in size and possibly dominate the market they operate in.   

 
The costs and benefits of growth for a business 

The costs of growing for a business may include 

• The amount of cash and capital needed to go for growth, for e.g. new products, advertising, 
new stores, etc. 

• The business may become too big too control, so quality may then suffer. 

The different types of economy of scale 
 
How do firms manage to gain these efficiencies as they become bigger. These are the main 
economies of scale. 
 

• Managerial: Where businesses use specialised staff at a supervisory level to oversee areas 
such as production, marketing and finance. 

• Purchasing: This is where large firms can save money by 
buying in bulk. For e.g. large supermarkets will get better 
deals of farmers, compared to smaller retailers.  

• Financial: Bigger companies, such  as Tesco, will receive a 
lower rate of interest when they borrow money, compared to 
smaller companies.  This is because larger firms are usually a 
safer credit risk, and they will borrowing larger sums 
compared to smaller business 

• Technical: Larger firms can afford the best machinery to 
make their production or service process more efficient.  

• Risk-bearing: Bigger firms can often diversify into different 
types of business. This safeguards them against a downturn 
in one particular sector, as they have other areas of the 
business that can cover any losses. 

 
What is meant by diseconomies of scale 
When costs per unit start to increase as a company becomes too big this is known as ‘diseconomies 
of scale’. Economies of scale are no longer happening, and the reverse starts to kick in, when the 
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cost of making one thing starts to creep up. The 
causes of diseconomies of scale are usually 
associated with trying to run a big company or 
organisation that has become too big to control, 
leading to problems with communication 
between the staff.  Management at the top being 
unable to influence what is going on at the 
different levels of the company, and finally 
workers in a big organisation may become 
detached and alienated in a big company as their 
voice is no longer being heard.  This can lead to 
problems with the quality of the goods and 
services being produced. 
 

Activities 
Which one of these is the odd one out for a large supermarket? i.e. not an economies of scale 

1. Obtaining better finance terms on loans 
2. Installing an automated checkout system 
3. Obtaining good publicity from a new ethical policy on dairy products 
4. Appointing a new senior manager to oversee vegan products 

 
A large coffee chain in the UK is undertaking a rapid expansion 
programme, now being available in coffee shops to petrol stations.  
What is the danger that Economies of Scale may start to occur in that 
company  
 

 
Examination type questions 

1. Explain the difference between total costs and average costs 
 

 
2. Explain the term ‘diseconomies of scale’ 

 
 

 
3. A carpentry business wants to install a new expensive cutting machine in its factory 

 
Explain two possible impacts of the introduction of this new machine on the business and its 
workers.  [6 marks]  
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3.1.5 Competitive and 
concentrated markets 
 
3.1.5.1 The importance of market structures on producers and 
consumers 

Key Term Defintion 
Market structures How markets operate to enable buyers and sellers to come together  
Product differentiation How firms make a product or service different to those of its 

competitors  

 
What you need to know 
Identifying market structures 
 
Students should be able to understand: 
•• that there is a range of market structures 
•• factors such as the number of producers, the degree of product differentiation and ease of entry 
as being used to distinguish between different market structures. 
 
That there is a range of market structures 
Market structures range from those that a highly competitive to 
very little in the way of  
competition.  Although there are a number of classifications these 
are often seen as the main three. 

• Perfect competition: This is where a large number of 
firms are in competition with one another.  

• Monopoly: A monopoly in its purest form is one firm that 
operates in a market and has no competitors in its industry.  

• Oligopoly: An oligopoly is where there a few firms in competition.  These few firms 
dominate the market they are in 

 
Factors such as the number of producers, the degree of product 
differentiation and ease of entry as being used to distinguish 
between different market structures. 
We will discuss the different characteristics in more detail in the next two chapters.  But in 
summary, if a market is highly competitive it is likely to have greater number of producers 
competing for business.  However, under little competition the difference in products may not be 
that great, as consumers would easily switch to another producer.  Lastly, an industry with high 
competition will be easy to enter, for e.g., if I wanted to open up a coffee shop, apart from the 
equipment and rent, it should be fairly easy to set up, this compares to wanting to run a train 
service from London to Birmingham, which wouldn’t be very competitive.  
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Activities 
List as many ways as possible that Samsung would try to make their phone 
products different to a competitor such as Apple 
 

 
Examination type questions 

1. Explain one feature of a ‘highly competitive market’ (2 marks) 
 

 
2. Explain why ‘ease of entry’ is difficult for an industry such as gas and electric suppy (2 

marks)  
 
 
3. State two types of market structures (2 marks) 

 
 

 
 
 
3.1.5.2 Competitive markets 

Key Term Defintion 
Competitive markets Market structures where there is a great deal of competition 

between producers 

 
What you need to know 
•• The main characteristics of a competitive market  
•• The impact of competitive markets on price and choice  
•• The economic impact of competition on producers and consumers 
 
 
Students should be able to understand:  
•• what is meant by a competitive market  
•• how producers operate in a competitive market  
•• the economic impact of competition on consumers, producers and workers  
why profits are likely to be lower in a competitive market than one that is dominated by a small 
number of producers 
 
 

What is meant by a competitive market 
This is where a large number of producers are competing for the 
business of a large number of  customers. There is a great deal of 
customer choice and firms will be attempting many ways to attract 
customers. 
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How producers operate in a competitive market 
Producers operate by offering low prices and the best quality possible in order to attract customers. 
They are usually not powerful enough to dictate prices in the whole market, so will be attempting to 
grab market share off their rivals by being highly competitive, i.e. low prices and good quality. 

  
The economic impact of competition on consumers, producers 
and workers 

• Consumers: In theory consumers should see benefits as firms are competing heavily to 
attract customers. This means that consumers should benefit from low prices and better 
quality goods and services.  However, there is a danger that by firms trying to achieve low 
prices they may cut costs so much that quality suffers. 

• Producers: The impact on producers is that they will have to operate in the most efficient 
way possible.  They need to keep costs low so as to offer low prices to customers.   

• Workers: Potentially workers may be under pressure to work at the most productively 
efficient level possible.  This is to ensure that the business can offer lower prices, meaning 
workers may have to work for low wages. 

  
Why profits are likely to be lower in a competitive market than 
one that is dominated by a small number of producers 
One of the characteristics of a highly competitive markets is ease of entry into that market, as 
described earlier.  This does mean that one firm cannot make huge profits for a long time.  Over 
firms seeing these profits will move into that market and start competing.  This means that prices 
will fall due to high competition, resulting in lower profits in the longer run. 
 
 
Activities 
Think, pair, share 
In pairs can you rate the following retail sectors on their competitiveness.   
With 1 being, very little choice, maybe only one provider, and 5 being lots of choice as no big firm 
dominates 

• Buying Adidas trainers 
• Lunch at school 
• Music streaming 
• Ice skating 

 
Examination type questions 

1. Draw and label and demand & supply diagram showing a large number of new firms 
entering the sustainable water bottle market 
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2. Explain one possible reason why new firms would want to enter that market for sustainable 

water bottles (2 marks) 
 
 
3.1.5.3 Non-competitive markets 

c Defintion 
Monopoly  Where there is only one provider of a kind of product or service 
Oligopoly Where a few dominant firms have a large share of a particular 

market 

 
What you need to know 
•• The main characteristics of a non-competitive market  
•• The impact of non-competitive markets on price and choice  
•• Monopoly and oligopoly 
 
 
Students should be able to understand:  
•• what is meant by a non-competitive market  
•• how producers operate in a non-competitive market  
•• the meaning of monopoly  
•• the meaning of oligopoly  
•• the causes and consequences of monopolistic and oligopolistic power. 

 
What is meant by a non-competitive market 
Non-competitive markets are markets that have features that are not entirely competitive.  There might 
be many producers, however, the goods and services they are selling are not identical and will be 
different. 
 

How producers operate in a non-competitive market 
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In a non-competitive market, firms goods and services should be 
slightly different, enabling them to maybe obtain consumer loyalty.  
Therefore, firms may be able to control prices in the market to a 
certain extent.  Market share per firm will be relatively bigger 
compared to competitive markets.  Lastly, there will be some barriers 
to entry existing in that market, these could high costs of setting up.  
 

 
The meaning of monopoly 
In strict terms only one producer controls supply of a good or service, often called a ‘pure monoply’ 
Looser definitions would state that any firm that has more than 25% market share could be labelled 
a monopoly 

 
The causes and consequences of monopolistic and oligopolistic 
power. 
Firms can become dominant for many reasons. Here are some of the main causes 

• Horizontal Integration. Where two firms join together at the same stage of production, 
such as two supermarket chains 

• Vertical Integration. Where a firm joins with firms in different stages of the production 
process, such as a supermarket buying a farm business 

• Legal The government may have given the firm the right or license to be the sole supplier 
of a good, for e.g. operating a train line. 

• First mover advantage: A firm may have been the first in that market, and others now find 
it difficult to compete. 

• Geographical - A business may be the sole supplier in a particular area, such as a village 
shop. 

 
Consequences of dominant firms can be both positive and negative  

• Positive effects on consumers eg consumers may benefit from low prices on consumers 
(because of economies of scale) and product development (eg new products developed by 
Apple). 

• Negative effects on consumers eg dominant firms may charge high prices and give 
consumers less choice. 

 
Consequences of dominant firms can be both positive and negative  

• Positive effects on suppliers eg producers such as farmers have a guaranteed markets 
for their products from supermarkets. 

• Negative effects on suppliers eg suppliers may be forced to accept lower prices. 

 
Activities 
Independent research 
Print off two recent examples of where two companies have decided 
to merge.  In the articles can you find any evidence of the firm now 
becoming ‘non-competitive’, and are the government mentioned at all. 
i.e. government regulators are likely to investigate the merger?  
 

 
Examination type questions 
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Using the above extract, assess the costs and benefits to the customers of Chip E of operating in 
a competitive market. [9 marks] 
 
 
3.1.5.4 The labour market 

Key Term Defintion 
Gross pay  Total pay before deductions are taken off 
Net pay Total pay after all deductions such as tax and National Insurance are 

taken off 

What you need to know 
•• The role and operation of the labour market  
•• Determination of wages through supply and demand  
•• Gross and net pay 

 
 

Students should be able to understand:  
•• wage determination using simple demand and supply analysis  
•• wage differentials within and between occupations  
•• the difference between gross and net pay  
•• how to calculate income including gross and net pay. 

 

Wage determination using simple demand and supply analysis 
In economics when we want to understand what determines wages in a labour market we can use 
demand and supply analysis to help us.  Similar to previous analysis, as demand for workers is done 
by firms, who need workers to produce good and services.  In this market supply of labour is done 
by the workers themselves.  The price of labour is known as ‘wages’.  
 

Chip E is a small independent fish and chips located in a fairly busy town centre.  A lot trade 
comes from the local market, plus of an evening from local bars and clubs.  The local town has 
a large number of fast food outlets so Chip E has to be very competitive with its prices, and 
needs to ensure the quality of its food is good, as they do not want to receive bad reviews on 
social media and online takeaway food websites.  However, to keep prices competitive it has 
been forced to reduce the number of skilled chefs it employs and is now sourcing ingredients 
from the very cheapest suppliers. 
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Wage differentials within and between occupations 
We can use the law of demand and supply to explain why some professions get paid more than 
others.  Fundamentally, wages are determined through supply and demand.  One explanation could  
be through demand for those workers.  Certain workers may have 
specific skills that are in high demand, such Premiership level 
football players.  In addition to this the supply of skilled workers, 
such as these maybe in short supply.  Not everybody can be Lionel 
Messi, or a brain surgeon.  Therefore, demand outstrips supply, and 
the worker can command high wages, as shown in the diagram 
where D shifts to D1 and wages rise to W1.   

 

 
However, if there is a large supply of workers on the market, then 
employers can pick and choose workers, and in particular at lower 
prices, i.e. wages.  For example, if you look at low skilled bar  
workers in London, there are an abundance of people available and 
wanting bar work.  Now, if demand is relatively low, say that London 
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is experiencing an economic slowdown, then supply will outstrip demand, and wages will fall, as 
employers will offer lower wages. 

 
So in summary, the strength of demand for workers and the availability of workers will determine 
the wages that workers are paid.  So it could be as strong economy pushing up demand, or high 
skilled jobs restricting supply of workers.  
  
The difference between gross and net pay 
Gross pay is the amount of money workers receive before taxes and deductions are taken out. Other 
deductions could be National Insurance, pension contributions or student loan repayments.  
Workers will see these items on their pay packet, but not in their take home pay... Net pay is the 
money you are left with after all these deductions have been taken out, so it is your take home pay. 
  

How to calculate income including gross and net pay. 
We can see how gross and net pay works by using an example on somebody earning around the 
average wage in the UK, and also paying back a student loan. These figures are accurate at the time 
of writing. 
 
 Yearly Monthly 

Gross Income £27,000 £2,250 

Taxable income* £15,150 £1210 

Tax paid £3,030 £242 

National insurance £2,292 £186 

Student loan £780 £65 

Pension deductions £629 £52 

Take home pay (Net) £20,457 £1705 

 
*Somebody earning £27,000 a year would not pay tax on the first £11,850, so tax is only paid on 
the remainder 
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Activities 
1. Advertising and PR directors 
2. Air traffic controllers 
3. Chief executives 
4. Doctors 
5. Financial managers 
6. IT directors 
7. Lawyers 
8. Marketing and sales directors 
9. Pilots and aircraft engineers 
10. Senior police officers 

 
These are the top 10 paid jobs in the UK – Can you put them in order of pay, highest to lowest. 
 

 
Examination type questions 
 

1. Define net pay (2 marks) 
 

2. Define gross pay (2 marks) 
 

 
Chris Bell is an IT consultant and below is his monthly payslip 
 
Basic wage £2,800 
Commission £180 
Gross Pay  
Income tax £840 
National Insurance £200 
Pension £180 
Net Pay  

 
3. Using the information above calculate the gross and net pay for Chris Bell [3 marks]  
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3.1.6 Market failure 
 
3.1.6.1 Misallocation of resources 

Key Term Defintion 
Market failure  Where markets fail to act properly and resources are not allocated 

efficiently 
Misallocation of resources Where land, labour and capital are not used as efficiently as 

possible 
Market system Where buyers and sellers come together to agree on quantity and 

prices of goods and services 
Government intervention Where governments intervene to correct a market failure 

 
What you need to know 
•• The meaning of market failure as misallocation of resources  
•• Implications of misallocation of resources  
•• Government intervention 

 
Students should be able to understand:  
•• market failure as the inability of the market system to allocate resources efficiently  
•• the costs associated with misallocation of resources  
methods of government intervention to counter misallocation of resources. 
 
Market failure as the inability of the market system to allocate 
resources efficiently 
Market failure can arise when a market fails to allocate resources 
efficiently. Where we have previously looked at demand and 
supply analysis allocating resources to the right people at the right 
prices, we now start to look at markets not working properly, and 
resources being over used or maybe underused. Natural resources 
such as oil and gas, or maybe consumers not consuming enough 
healthy food.  The next chapter will see some more detailed 
examples.  
 
The costs associated with misallocation of resources methods of 
government intervention to counter misallocation of resources. 
Some potential costs of a misallocation of resources and market failure can be 

1. Effects of pollution caused by a factory or cars 
2. Health effects of goods such as cigarettes and alcohol 
3. The health effects of consumers not consuming enough healthy food, or getting 

immunisation against MMR. 
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4. The damage to society of certain goods and services not being provided at all by the free 
market, such as flood defences, police or national security 

5. Dominant firms charging higher prices for goods and services as they hold the ‘monopoly’ 
in that market for the good or service. 

6. Inequality, as some people may be gaining more from the production of goods and services 
than others.  

 
Taking some of the above examples, we can see how the government may intervene to solve some 
of these market failures 

1. Areas such as London have introduced a Congestion charge for driving into London during 
certain times.  Also governments can tax firms who pollute.  Alternatively, they could 
subsidise a firm to encourage them to produce less pollution. In more extreme cases the 
government may introduce legislation to curb a negative activity. 

2. Taxes are placed on goods that a generally bad for people.  These taxes on goods such as 
cigarettes, alcohol and gambling, are often labelled ‘sin taxes’. 

3. To encourage people to eat healthier food they may improve 
the information available to consumers, and people may not 
realise the health benefits of certain goods 

4. If goods are not being provided by the free market, such as 
flood defences, then the government will step in, and provide 
them themselves. 

5. Monopoly firms can be investigated by the government via 
the Competition and Markets Authority who have the power to fine companies, are force 
companies to sell of subsidiaries to make them smaller 

6. Inequality can be addresses via the tax system where money is 
taken from higher earners and redistributed to lower income 
people through government spending.  Under the current UK 
tax system those on higher incomes pay a bigger percentage in 
tax compared to those on lower incomes 

 

 
Activities 
France have introduced a tax on Nutella.  Can you think of as many 
reasons as possible as to why this has been implemented?  
 
 
Do you agree with the tax? 
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Examination type questions 
 
According to ‘Keep Britain Tidy’ fast food litter was second to cigarette ends in littering the country’s 
streets and 29 per cent of that was from McDonald’s restaurants, followed by boxes and cups from 
unbranded kebab and fast food shops. Greggs the bakers generated almost a fifth of the fast food litter, 
followed by Kentucky Fried Chicken, Subway and a number of coffee brands.  Keep Britain Tidy said fast 
food companies should be doing more to ensure that the country’s streets were tidier.  
 
Experts have called on them to reduce unnecessary packaging, make eating inside their restaurants a more 
attractive option, encourage customers to use a bin, offer money off to people who returned packaging 
and provide more bins. 

 
Other solutions could include the use of direct methods of encouraging people 
to change their behaviour such as fines, advice printed on packaging and 
providing more bins. Furthermore the government could include a minimum 
pricing scheme or an additional sales tax on fast food to help pay for the clean-
up. The government is considering asking fast food producers to pay towards 
the clean-up operation, as they are causing the problem. 
 
There are also good commercial reasons why fast food operators should take more of an interest in  
and irresponsible behaviour of people who drop litter but fast food outlets as the image it creates could be 
detrimental to the companies. 
 
In order to reduce the problem of fast food litter, the UK government is considering asking 
producers to contribute to the clean-up operation. Do you think this is the best way to reduce the 
problem of fast food litter?  Use the item above and your own economic knowledge to justify your 
view.  [15 marks] 
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3.1.6.2 Externalities 
Key Term Defintion 
Externalities Costs (or benefits) arising from the decisions of an individual or 

business which impact on people other than that individual 
Positive externalities Positive effect received by a third party resulting from a transaction 

in which they had no direct participation 
Negative externalities Occurs when a product or decision has a bigger cost to society in 

relation to its private cost. 
Social costs & benefits The costs and benefits of a company or individuals impact on the 

environment and society for which they are not financially 
responsible. 

Private costs & benefits The costs and benefits received by the firm that produces the good 
or service 

 
What you need to know 
•• Defining externalities  
•• The difference between positive and negative externalities 

 
 
Students should be able to understand:  
•• externalities as the difference between social costs/benefits and private costs/benefits  
•• the difference between positive and negative externalities and identify them  
•• that production and consumption can lead to negative externalities 

 
Externalities as the difference between social costs/benefits and 
private costs/benefits 
When we have previously looked at the production of goods and services we have looked at the 
costs of production.  In this sense we are only looking at the costs incurred by the firm, and a 
rational firm would only produce at the level where in the long-run costs are lower than revenue 
generated, resulting in a nice handsome profit for the owner.  However, from a society point of 
view, be it a local community or a country as a whole, the firms production may also be resulting in 
costs that society has to pick up.  These costs could be cleaning up litter from a fast food outlet, or 
pollution to a local river.  With externalities, we are acknowledging that firms generate two types of 
costs, and from a societies point of view, we include both the private cost to the firm, and the 
external cost.  We can show this in a formula.  

 
Social Costs = Private cost + external cost 

 
A common student error is to state that social costs are the external costs or pollution caused by a 
firm.  This is incorrect, as social costs include both private and external costs, as a firm is still a 
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member of its society.  So to fully calculate the monetary value of costs generated by a firm we 
should look at the total social costs, private and external. 

 
We can also use the same idea, to consider that firms produce benefits to society that they don’t 
receive directly, such as added health benefits.  So to gain the full benefits of a firm production of 
goods and services we need to include all of these benefits alongside the private ones of the firm.  
We can also show this in a formula. 
  
The difference between positive and negative externalities and 
identify them  
Externalities are those effects experienced by third parties, not the producer or consuming directly.  
Positive externalities would have a wider benefit to other agents in the economy, and negative 
would be harm, not necessarily experienced by the originator.  Some examples 
 
Positive externalities 

• Education or training received benefits 
not just the person or company who 
may have provided it, but wider 
society with that knowledge 

• Cycling to work 
would keep that 
person fitter, but 
less days would 
be taken off, and 
less visits to the 
doctors  

Negative externalities 
• Pollution to 

local river 
caused by an 
oil company 
when 
drilling for 
oil 

• The extra congestion to a town when a 
new supermarket opens  
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That production and consumption can lead to negative 
externalities 
Negative externalities can arise from both producers and consumers. 
As detailed above negative 3rd party side effects can be experienced 
in production, for eg, pollution from a factory.  Alternatively 
consumption of certain goods may cause negative 3rd party effects.  
Goods such as cigarette smoking, or chewing gum, where the mess 
has to be cleared up by local councils at a considerable cost to the 
local taxpayer, not the chewing gum manufacturer. 
 

Activities 
When consumers buy cigarettes, there is a difference between the 
private costs and the social costs. 
1. What are the private costs?  
2. What are the external costs? 

 
 
 
 
When people pay for education, there is a difference between the 
private benefits, and the benefits to society. 

1. What are the private benefits? 
2. What are the social benefits?  

 
Examination type questions 
 
The government had decided to expand Heathrow airport by building a third runway and a 
sixth terminal, as they believe this is vital for economic growth, creating more jobs in the 
local economy, and enabling goods and people to move around a lot quicker. However, 
there is strong opposition from local residents and environmental campaigners against 
expanding Heathrow. Opponents argue that expanding Heathrow will lead to destruction of 
natural wildlife, and an increase noise and air pollution, plus a lot more traffic, despite the 
building of Crossrail.  
 
1. Explain two possible external costs arising from the expansion of Heathrow airport. [6 marks]  
 
 
 
2. Explain two possible positive externalities arising from the expansion of Heathrow airport. [6 

marks]  
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3.2 How the economy works 
 

3.2.1  Introduction to the national 
economy 
 

3.2.1.1 Interest rates, saving, borrowing, spending and investment 
Key Term Defintion 
Interest rates The cost of money which are set via the base rate by the Monetary 

Policy Committee of the Bank of England.  Also the reward for 
saving 

Annual Equivalent Rate 
(AER) 

The interest rate on savings with annual compound interest added 
on 

 

What you need to know 
•• Interest rates  
•• How interest rates affect consumers' decisions to save, borrow or spend  
•• How interest rates affect producers' decisions to save, borrow or invest 

 
Students should be able to understand:  
•• what is meant by an interest rate  
•• the factors that influence the different rates of interest  
•• how changes in interest rates affect consumers' decisions to save, borrow or spend  
•• how changes in interest rates affect producers' decisions to save, borrow or invest  
•• how to calculate interest on savings. 

 
Interest rates 
Interest rates are the cost of borrowing, usually for loans on 
items such as housing or cars, and set  
by the lender.  Also, the reward for saving, the rate of return 
that the saver receives for depositing money.  An interest rate 
is expressed as a percentage 
 

The factors that influence the different 
rates of interest 

• The risk involved for the lender 
• The demand and supply of credit available to borrow 
• The base rate set by the Bank of England 
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• The level of inflation, as high inflation would mean interest rates would rise to protect the 
lender against the decrease in the value of money 

• Length of time a loan is taken out, or the amount saved for 
• The size of the loan 

How interest rates affect consumers' decisions to save, borrow or 
spend 

 
 
How interest rates affect producers' decisions to save, borrow or 
invest 

 
 
Activities 
In pairs get together to discuss the interest rate you would charge for these different borrowers 
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1. Has a poor credit history as the borrower has missed some credit card repayments 
previously. Wants to borrow £8000 for a new car 

2. Have a good credit record and Mortgage needed for 25yrs and amount needed £400,000, as 
the borrowers are contributing £100,000 deposit. Joint income is £80,000 per year 

3. Has a fairly good credit rating, but needs a loan for £300, before the next payday in two 
weeks time 

 

Examination type questions 
 

4. Give a definition of interest rates (2 marks) 

 

5. Explain one factors that could influence the different rates of interest charged by a 
bank (2 marks) 

 

6. Joe Smooth wants to borrow £2,000 over 12 months with an interest rate of 4%.  
Calculate the monthly repayments he would have to make to pay off the amount with 
interest* (2 marks) 

*Not compounded interest rate 
 

7. Loletta wants to save £500 for 3 years.  The interest rate she will get is 2% and is 
compounded annually. Calculate how much she will receive at the end of the 3 year 
period 

 
 
 
 
 
 

5. Analyse how an increase in interest rates will impact on Jeff and Julie’s decisions to 
save, borrow or spend (6 marks) 

 

 
 
 
 
 
 

6. Analyse how a decrease in interest rates may affect Salsoul’s' decisions to save, borrow 
or invest (6 marks) 

 
 

Jeff and Julie have just left university and have both started their first jobs.  They 
are currently renting a flat, but want to save up to buy a house.  Once all their 
outgoings are accounted for they have £200 per month left over.  They both have 
student loans to borrow, and Jeff has £500 outstanding on his credit card.  

Salsoul Ltd is a food manufacture, that has been in business for 10 years, they 
want to expand production, but need to buy a new machine for £5m. They made 
£1m profit last year, and have £500,000 in the bank in a variety of savings and 
investment products. 
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3.2.1.2 Government income and expenditure 
Key Term Defintion 
Government revenue Money governments collects from mostly taxation 
Government Spending Money government spends, for e.g, social security health and 

education 
Indirect taxation A tax on a good or service, such as VAT 
Direct taxation A tax direct from income, such as income or Corporation tax 
Progressive taxation A tax rate that rises as the taxable amount increases 
Regressive taxation A tax that takes, in percentage terms, a higher amount from people 

on low income 
 

What you need to know 
•• UK government revenue and spending  
•• Indirect and direct taxation  
•• Progressive taxation 

 

Students should be able to understand:  
•• the main sources of UK government revenue  
•• the main areas of UK government spending  
•• the difference between direct and indirect taxation  
•• that some taxes can be progressive and others regressive. 

 
 

UK government revenue and spending 
The main source of government revenue 
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The main source of government spending 
 
 

  
Indirect and direct taxation  



 

 

61 of 101  

 

Indirect taxes are taxes on spending – such as excise duties on fuel, cigarettes and alcohol and Value 
Added Tax (VAT) on many different goods and services 
 
Direct taxation is levied on income, wealth and profit. Direct taxes include income tax, inheritance 
tax, national insurance contributions, capital gains tax, and corporation tax. 
 

Progressive and regressive taxation 
A progressive tax is a tax in which the tax rate increases as the taxable amount increases. 
 
Current Income tax bands in the UK as at 2018 
Income tax threshold (0%) – £10,000 
Basic rate 20%     – £10,000 to £31,865 
Higher rate 40%  – £31,866 to £150,000 
Additional rate 45% – income over £150,000 
 
A regressive tax is a tax that takes a larger percentage of income from low-income earners than 
from high-income earners.  Examples include  
• The tax on national lottery tickets (12%) 
• Excise duties on smoking and alcohol  
• Higher fuel duties 
• 5% VAT on household fuel and lighting 
• The TV licence fee 
• London Congestion Charge 
 

Activities 
To help the government achieved a balanced budget ‘Would you rather?’ cut government spending 
or raise taxes 
 

Examination type questions 
1. State two sources of government revenue (2 marks) 

 
 

2. State two types of government spending (2 marks) 

 
 

3. Total Managed Expenditure is expected to be around £802 billion in 2017-18. Health 
spending is expected to be £149bn.  Calculate to two decimal places, the percentage of 
total spending, health accounts for. (2 marks)  

 
 

4. Give a definition of Indirect taxation (2 marks) 

 
 

8. State two types of direct taxation (2 marks) 
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9. Analyse the impact on UK Business of a cut in corporation tax (6 marks) 

 
 
 
 
 
 

10. Explain two ways the government could use government spending and taxation to reduce 
obesity in the UK (6 marks) 

 
 
 
 
 

3.2.2  Government objectives 
 

3.2.2.1 Economic objectives of the government 
Key Term Defintion 
Economic objectives The main economic goals of the government 
Full employment Where all eligible people who want to work can find jobs 
Price stability Where the inflation is within the government’s target of 1%-3% 
Economic growth Increase in the productive capacity of the economy to produce 

goods and services 

Theresa May pledges to push on with cuts to corporation tax 
Britain’s corporation tax of 19 per cent is already the lowest in the G7 industrialised 
western economies and the Conservatives have promised to cut it to 17 per cent in 
2020. In the EU only Ireland has a lower headline rate 

The FT June 22 2017 

The UK is the most obese country in western Europe, according to the Organisation for Economic Co-
operation and Development. 

Its annual Health at a Glance report, published on Friday, shows that 26.9% of the UK population had a 
body mass index of 30 and above, the official definition of obesity, in 2015. Only five of the OECD’s 35 
member states had higher levels of obesity, with four outside Europe and one in eastern Europe. 

The Guardian 11/11/17 



 

 

63 of 101  

 

Balance of payments A record of all economic transactions between the residents of the 
country and the rest of the world in a particular period 

Inequality A lack of equality in the sharing of wealth or opportunities in an 
economy 

 

What you need to know 
•• The main economic objectives of the government  
•• Conflicts arising from the pursuit of government objectives  
•• Other government objectives  
•• Moral, ethical and sustainability considerations 
 

Students should be able to understand:  
•• the principal objectives of government policies (maintaining full employment, ensuring price 

stability, achieving economic growth and having a balance of payments)  
•• that policies used to achieve one objective can have a negative impact on achieving other 

objectives  
•• that there are other government objectives such as reducing inequality and managing 

environmental change  
•• how the pursuit of a government objective can negatively affect groups of people and conflict with 

other objectives. 
 

The main economic objectives of the government 
  the principal objectives of government policies are 
1.  Full employment 
2.  Ensuring price stability  
3.  Achieving economic growth 
4.  Having a balance of payments 

 

  
Conflicts arising from the pursuit of government objectives 
In a perfect world governments would be able to achieve all its objectives. However, in the 
real world they will often have to make choices as achieving one objective may conflict 
with another. Let’s now look at some of the problems governments may face 
 

1. High growth and low inflation 
If a government chooses high growth as a target this will result in a larger amount of money 
circulating in the economy as consumers and businesses will hopefully be a lot better off.  
This extra money will increase total demand in the economy, and if producers cannot keep 
up with the supply, then prices will inevitably rise as producers seeing this high demand will 
act rationally and increase prices to obtain greater profits 

 
2. High growth and a Balance of Payments equilibrium  
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If the economy is growing we will see consumers and business income rise.  In a country 
such as the UK we are largely dependent on imports for the majority of our goods.  
Therefore, greater incomes will see the UK ‘sucking in’ greater amount of imports from 
abroad making an already large trade deficit worse.   
 

3. Low unemployment and low inflation  
In a similar way in which higher GDP leads to higher prices, lower unemployment should 
result in higher incomes and therefore more demand in the economy resulting in inflation as 
there is ‘too much money chasing too few goods’. 

 
4. High growth and the environment 

Recent experience particularly in both China and India suggest that fast economic growth 
leads to environmental problems.  In a dash for growth, and all the benefits that come with 
this, often mean that pollution and the use of sustainable resources are often overlooked, 
especially in the short term  

  
5. Healthy growth and equality  

Higher growth rates in a country are usually associated with a reduction in poverty, 
especially for countries that are newly developing.  However, not all of the increase in 
money generated in an economy is necessarily shared out equally.  Often the people who 
have started and run businesses take a greater share of national income growth than those 
people who are employed, often on lower incomes 

 
  
Other government objectives 
However, governments may have other objectives, so they are often not restricted to the above four.  
Other objectives may include sustainanble growth, rebalancing the budget deficit and paying off the 
national debt, or reducing inequality in a country.  

  
Moral, ethical and sustainability considerations 
In a landmark 1968 speech presidential candidate Robert Kennedy outlined the problems of using 
GDP as a measure of a countries success.  He highlighted the damaging things that are included, 
such as spending on crime and cigarettes, whilst not including items such as appreciating culture or 
strong families.  Here is an extract from the speech. 

“Our Gross National Product, now, is over $800 billion dollars a year, 
but that Gross National Product - if we judge the United States of 
America by that - that Gross National Product counts air  
pollution and cigarette advertising, and ambulances to clear our 
highways of carnage.  It counts special locks for our doors and the 
jails for the people who break them.  It counts the destruction of the 
redwood and the loss of our natural wonder in chaotic sprawl.  It 
counts napalm and counts nuclear warheads and armored cars for the 

police to fight the riots in our cities.  It counts Whitman's rifle and Speck's knife, and the television 
programs which glorify violence in order to sell toys to our children.  Yet the gross national product 
does not allow for the health of our children, the quality of their education or the joy of their play.  
It does not include the beauty of our poetry or the strength of our marriages, the intelligence of our 
public debate or the integrity of our public officials.  It measures neither our wit nor our courage, 
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neither our wisdom nor our learning, neither our compassion 
nor our devotion to our country, it measures everything in short, 
except that which makes life worthwhile”  
 
 

Activities 
With regards to the four main economic objectives find the 
current numbers as this will be excellent knowledge for the 
exam 
 
 

Examination type questions 
1. State two economic objectives a government may have  (2 marks) 

 
 

2. Give a definition of full employment (2 marks) 

 
 

3. Give a definition of economic growth (2 marks) 

 
 

4. Explain two conflicts that may arise from the government pursuing its economic 
objectives (6marks) 

 

3.2.2.2 Economic growth 
Key Term Defintion 
Economic growth Where a country increases its productive capacity over a given time 

period 
GDP Gross Domestic Product is the total value of everything produced in 

a country 
Real GDP GDP adjusted for inflation 
GDP per capita GDP per population  

 

What you need to know 
•• The significance of economic growth to economies  
•• Causes, costs and benefits of economic growth  
•• Government policies to achieve economic growth 
 

Students should be able to understand: 
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•• what is meant by economic growth and its significance to economies 

•• the difference between GDP and real GDP and GDP per capita and be able to perform 

simple calculations involving these measurements 

What is meant by economic growth and its significance to 
economies 
Economic growth is often seen as the most important economic objective for governments to 
achieve.  Economic growth generally means that the country is increasing the value of goods and 
services produced over a period of time.   
 

Causes of economic growth 
There are many causes of economic growth but generally it originates from either more demand in 
the economy or/and greater supply  
 

Demand 
• Greater consumer spending, that may 

have been triggered by a rise in wages 
or a cut in income tax. Alternatively,  
the central bank has cut interest rates 
resulting in the cost of borrowing 
falling, allowing consumers to borrow 
and spend more. 

• Increased business spending.  If 
businesses are receiving more demand 
for their products that are likely to 
invest in new machinery or premises. 

• Government spending may increase 
which generates further spending in 
the economy. For example the 
Crossrail project in London is 
expected to create 55,000 full time 
jobs.  So money continues to multiply 
around the economy. 

• An increase in money earnt from 
selling exports abroad may also led to 
a countries economy growing.

Supply 
• A country may discover a natural 

resource, so can generate more 
income from that good.  A country 
such as Zambia with copper 
production, or Nigeria with oil. 

• Countries such as the UK economy 
benefitted with an influx of 
immigration from Eastern Europe. As 
the country could produce a greater 
amount of goods and services 
compared to pre-immigration levels. 

• Or a country may be able to get more 
out of its existing working by better 
training or education of workers. 

• New technology may give a countries 
economic growth a boost. The ‘dot-
com’ boom of the mid 90’s 
contributed to increased growth rates 
in countries such as the US.  
Economists are predicting a similar 
boom resulting from 3D printing. 
   

 

Costs of economic growth 
Although GDP is often seen as the most important target for a government to achieve, it can also 
lead to some major problems for a government to deal with. These can include; 
 

1. Environmental problems  



 

 

67 of 101  

 

This can include pollution from increased industry and 
more car usage, but also sustainability problems as 
non-renewable energy may be used up too quickly. 

 
2. Inflation 

High growth often leads to a big increase in demand 
for goods and services.  This can result in a subsequent 
increase in prices as demand will be outstripping 
supply.  This is a type of inflation call ‘demand-pull’ 
inflation. 
  

3. Inequality 
In theory, more economic growth should result in a reduction in poverty. However, it can 
lead to some people disproportionally benefiting more than others, resulting in a widening 
gap between the ‘haves’ and the ‘have-nots’.  People who own businesses, for example may 
get rich quicker than the workers that they employ 
  

4. Current account deficit 
When an economic grows quickly disposable will increase.  However, this often means that 
more money is spent on goods and services from abroad, so imports increase, resulting in a 
larger current account, or trade deficit. 

 

Benefits of economic growth 
1. Reduction in poverty 

Higher economic growth in countries such as China has, in recent years, seen millions of 
people lifted out of poverty.  As a country produces more goods and services employment 
and incomes increase, so people are generally earning more money than previously. 
 

2. More employment 
Higher economic growth will normally result in a 
higher demand for workers, so unemployment rates 
will generally fall, resulting in higher disposable 
incomes. 
 

3. Better infrastructure and public services 
Successful economies such as Norway can use the 
money earnt from economic growth to fund better 
infrastructure such as road and railways. Whilst it also give the country the money to 
improve its public services such as its health service and schools. 
 

  
Government policies to achieve economic growth 
Governments have at their disposable and array of tools to try and achieve an increase in economic 
growth.  Later on these policies will be discussed in greater detail, but there are 3 main ones. 
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The difference between GDP and real GDP and GDP per capita and 
be able to perform simple calculations involving these 
measurements 
Gross Domestic Product 
This is the total value of everything produced in a country, this can be measured by either adding up 
all the spending in the economy, or the income, or alternatively the value of output.  All of these 
numbers should be approximately the same, and in 2017 the value was £2.04tn. This is sometimes 
called ‘Nominal GDP’. 
 
To calculate the percentage change in GDP =  
 
Difference in GDP between year 1 and year 2    x 100  

GDP in year 1 
 
For example, If an economy had a GDP value of £250bn in year 1 and £300bn in year 2  
 
£50bn x 100 = 2.0%  
£250bn 
 
GDP adjusted for inflation 
Sometimes the value of GDP may be distorted by rising prices. For example if a country such as 
Venezuela is suffering with hyperinflation then the value of its goods produced will be very high, as 
the price in the shops has increased. However, we cannot say it has ‘really’ grown, as its just the 
‘froth’ of price rises.  
 
A simple real GDP calculation would just 
GDP % - CPI% 
 
For example, if the economy was growing by 4% in one year, but CPI was 3%, then real GDP is 
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4%-3% = 1% 
 
GDP per population 
If we are comparing the value of a countries GDP, then countries such as USA and China will 
usually be the first two.  However, there are countries out there that might be as successful, but just 
have less people in those countries, such as Switzerland.  We can look at seeing how much each 
person in the country contributes to GDP, and this is called GDP per Capita.   
 
To calculate the GDP per Capita=  
 
Value of Nominal GDP 
Number of people in country 
 
For example, the UK has a GDP value of approximately £2tn, and a population of 66m  
 
£2tn = £30,303 GDP per population, or per head 
66m 
 

Activities 
Yes…But game 

1. Arrange students in pairs  
2. Give students a situation. One Student A is the Chancellor of the 

Exchequer for the government. Student B is the opposition 
spokesperson on the economy 

3. The topic is ‘Government policies to achieve economic growth’ 
4. Student A starts with an idea.  Student B must reply, ‘Yes, but...’ to 

which Student A replies ‘Yes, but’. 
5. See how long students can keep up this back and forth!  
6. Swap partners after 5 minutes 

 
 

Examination type questions 
 

Figure 1: UK2017 
UK GDP £2,627,140 (million) 
UK Population 66 million 
 

11. Using Figure 1, calculate GDP per capita. Show your working. (2 marks) 

 
 

Figure 2: UK GDP (£m) 
2016  1,925,299  
2017  1,959,707 

12. Using Figure 2, calculate the percentage change in GDP from 2016 to 2017 to 2 decimal 
places. (2 marks) 
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In the recent Human Development Index (HDI), Britain is behind France and Germany and 
has slipped down the league table to 26th place over the past five years. High levels of 
inequality were leading to slower progress in the UK than in other western European countries. 
The report looks at income, education and health to gauge progress in human development.   

During the period economic growth has been modest, which has led to low levels of 
unemployment as jobs are being created in the economy.   

 
13. Using the extract above, assess whether the impact of UK economic growth is always 

positive for individuals in the UK. [9 marks] 
 
 

3.2.2.3 Employment and unemployment 
Key Term Defintion 
Employment Measure of labour available to work that are in work 
Unemployment Those available for work but without a job 
Structural unemployment Caused by decline in certain industries and skills become outdated 
Seasonal unemployment Certain jobs are only available at certain times of the year 
Frictional unemployment Where workers are between jobs 
Cyclical unemployment Workers lose jobs due to a downturn in the economy  

 

What you need to know 
 
•• Employment and unemployment and how they are measured  
•• Types, causes and consequences of unemployment  
•• Government policies to reduce unemployment 

 

Students should be able to understand:  
•• the main types of unemployment, such as structural, seasonal, frictional and cyclical, and be able 

to explain the factors that cause these  
• the consequences of unemployment for different groups within the economy 

 

Employment and unemployment and how they are measured 
The Labour Force Survey (LFS) is a study of the employment circumstances of the UK population. 
It is the largest household study in the UK and provides the official measures of employment and 
unemployment. 
(https://www.ons.gov.uk/surveys/informationforhouseholdsandindividuals/householdandindividuals
urveys/labourforcesurvey) 
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Employment measures the number of people in paid work and differs from the number of jobs 
because some people have more than one job.  Employment mainly consists of employees and self-
employed people but there are also two minor categories – 
unpaid family workers and people on government-supported 
training and employment programmes.  

Unemployment measures people without a job who have 
been actively seeking work within the last four weeks and 
are available to start work within the next two weeks.  The 
unemployment rate is not the proportion of the total 
population who are unemployed. It is the proportion of the economically active population (those in 
work plus those seeking and available to work) who are unemployed. This follows guidelines 
specified by the International Labour Organisation and it ensures that UK unemployment statistics 
are broadly comparable with those published by other countries. 

(https://www.ons.gov.uk/employmentandlabourmarket/peopleinwork/employmentandemployeetypes
/bulletins/uklabourmarket/november2018#employment) 

 

  
Types and causes of unemployment 
Structural unemployment 
Structural unemployment is caused by working having 
outdated skills. This is usually as result of traditional 
industries going into decline, or industries moving to other 
areas of the world. The economy isn’t necessarily in decline, 
but workers haven’t got the right skills that are being 
demanded at that time.  Examples of structural employment 
are industries in the UK that have declined such as steel 
workers, shipbuilding and textiles.  

Seasonal unemployment 
This occurs when at certain times of the year workers are not needed.  Some areas of the country, 
such as seaside resorts or theme parks may be very busy in the summer, but may suffer higher 
unemployment in the winter, when demand for their services are very low, so workers are left 
unemployed. 
 
Frictional unemployment 
Frictional unemployment usually occurs when people are between 
jobs, or se arching for a new job.   They could have another job 
lined up, but for whatever reason are waiting to take it up. It may 
be that jobs are on offer, but the candidate is holding out for a better 
job, maybe one that meets their skill-set.  
 
Cyclical unemployment 
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The three previous types of unemployment are generally as a result of problems with the worker 
themselves, or something impacting the supply of labour into the workforce.  Cyclical unemployment 
on the other hand is a result of a lack of demand for goods and services in the economy.  The word 
cyclical relates to the economic cycles of the economy, booms and recessions.  Recessions are when 
the economy goes into a downturn, and this is when cyclical unemployment will occur, as demand 
for workers dries up, as demand for their related goods and services declines.  

 
Consequences of unemployment 
Unemployment can have a variety of consequences on a variety of groups in the economy, lets look 
at these in turn. 
 
Individuals 
Individuals could suffer a loss of earnings if unemployed.  In addition, if 
unemployment persists they could find their skills become outdated, or they start 
to lose the ability to find and apply for jobs.  This could be down to being out of 
the labour market for too long, or just lose motivation.  Some individuals may 
end suffering from depression and mental health problems, which may have a 
knock on effect with family and friends. 
 
National government 
The government nationally may see a double hit on their fiscal budget. Firstly, 
with people not working less tax revenue is coming in. This is tax from income, such as income tax 

or corporation tax, if the person is self-employed. Also, less 
spending will result in less VAT and other indirect taxes.  
Coupled with this, spending on Jobseeker’s Allowance (JSA) 
will increase if more people are claiming this unemployment 
benefit.  Other benefits, such as universal benefits are also likely 
to increase if individuals are on low income.   Governments 
could also see an increase in spending if they choose to spend 
money on job creation schemes, such as building roads, 
railways, etc. 

 
Local government 
Local government may see in increase in spending to deal with some of the social problems described 
in the ‘individual’ section. More money may have to be spent on crime, and mental health issues.   
 
Companies 
Companies may see a benefit as there may be more workers available who are willing to work at a 
lower wage rate if they are unemployed, which means lower costs. However, as stated before the 
workers may be ‘de-skilled’, if they have been long-term unemployed. 

  
Government policies to reduce unemployment 
Policies to reduce unemployment depend largely on the type of unemployment you are faced with. 
To summarise 
   
Demand-side 
• Unemployment types are cyclical  
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• Any polices that promote more 
Aggregate Demand (AD) in the economy, 
such as; 

• Using Fiscal policy by increasing 
government spending to put money in the 
economy or/and cutting taxes to boost 
spending. 

• Using Monetary Policy but cutting 
interest rates to promote more spending 

Supply-side 
• Unemployment types are cyclical structural, 

frictional and seasonal 
• Any polices that help workers become more 

employable and improves the supply of 
labour, such as; 

• Better education and training of workers 
• Reduce benefits and disposable income to 

‘make work pay’ 
• Assistance to workers, maybe financial, to 

help them move to areas where there is work 

 
 

Activities 
What do you believe will be the impact of robotics on UK jobs.  
Discuss this in pairs or small groups 
 
 

Examination type questions 
1. Define full employment (2) 

 

2. Define unemployment (2) 

 
 

 
3. Explain Why is ‘full employment an objective’ for the government (4) 

 
 

4. Explain how hosting a World Cup might help the UK government to meet its 
objective of reducing unemployment. (4) 

 

3.2.2.4 Inflation and price stability 
Key Term Defintion 
Inflation A general increase in prices and fall in the purchasing value of 

money 
Rate of inflation The measurement of price changes over a time period, usually a 

year 
Consumer Price Index 
(CPI) 

CPI is an index that compares the current prices of a basket of 
goods and services to the same basket a year previously 



 

 

74 of 101  

 

Cost-push inflation  Price rises caused by an increase in costs for business, passed on to 
consumers 

Demand-pull inflation Price rises caused by an excess of demand over supply in the 
economy 

 

What you need to know 
•• What is inflation?  
•• Measures of inflation  
•• Causes of inflation  
•• Consequences of inflation  
•• Government policies to manage inflation 

 

Students should be able to understand:  
•• what is meant by inflation and the rate of inflation  
•• how the rate of inflation can be measured using the Consumer Price Index (CPI)  
•• how to perform simple calculations using CPI figures  
•• the causes of inflation, including cost-push and demand-pull inflation  
•• the consequences of inflation to different groups within the economy 
 

What is inflation? 
Inflation is a continued increase in the price level of an economy, and the purchasing power of money 
is reduced, or simply money in your hand is worth less than before if prices are rising. 
  
Measures of inflation 

CPI 
The Consumer Price Index is the main measure used by the government. CPI is the inflation 
measure used in the government’s target for inflation. “Consumer price inflation is the rate at which 
the prices of goods and services bought by households rise or fall. A convenient way of thinking 
about this is to imagine a very large “shopping basket” containing those goods and services bought 
by households. As the prices of the various items in the basket change over time, so does the total 
cost of the basket. Movements in consumer price inflation indices represent the changing cost of the 
shopping basket”. (www.ONS.gov.uk) 

CPIH 
CPIH is the most comprehensive measure of consumer price inflation, as it extends the Consumer 
Prices Index (CPI) to include owner occupiers’ housing costs and Council Tax.  

The shopping basket 
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The ‘shopping basket’ is the representative basket of goods and services that the are monitored for 
price changes.  The ‘basket’ is updated on a regular basis to ensure it represents the expenditure 
patterns of the ‘average’ family in the UK. 

How inflation is reported 
In simple terms all of the goods and services in the basket are weighted according to how important 
they are to the ‘average household’.  So petrol would be more important than matches, as more 
income is spend on petrol and more often.  All of the price changes are compiled into an index, then 
we work the percentage change in the index, from the previous year. For example.   

The index number in Oct 2018 is 106.7 and in Oct 
2017 104.2.   

So to work out the inflation number.   

Work out the difference: 106.7-104.2 = 2.50 

Divide by the original: 2.50/104.2 = 0.0239 

Then multiply 0.0239 by 100 to get the percentage 
change 

= 2.4% 

We can then say the current inflation rate is 2.4% 

 

 
Causes of inflation 
Inflation is usually caused by costs increasing for firms, or big increases in demand. 
 
Cost-push inflation  
Firms can often be faced with big increases in costs. These may be wages, raw materials, interest rate 
charges, tax, etc.  Cost-push inflation could occur if for example oil prices increase, resulting in firms 
passing this cost onto its customers in higher prices.  A firm may use oil as a raw material, such as a 
plastics company, or as fuel for deliveries.  Whatever the cause, it may show up in higher prices in 
the basket of goods. 
 
 
Demand-pull inflation 
Often described as ‘too much money chasing too few goods’.  Demand-pull inflation usually 
describes a situation where the economy is performing really well, consumers have a lot of disposable 
income and demand for goods and services is high. Firms will respond to this high demand by pushing 
up prices. 
   

CPI  Percentage 
 Index change over

 (2015=100)  12 months

Oct 2017 104.2 3.0
Nov 104.6 3.1
Dec 104.9 3.0
Jan 104.4 3.0
Feb 104.9 2.7
Mar 105.0 2.5
Apr 105.4 2.4
May 105.8 2.4
Jun 105.8 2.4
Jul 105.8 2.5
Aug 106.5 2.7
Sep 106.6 2.4
Oct 2018 106.7 2.4
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Consequences of inflation 
It is good practice to split consequences sometimes into the consequences on individuals and to the 
government or the economy. 
 
Individuals 
For individuals purchasing power is reduced as goods and services are more expensive.  This a 
particular problem if wages do not match price rises, which was certainly the case after the great 
recession in 2008, where inflation outstripped wage growth for a number of years.  
Individuals may bring forward purchases if they believe prices to be increasing.  However, inflation 
can create a general level of uncertainty. 
 
Less money is likely to be saved, as the ‘real’ value of savings are eroded, as money will buy less, 
once taken out of the savings account.  
 
The Economy 
Businesses are likely to reduce investment spending, as they will be uncertain about the future if 
prices are rapidly rising 
 
Our exports would become less competitive, assuming our inflation is higher than our trading 
partners. This is because higher domestic prices will push up the price of the goods then being 
exported. 
 
The cost of continually changing prices will be a burden on business, these are often called ‘menu 
costs’. 

  
Government policies to manage inflation 
This can be split into the three main policy tools 

Fiscal policy 
If there is high demand in the 
economy then the 
government could try and 
reduce the amount of money 
being spent.  They could raise 
taxes and/or cut government 
spending. Both of these 
measures would dampen the 
demand pressures that may be 
stoking inflation. 
 
 
 

Monetary policy 
The Bank of England have a 
target of keeping inflation 
within a range of 1%-3%, so 
if inflation goes over, then 
they are likely to raise interest 
rates, to reduce borrowing 
and increase savings. This 
should result in less demand, 
which could have a negative 
impact on economic growth. 
The bank could also print less 
money, thus reducing the 
amount of money being 
spent. 

Supply side policy 
A longer term policy would 
be to increase the productive 
capacity of the economy. In 
this way there should be 
enough supply to match the 
demand, thus reversing 
demand pull inflation, 
described earlier.  Also, some 
supply side policies may be 
used to reduce costs in the 
economy, thus reducing cost-
push inflation.   
 
 

 

3.2.2.5 Balance of payments 
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Key Term Defintion 
Balance of trade The difference between exports and imports of goods and services 

into and out of a country 
Balance of payments Statement that summarises an economy’s transactions with the rest 

of the world 
Balance of payments 
surpluses 

Where a country exports more goods, services and capital than it 
imports 

Balance of payments 
deficits 

Where a country imports more goods, services and capital than it 
exports 

 

What you need to know 
•• Balance of trade and balance of payments  
•• Balance of payments surpluses and deficits on the current account  
•• Government policies to influence the balance of payments 
 

Students should be able to understand:  
•• how to perform simple calculations using current account balance of payments figures  
•• the meaning and significance of a balance of payments deficit and surplus on the current account  
•• the reasons for a balance of payments deficit or surplus on the current account. 
 

Balance of trade and balance of payments 
When we are looking at the balance of payments we are only in this instant focusing on the top half 
of the account, and in particular the Balance of Trade on the current account 
 
The balance of trade measures the difference in the amount of money we earn in goods and services, 
and then subtract what we import in goods and services.  Goods are tangible products, such as cars 
and washing machines. Services are intangible products such as finance, insurance and consulting.  
For 2017  
 
Goods 
We earnt £339bn in exports, but imported £476bn in imports.  This left us with a goods deficit of -£137bn 
 
Services 
We earnt £ 277bn in exports, and imported £165bn in imports.  This left us with a services surplus of - £112bn 
 
So even though we did well in services, we didn’t do so well with goods, so we ended with a Trade Deficit of 
-£26bn 
  
Balance of payments surpluses and deficits on the current account 
Current account surplus 
A balance of payments surpluses on the current account occurs when the money we earn from 
exporting goods and services is greater than the money we pay for importing goods and services 
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Current account deficit 
As explained for approximately the last 20 years the UK has been running a current account deficit. 
This is where the money being spent on imports is greater than the money we earn in exports. In 
October 2018 for example we had a trade deficit of just over £3bn for the month. 
  
Government policies to influence the balance of payments 
Make pound weaker 
The government, or the central bank, could decide to make the Pound weaker in value, which is 
called a devaluation.  This devaluation would make exports cheaper, whilst at the same time make 
imports dearer. 
 
Reduce demand for imports 
This could be achieved by somehow engineering a recession, (which wouldn’t be the most popular 
policy).  However, consumers had less disposable income then they would spend less on imports, so 
the trade deficit would improve.  Even though this policy would never happen in reality it is still 
useful to know that during a recession the trade deficit normally improves.  A more likely way of 
restricting imports would be to make them dearer, by imposing a tax, (called a tariff in trade terms), 
or place a limit on the amount of imports that can come in, (a quota). 
 
Boost exports 
Governments could offer assistance in the form of grants, insurance or advice, to help firms export 
more.  Or the government could help firms reduce their costs of production, thus making exports 
more competitive. 
 
UK Export Finance is the government body that helps UK business with exports abroad.  Their 
mission is to “ensure no viable UK export fails for lack of finance or insurance, while operating at 
no net cost to the taxpayer”. https://www.gov.uk/government/collections/uk-export-finance-
products-and-services 
 

 

 

3.2.2.6 Distribution of income 
Key Term Defintion 
Income inequality The unequal distribution of income across an economy 
Wealth inequality The unequal distribution of assets across an economy 
Distribution of income How income is distributed across an economy 

 

What you need to know 
•• Income and wealth inequality  
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•• Causes of income and wealth inequality  
•• Consequences of income and wealth inequality  
•• Government policies to redistribute income and wealth and their consequences 
 

Students should be able to understand:  
•• the distribution of income in the UK  
•• how inequality in the distribution of income can occur  
•• how redistribution of income and wealth can be achieved through taxation and government 

spending. 
 

Income and wealth inequality 
It is important to make the distinction between income and wealth as they mean different things.   
 
Income 
Income is the flow of money that is earnt.  This could be wages in return for labour.  The profits 
from a business. Rental income from the ownership of land, or maybe the interest from savings 
accounts.  

 
Wealth 
This is a snapshot of the value of assets a person holds.  For most people this could be the value of 
their house, after the mortgage loan has been paid off. Other assets people may have could be the 
value of shares, or other investments.  
 
In 2018 Sir Jim Ratcliffe tops the Sunday Times rich list.  He is the chairman and chief executive 
officer of the Ineos chemicals group, which he owns two-thirds of. He is worth £21.05bn according 
to the list.  This is the value of his assets, as he wouldn’t be getting an annual income of £21.05bn.   
thesundaytimes.co.uk/richlist  
 
In the UK in 2018, according to the The Equality Trust, households in the bottom 10% of the 
population have on average a disposable (or net) income of £9,644.  The top 10% have net incomes 
almost nine times that (£83,875).   
 
Wealth in Great Britain, according to the group, is even more unequally divided than income. As 
the richest 10% of households hold 45% of all wealth.  The poorest 50%, by contrast, own just 
8.7%. 
https://www.equalitytrust.org.uk/scale-economic-inequality-uk 
  
Causes of income and wealth inequality 
The causes of income and wealth inequality, could fill a large book, and often do. However, to 
summarise some of the main causes. 
 

• Lack of education, skills or training – a lack of these will result in workers commanding a 
lower disposable income if in work, and may hold them back from getting a job 

• Ownership of assets – Accumulating wealth is often like a ‘snowball effect’.  The more 
money you have the more financial assets you can buy, thus widening the gap between those 
who have assets making them richer vs those who don’t. 
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• Unemployment – Being out of work and relying on benefits will seriously reduce income.  
Despite some perceptions relying on benefits doesn’t make you rich! 

• Occupation – Even in work people often find themselves struggling financially.  Many jobs 
are low paid, maybe temporary or with reduced days or hours. 

• Inheritance – This is money left for by family members that have passed away.  So if your 
lucky enough to be born into a very wealthy family, then you will have a massive lump-sum 
coming your way at some point.  Those at the bottom end of the income scale, are rarely so 
lucky, unless they win the lottery! 

  
Consequences of income and wealth inequality 
As we shall see in the next section governments will want to reduce income inequality as it can lead 
to some major social problems 

• Debt – People on lower incomes are often forced into debt, often having to borrow to make 
ends meet.  However, the problem is often made worse as people on lower income are often 
charged higher rates of interest on their borrowing.   

• Crime – Crime and other social problems are often increased when income inequality is 
higher.  Not only are people on low incomes often desperate for money, but can be living 
nearby to those who are very wealthy.   

• Health – The link with low income and poor health is often clear.  Poor housing can lead to 
health problems, as a can a breakdown in social relations, such as divorce, leading to a 
negative consequence on health. Lastly, low income can lead to poor health choices such as 
an increase in drinking and smoking, as wealth as food that is unhealthy.   

  
Government policies to redistribute income and wealth and their 
consequences 
If we go back to the causes of inequality, we can often match up what the government attempts to 
do to close the gap. 

• Education, skills or training – This can start from pre-school, right up to training to 
improve skills in work. 

• Ownership of assets – Governments can give assistance to people on low income to help 
buy property, thus given them a foothold on owning a financial asset, that will hopefully 
grow in value. 

• Employment – Governments have a wide range of policies to help lower unemployment. 
This can range from boosting the economy, to providing the right skills, or lowering 
benefits, and/or raising in work pay to encourage people to get a job. 

• Occupation – The National Minimum Wage was introduced in 1999, to stop workers being 
paid exceedingly low wages, and it is a criminal offence to pay below the set rate.  For over 
25s the government introduce the National Living Wage, in a further attempt to boost pay 
for those near the bottom 

• Tax – The government can use a ‘progressive’ tax system whereby the richer you are the 
more tax you pay, although this done in blocks, so not all of your income would be taxed at 
the top rate. In 2018 the rates were as follows. 

Tax Rate (Band) Taxable Income Tax Rate 
Personal allowance Up to £11,850 0% 
Basic rate £11,851 to £46,350 20% 
Higher rate £46,351 to £150,000 40% 
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Additional rate Over £150,000 45% 
• Inheritance – Another tax is ‘Inheritance tax’, which apart from being a useful source of income 

for the government, helps redistribute income.  The tax is set at 40% of wealth a person leaves 
when they pass away. However, you don’t pay anything if its below £325,000 (2018) threshold, 
or if you leave everything above the £325,000 (in 2018), threshold to your spouse, civil partner, 
a charity or a community amateur sports club. 
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3.2.3 How the government 
manages the economy 
3.2.3.1 Fiscal policy 

Key Term Defintion 
Fiscal policy Government’s use of spending and tax to influence an economy 
Government budget Government’s plan for spending and tax 
Budget surplus Where tax revenue is greater than government spending 
Budget deficit Where government spending exceeds tax revenue 

 
What you need to know 
•• Fiscal policy 
Students should be able to understand: 

 
Students should be able to understand: 
•• how fiscal policy can affect levels of income and expenditure within the economy 
•• how fiscal policy can be used to achieve government objectives 
•• the meaning of a balanced budget and explain the consequences of operating a budget surplus and 
deficit. 
 

How fiscal policy can affect levels of income and expenditure 
within the economy 
Fiscal policy is the government’s use of spending and tax to influence an economy.   
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As the above excerpt from the 2018 budget shows, government spend money on a number of things, 
all for different reasons.  However, if the government want to increase income and spending in the 
economy it can achieve this ‘expansion’ in two ways.  
 
Expansionary fiscal policy – more money in the economy 

 
 
There may be times when the government want to decrease the amount of money in the economy, 
or a ‘contraction’. 
 
Contractionary fiscal policy – less money in the economy 

 
 

How fiscal policy can be used to achieve government objectives 
 Government spending Tax 
1.Higher growth Expansionary fiscal policy, as 

described above, could be used 
by increasing government 
spending to achieve more 
national income 

Cuts in any of the main taxes, 
Income, Corporation or VAT 
could result in more spending 
in the economy, thus boosting 
national income 

2. Stable prices if inflation is 
above target 

Contractionary fiscal policy, 
as described above, could be 
used by taking money out of 
the economy less is spent, 

Increase in tax will result in 
less disposable income, so less 
is spent, demand falls and 
hopefully inflation as well 
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demand falls, and so will 
hopefully inflation 

3. Lower unemployment Expansionary fiscal policy 
could be used by increasing 
government spending. Jobs 
could be directly created by 
the government through bodies 
such as the NHS or indirectly 
through more spending in the 
economy. 

Taxes could be cut, so as to 
encourage more spending as 
disposable income increases.  
Demand for workers should 
increase as a result of an 
increase for demand for goods 
and services. 

4. Correcting a trade deficit Governments could spend 
money on helping business 
export goods in the form of 
subsidies.  However, they 
could also cut government 
spending to deflate the 
economy so consumers have 
less money to spend on 
imports. 

Taxes could be raised to 
reduce the disposable income 
of consumers, resulting in 
them having less money to 
spend on imports. 

 

The meaning of a balanced budget and explain the consequences 
of operating a budget surplus and deficit 
A balanced budget is when the money the government receive in from taxation and other income, 
equals all of the money it spends.  In recent years it has been more common for the government to 
run a budget deficit, where spending is greater than revenue in.  Some people compare government 
finances to running a household budget, and we should never run a deficit, or be ‘overdrawn’.  
However, running a country is a lot more complicated and deficits may have occurred for very good 
reasons. 
 
Budget surplus 
A budget surplus is when you more public sector receipts (money in), compared to public sector 
expenditure (money out).  The consequences of this could be positive or negative. On a positive 
level the money the government has could be used to increase spending, or pay down the debt that it 
has outstanding.  However, a negative consequence could be related to how the surplus has been 
achieved.  If the surplus has been achieved by cutting government spending and/or raising tax, then 
this may have a harmful effect on economic growth. In extreme cases this is often called ‘austerity’, 
where governments attempt restore public finances to a balance or surplus after a bid public deficit.  
Something that the UK experienced from 2010 until 2018. 
 
Budget deficit 
A budget deficit is when spending is greater than receipts in.  The consequences of this is an 
increase in government borrowing, as this shortfall has to be plugged with borrowed money.  
Sometimes governments can borrow cheaply, but the interest it pays on this borrowing is money 
that could be put to better use.  However, a budget deficit could be a sign that governments are 
spending money to help grow the economy, but this does assume the money is being spent on 
investments, such a new railways and roads. 
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3.2.3.2 Monetary policy 
 
Key Term Defintion 
Monetary policy Central banks use of interest rates, money supply or exchange rates 

to influence the level of aggregate demand in the economy 
Base rate The interest rate set by the Bank of England that influences market 

interest rates 
 
What you need to know 
Monetary policy 
 
Students should be able to understand: 
•• what is meant by monetary policy 
•• how monetary policies can be used to achieve the government objective of controlling inflation 
•• how monetary policies can be used to achieve other government economic objectives. 

 
What is meant by monetary policy 
Monetary policy involves influencing the supply and demand for money through interest rates and 
other monetary tools.  Monetary policy is operated by the Bank of England, and they describe 
monetary policy as,  

“Monetary policy is action that a country's central bank or government can take to influence how 
much money is in the economy and how much it costs to borrow. As the UK’s central bank, we use 
two main monetary policy tools. First, we set the interest rate that we charge banks to borrow 
money from us – this is Bank Rate. 

Second, we can create money digitally to buy corporate and government bonds – this is known as 
asset purchase or quantitative easing (QE). 

https://www.bankofengland.co.uk/monetary-policy 
 

 
How monetary policies can be used to achieve the government 
objective of controlling inflation 
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The Bank of England use monetary policy to achieve the Government’s target of keeping inflation 
at 2%. 

The Monetary Policy Committee (MPC) of the Bank of England decides what monetary policy 
action to take.  The MPC hold several meetings to look at how the economy is working.  

It can take around two years for monetary policy to have its full effect on the economy. So MPC 
members need to consider what inflation and growth in the economy are likely to be in the next few 
years. 

If inflation is heading above the 2% target 
Interest rates would be raised which raises the cost of borrowing and savings rates.  If cost of 
borrowing goes up more money is spent paying back loans, and if savings rates go up more money 
is saved as returns are higher. The effect of both of these is that demand will fall as less money is 
spent on goods and services, by consumers and business.  If demand falls then prices will fall back 
to the 2% CPI target. 

 
If inflation is heading below the 2% target 
Interest rates would be lowered which cuts the cost of borrowing and savings rates.  If cost of 
borrowing goes down less money is spent paying back loans, and if savings rates go down less 
money is saved as returns are less. The effect of both of these is that demand will rise as more 
money is spent on goods and services, by consumers and business.  If demand rises then prices will 
increase back to the 2% CPI target.  Quantitative easing (QE) was also used after the Great 
Recession in 2008, as low interest rates were not working on their own to stimulate demand, as they 
had already been cut to 0.5%, which was pretty much as low as they could go.  From 2009 to 2016 
£435bn was pumped into the economy to help get inflation, amongst other objectives, back up to 
target. 

How monetary policies can be used to achieve other government 
economic objectives. 
The Bank of England also support the Government’s other economic aims of growth and 
employment. Sometimes, in the short term, the Bank need to balance its target of low inflation with 
supporting economic growth and jobs. 

If economic growth and jobs are needed then the Bank will want to encourage greater demand in 
the economy, they could achieve this by cutting interest rates and possibly increasing QE, if needed. 
 
3.2.3.3 Supply-side policies 

Key Term Defintion 
Supply side policies Government policy to enable as increase in the quantity or quality 

of goods and services produced in an economy 
Direct taxes Tax taken from income 
Trade unions An organised association of workers formed to protect and further 

their rights and welfare 
Privatisation The process of transferring public sector organisations to the private 

sector. 
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Deregulation The removal of regulations or restrictions on a particular business or 
industry 

 
What you need to know 
Supply-side policies 
 
Students should be able to understand: 
•• the advantages and disadvantages of supply side policies 
•• supply-side policies such as: investment in education and training, lower direct taxes, 

lower taxes on business profits, trade union reform and privatisation/de-regulation 
•• how supply-side policies can be used to help achieve government objectives. 

 
Supply-side policies 
These are policies that are designed to increase the productive potential of the economy. Supply 
side policies can originate from firms directly and/or led by the government.   
 
Investment in education and training 
If more money is spent on education then students will have better skills to potentially use in the 
workplace, thus increasing production in the economy. This policy isn’t exclusive to schools, as it 
money can be invested into apprenticeships and work training, sometimes called ‘lifelong learning’. 
 
Lower direct taxes 
If the government reduced income tax, then the incentive to work increases.  Workers should realise 
that if less of their money earnt is going to the government, and to themselves, then they will work 
harder, therefore increasing national income.  
 
Lower taxes on business profits 
In a similar way, governments could cut Corporation tax, which is a tax on business profits.  If these 
taxes are cut, then business owners will be incentivised to work harder, as they will keep more of 
their profits, so again national income should increase.  
 
Trade union reform 
Trade unions are bodies that represent workers interests.  However, they can be viewed as limiting 
the power of companies to produce more goods and services, especially if they instigate strike 
action in firms. Also, unions could block initiatives to increase output, or keep wages higher than 
the employer would necessarily like to pay.  However, from an equity point of view, this could be 
viewed as very unfair on the workers. 
 
Privatisation 
The theory here is that firms operating in the private sector are more efficient than those owned and 
run by the government.  If you take the Royal Mail for example that was privatised in 2013, the 
newly privatised firm is now run on behalf of the shareholders, with its main goal to make profit.  
This should therefore make it more efficient, compared to being run by the government, with no 
incentive to be profit making.   
 
De-regulation 
Often called ‘red tape’, as the idea is that businesses are often burdened by rules and regulations 
imposed on them by the government that hold business back.  Rules and regulations that are often 
imposed to protect consumers and workers, but may add additional costs and time onto a business.  
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The advantages and disadvantages of supply side policies 
Advantages - How supply-side policies can be used to help achieve government objectives. 
• Lower inflation as there is greater supply of goods and services to meet demand. 
• GDP should increase as will the amount of jobs created. 
• The trade balance should improve as lower inflation will improve the competitiveness of 

exporting firms. 
 
Disadvantages 

• Policies such as better education and infrastructure can take a long time to implement 
• Also, these policies can be very expensive for the government, a particular problem if they 

are running a public deficit. 
• Cutting taxes and/or reducing benefits to encourage work and entrepreneurship can be seen 

as being unfair, as they favour people on higher incomes. 
 
 
3.2.3.4 Policies to correct positive and negative externalities 

Key Term Defintion 
Externalities Costs (or benefits) arising from the decisions of an individual which 

impact on people other than that individual 
Positive externalities Positive effect received by a third party resulting from a transaction 

in which they had no direct participation 
Negative externalities Occurs when a product or decision has a bigger cost to society in 

relation to its private cost. 

 

What you need to know 
Externalities 

Students should be able to understand 
• government policies designed to influence positive and negative externalities. 

 
Externalities 
An externality is a positive or negative consequence of an activity experienced by third parties.  

A negative externality – An example could be litter produced by a fast food restaurant left around 
the surrounding area causing visual and maybe health problems, whilst the cleaning up is done by 
the local council, not the fast food restaurant.  Other examples could be smoking, air pollution, 
chewing gum and noise pollution. 

A positive externality - might be the added health benefits of going to the gym, on the wider 
society not just the person receiving the benefit.  Other external benefits may be an immunisation 
programme, more money spent on infrastructure, money spent on renewable energy. 
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Government policies designed to influence positive and negative 
externalities. 
 

3.2.4  International trade and the 
global economy 
 
3.2.4.1 Why countries trade and the importance of international 
trade to the UK 

Key Term Defintion 

Exports Product or service sold abroad 
Imports Good or service brought into one country from another 
Goods International trade in physical manufactured goods 
Services The transfer of services, including finance and insurance 
Interdependence The reliance of countries on each other resulting from specialisation 

and free trade 

 
What you need to know 
•• Benefits of trade to countries 
•• UK's exports and imports 
 
Students should be able to understand: 
•• the importance of trade to economies 
•• the main types of exports from, and imports to, the UK economy 
•• the advantages of trade and the consequences of global interdependence to 

the UK economy. 

 
Benefits of trade to countries 

1. Trade enables countries to specialise in what they are good at, and then trade this with other 
countries.  For example, the UK specialise in financial services, amongst other services.  
These can then be traded with other countries in return for certain manufactured goods, that 
other countries specialise in. 

2. Trade enables cheaper imports to come from countries who have lower costs of production, 
such as China. Lower prices benefit domestic consumers, and also can lower inflation. 

3. Trade also breaks down domestic monopolies, which face competition from more efficient 
foreign firms. 

4. An increase in exports should help unemployment as more jobs are created in those 
exporting companies. 

5. Domestic firms, faced with foreign competition, should improve the quality and prices of 
their goods and services so as to compete with the foreign completion 
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UK's exports and imports 
According to the ONS (https://www.ons.gov.uk) our trade balance with the rest of the world for the 
whole of 2017 was a deficit of -£25.9bn.  This is the difference in the money we earn from exports 
and what we pay for imports.  
 
Exports 
With the top 5 most popular destinations for exports being 

 
Almost half (48%) of UK goods exports went to the EU in 2016. UK goods exports to the EU were 
worth £145 billion in 2016, or 7.4% of GDP. However, these numbers have fallen since, and are 
likely to decline further after Brexit. 
 
In relation to physical goods (sometimes called tangibles), the UK’s top export are 

1. Machinery including computers 
2. Vehicles 
3. Mineral fuels including oil 
4. Gems, precious metals 
5. Pharmaceuticals 

http://www.worldstopexports.com/united-kingdoms-top-exports 
 
Our largest service exports (sometimes called intangibles) are 

1. Financial 
2. Services between related enterprises 
3. Business consulting 
4. Telecommunications 
5. Computer services 

https://www.ons.gov.uk/businessindustryandtrade/internationaltrade/bulletins/internationaltradeins
ervices/2016 
 
As a country we ‘specialise’ in services more than goods, hence the deficit, as the surplus we generate 
on services trade is outweighed by the deficit on the goods balance (the difference between exports 
and imports). 
 
Imports 
In 2016 the UK imported £590bn worth of goods.  The biggest countries we imported from were 

1. Germany 
2. USA 
3. Holland 
4. China 
5. France 
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https://www.ons.gov.uk/businessindustryandtrade/internationaltrade/articles/whodoestheuktr
adewith/2017-02-21 
 
In 2017 the biggest items of goods that we imported were 

1. Electrical machinery 
2. Mechanical machinery 
3. Other miscellaneous manufactured goods 
4. Medical and pharmaceutical products 
5. Road vehicles other than cars 

https://www.statista.com/statistics/281818/largest-import-commodities-of-the-united-kingdom-uk/ 
 
 

The advantages of trade and the consequences of global 
interdependence to the UK economy. 
 
Advantages Disadvantages 
More goods can be exported abroad, so more 
money can be earnt for the economy, 
increasing economic growth 

Many UK firms may not be able to compete 
with cheaper foreign competition 

Enables a larger choice of goods for UK 
consumers, and often at lower prices 

UK may become dependent of goods from 
abroad, so any disruption may threaten supply 

UK companies have to be more competitive so 
as to compete with foreign imports  

Prices of goods imported and exported can be 
volatile. 

 
 

 
3.2.4.2 Exchange rates 

Key Term Defintion 

Exchange rates The value of one currency for the purpose of conversion to another. 
Appreciation When the value of the currency rises in value to another 
Depreciation When the value of the currency falls in value to another 

 
What you need to know 
•• How exchange rates are determined  
•• The effects of changes in the exchange rate on consumers and producers 

 
Students should be able to understand how exchange rates are determined through the interaction of 
demand and supply. 
 

How exchange rates are determined 
Foreign exchange are traded on markets just like any other good or service, so we can show how the 
price of a currency can go up or down, but looking at changes to demand and supply. The exchange 
that is quoted on the news of exchanges is decided by the interaction of demand and supply.  So on 
the diagram for the Pound vs Dollar exchange rate, the price on the market is £1 = $1.30.  However 
if we an increase in the demand for pounds then demand increases.  The increase in demand for 
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Pounds could come from the US wanting more Jaguar cars 
from the UK, so they need Pounds to buy these cars, so 
demand will therefore increase.  The second diagram shows 
that as demand increases from D to D1, the price of the 
currency goes up to £1 = $1.40.   If on the other hand UK 
wants to import goods from the US it will need to buy Dollars 
in exchange for Pounds, resulting in the supply of Pounds 
increasing. This is shown on the third diagram, where supply 
increases from S to S1 leading to a fall in the price to  £1 = 
$1.20.  A rise in the pound is usually called an ‘appreciation’, 

whilst a fall in the 
pound is usually 
called a 
‘devaluation’.  
There may be 
other reasons that 
people or business 
buy and sell 
currencies other 
than trade.  These 
include for 
speculation, trying 
to make money on 

an exchange rate changing in value. Also different interest rates may make investing in one country 
more attractive so demand for that currency should increase. 
  
The effects of changes in the exchange rate on consumers and 
producers 
 
The best way to remember the impact of appreciations and depreciations is the exchange rate 
mnemonics, SPICED and WPIDEC 

 
We can see hear that consumers and producers could be affected in a couple of ways. 
Firstly, consumers, (and businesses who import raw materials), will benefit from 
lower prices. However, if you are a business who export goods, then your goods will 
be higher prices overseas.  For example, look at the following exchange rate change 
• If £1=$1.50 then a £500 UK watch exported to the US would cost $750 
• If a month later, £1=$1.80 the same watch will now cost in $900 in the US 
Therefore, you can see that ‘Exports Dear’ is bad news for this UK company, as you 
would assume sales would now fall in the US as the good is $150 dearer. Now we 

can look at the price of imports 
 

• If £1=$1.50 as before a $1000 US laptop would cost for UK consumers  
(1/1.50 = 0.67.  Multiply 1000*0.67) so in the UK it would sell for £667. 

• If £1=$1.80, then the laptop would now fall in price to £556.   
UK consumers are benefitting with a saving of £111, just because of exchange rate movements and 
nothing else.  
 

Strong  
Pound 
Imports 
Cheap 
Exports 
Dear 
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Lets, now see who the winners and losers are from a devaluation. can see hear that 
consumers and producers could be affected in a couple of ways. In the opposite 
direction to before, consumers, (and businesses who import raw materials), will see 
higher prices, and would expect to see inflation rising in the UK as a result. However, 
if you are a business who export goods, then your goods will be cheaper overseas.  
For example, 
• If £1=$1.50 then a £500 UK watch exported to the US would cost $750 
• If a month later, £1=$1.20 the same watch will now cost in $600 in the US.  

The UK company should see sales rise in the US as the good is $150 cheaper. Now we can 
look at the price of imports 

 
• If £1=$1.50 as before a $1000 US laptop would cost for UK consumers £667. 
• If £1=$1.20, then the laptop would now fall in price to £833.   

So you can see imports are somewhat dearer, which is bad news for UK consumers, and firms who 
import raw materials in production. However, if you are a UK producer of laptops you would faily 
happy as your good is now more competitive against the US.  
 
Away from SPICED and WPIDEC it is worth considering the impact on tourism, as this could have 
an impact on UK consumers and those businesses who rely on tourism.  If the Pound is strong then 
UK holidaymakers going abroad will be able to get more foreign currency for each Pound. So good 
news for Brits going abroad. However, overseas tourism to the UK is likely to be hit as foreign will 
get less Pounds for their currency. 
 
If the Pound weakens, then we should see a big influx of tourist into the UK as overseas visitors can 
get more Pounds for their currency. However, Brits abroad may not be happy as they will get less 
foreign currency for each Pound. 
 
 

3.2.4.3 Free-trade agreements including the European Union 
Key Term Defintion 
Free trade Trade without restrictions such  tariffs and quotas. 
EU single market Refers to the EU as one territory without any internal borders or 

other regulatory obstacles to the free movement of goods and 
services 

World Trade Organisation 
(WTO) 

Deals with the global rules of trade between nations. Its main 
function is to ensure that trade flows smoothly, predictably and 
freely as possible. 

 
What you need to know 
•• Free-trade 
•• Free-trade agreements such as the EU 

 
Students should be able to understand the arguments for and against free-trade 
the significance and benefits of free-trade agreements, such as the EU. 

  

 

Weak 
Pound 
Imports 
Dear 
Exports 
Cheap 
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Free-trade 
Free trade is trade without tariffs, quotas or other restrictions. There are almost endless arguments 
for and against, but here are the main ones 
 

Specialisation: 
Firms and countries can concentrate on what 
they are good at, and trade with the rest of the 
world in those goods, and import the goods 
from other countries who are relatively better 
than them in that good or service 

Cheaper goods 
As goods from abroad can be imported at a 
lower cost, then goods will be cheaper 
increasing consumers standard of living and 
reducing business costs . 

Competition 
Competition from abroad ensures that UK 
companies are operating at their maximum 
efficiency 

Greater choice 
Sourcing goods from around the world 
enables greater range of choice 

Hurts domestic industry 
Domestic industries may not be able to 
compete with the lower prices and better 
quality from abroad so may go out of business 

Unemployment 
As firms cannot compete, we may see jobs 
lost, causing ‘structural unemployment’ 
 
Unfair competition 
Lesser developed economies (LDCs) may not 
be able to compete with more developed 
countries, so they are stuck in low 
development without protection 

Overdependence: 
Countries may rely on each other for trade, 
which is fine if everything is OK between 
those countries but could lead to problems if 
not. 

 
Free-trade agreements such as the EU 
A free trade agreement (FTA) is defined by the World Trade Organisation as an agreement between 
countries that removes tariffs and other restrictions on “substantially all” goods traded between 
them.  There are a number of FTAs around the world including NAFTA, (now the US-Mexico-
Canada Agreement, or USMCA) and the European Union. 
 

The EU 
The European Union (EU) is an economic and political partnership between 28 countries. The EU 
operates a single market which allows goods, capital, services and people to move freely across the 
national borders of the member states.   
 
The EU customs union is often called the EU, but it’s the part of the free trade area that applies the 
same tariffs to goods imported from outside countries. 
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“About 44% of UK exports in goods and services went to other countries in the EU in 2017—£274 
billion out of £616 billion total exports.  That share has generally been declining, since exports to 
other countries have increased at a faster rate.” 

https://fullfact.org/europe/uk-eu-trade/ 
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3.2.4.4 Globalisation: benefits and drawbacks 
Key Term Defintion 
Globalisation The worldwide movement toward economic, financial, trade, and 

communications integration 
Developed countries A country with a relatively high level of economic growth and mature 

institutions and infrastructure 
Less developed countries A country that has lower economic growth and income and weaker 

infrastructure and institutions 
Multinational companies Has operations in at least one country other than its home country 
Sustainability Development that meets the needs of the present without 

compromising the ability of future generations to meet their own needs 

 
What you need to know 
•• Main features of globalisation  
•• Benefits and drawbacks of globalisation to producers, workers and consumers in developed 

countries  
•• Benefits and drawbacks of globalistion to producers, workers and consumers in less developed 

countries  
•• Moral, ethical and sustainability considerations 

 
Students should be able to understand:  
•• the factors that have contributed to the growth of globalisation, including new technology and the 

operations of multinational companies  
•• the benefits and drawbacks of globalisation to producers, workers and consumers in the UK  
•• that there are moral, ethical and sustainability considerations when UK producers trade with other 

countries. 
 

 

Main features of globalisation 
Globalisation means that the world is becoming interconnected by trade.  Globalisation describes the 
worldwide movement toward economic, financial, trade, and communications integration.  
Globalisation enables; 

• Greater trade in goods and services both between nations 
• Increased movement of money (capital) around the world 
• Growth of global brands and Multi- National Corporations (MNCs) around the world 

Companies such as Mcdonalds and Walmart from the US. 
• Outsourcing of operations in other countries, often with cheaper labour costs 
• Increased movement of labour between countries 
• Faster development of countries such as China and India, and Ethopia with growth rates of 

9.6% in  2017. 
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Factors that have contributed to the growth of globalisation 
The causes of globalisation are wide and varied, but here are some widely quoted 

• The growth of new technology such as the internet, making communication easier 
• Growth of MNCs 
• Improved transport, such as air travel becoming easier 
• Trading blocks such as the European Union and NAFTA making trade easier, as well trade 

barrier reduction coordinated by the WTO  
• Growth in global finance, making capital move around the world quicker 
• Workers being more able and willing to work globally. For example, the large amount of 

Indian IT workers based in silicon valley in the US  
• The invention of the steel transport container making trade cheaper and more efficient. 

  
Benefits and drawbacks of globalisation to producers, workers and 
consumers in developed countries 
In this table we could look at the benefits and drawbacks in relation to a developed country such as 
the UK 
 Benefits Drawbacks 
Producers • Larger market for goods and 

services 
• Can source workers easily 

from overseas 
• Can outsource operations to 

cheaper countries or operate 
overseas as a MNC 

• Can face competition from 
low cost overseas companies 
• Cost of transporting goods 

can be high 
• Reliance on overseas markets 

Workers • Can work in overseas 
locations 

• Wages might be depressed 
by overseas workers coming 
to the UK 

Consumers • Can access a wider range of 
goods and services at 
potentially lower prices 

• May lose out on local 
‘culture’ of products as 
companies become 
‘globalised’ 

  
Benefits and drawbacks of globalistion to producers, workers and 
consumers in less developed countries 
 Benefits Drawbacks 
Producers • Larger market for goods and 

services 
• Can benefit from the skills 

and expertise of MNCs 

• Can face competition from 
more advanced overseas 
companies 
• Prices of goods produced 

may be volatile, especially 
commodities 

Workers • More work available, 
especially non-agricultural, so 
pay should be higher 

• Exploitation of workers for 
low pay and poor working 
conditions (‘sweat shops’) 
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Consumers • Can access a wider range of 
goods and services at 
potentially lower prices 

• May lose out on local 
‘culture’ of products as 
companies become 
‘globalised’  

Moral, ethical and sustainability considerations 
There are moral, ethical and sustainability considerations when UK producers trade with other 
countries.  If we look at a large UK company such as Dyson, it has clear policies relating to operating 
overseas.  On their website it states that 
 
“As a global technology enterprise, we recognise our actions have far-reaching consequences.  We 
rise to the challenge of making a positive difference – by lessening our impact on the environment, 
improving conditions for workers, and inspiring the design engineers of tomorrow”. 
 
With regards to using workers and companies abroad it states 
“Dyson and its suppliers share a responsibility to the environment, and to the people involved in 
manufacturing Dyson machines and components. We expect them to meet international standards 
regarding health and safety, labour and the environment.  Our suppliers work to an ethical code of 
conduct that covers a range of subjects, including working hours, freedom of association, 
environmental monitoring and fair disciplinary practices”.   
 
https://www.dyson.co.uk/inside-dyson/corporate-social-responsibility/dyson-csr-overview.html 
 
 
Pressure groups such as Friends of the Earth campaign on issues mentioned above and often hold 
companies to account if they are operating in an unethical way. The damage done to the reputation 
of a global company can be huge if found to be acting immorally abroad.   
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3.2.5  The role of money and 
financial markets 
 
3.2.5.1 The role of money 

Key Term Defintion 
Money Money is the legal tender of the county, issued by the central bank, 

typically consisting of notes and coins. 
Deferred payment Agreement between the lender and borrower allowing the borrower to 

pay for goods immediately and make payments in the future. 
Store of value The function of an asset that can be saved, retrieved and exchanged at 

a later time 
Unit of account Unit by which value of a good or service is accounted and compared. 
Medium of exchange Usually money that is used to exchange goods and services 

 
What you need to know 
•• Functions of money 
•• Definition of money 

 
Students should be able to understand: 
•• the use of money as a means of deferred payment, store of value, a unit of account and a medium 
of exchange 
•• that money can be defined as more than the amount of banknotes and coins in circulation. 

 
Functions of money 
With the onset of new technology such as Oyster cards and Bitcoins what we think of as money 
can be complicated. However, the ‘narrow’ definition of money is the legal tender issued by the 
Bank of England. However, ‘broader money’ can cover a lot more instruments that could be 
thought of as money.  Whatever we are looking at, ‘money’ must perform the following functions 
 

Standard of Deferred Payments: 
This means that money can be accepted in the paying of debts.  Money can then be used to buy now 
pay later. 

Store of Value: 
With bartering, and the use of food especially in exchange, then storage becomes a problem.  
Money must be able to be stored for it to be functional 

Unit of account 
Money measures the value of goods and services which are produced in an economy. For example 
we would know that currently an Apple Ipad currently costs around £320. 

Medium of Exchange: 
Money facilitates transactions of goods and service as a medium of exchange. Suppliers sell their goods 
or services to customers in exchange of money.  
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3.2.5.2 The role and importance of the financial sector for the 
economy 

Key Term Defintion 
The financial sector Firms that provide financial services to customers; this includes banks 

and insurance companies 
The Bank of England The central bank of the United Kingdom 
Commercial banks Institution that provides services such as savings products, loans, and 

investment products. 
Building societies Institution owned by its members as a mutual organisation.  
Interest rates The cost of money which are set via the base rate by the Monetary 

Policy Committee of the Bank of England.  Also the reward for saving 
  
What you need to know 
•• The financial sector  
•• The role of the Bank of England  
•• The role of other institutions in the financial sector   
Students should be able to understand:  
•• the main agents in the financial sector such as the Bank of England, commercial banks and 

building societies  
•• the role of the Bank of England in influencing interest rates and ensuring stability of the 

financial system  
•• the role of high street banks in helping to fund investment and providing a service for savers and 

borrowers. 
   

The financial sector 
 
The UK is the second largest financial centre in the world, behind the US, and currently three times 
the size of France and Germany. The main agents in the financial sector are the Bank of England, 
commercial banks and building societies.   
 
The Bank of England 
The Bank of England is the 
UK’s central bank. Its 
mission is to promote the 
good of the people by 
maintaining monetary and 
financial stability.  The do 
this through regulation, 
issuing notes and coins, 
setting monetary policy and 
maintaining financial 
stability 

Commercial banks 
Provide services for 
businesses, organisations 
and individuals. These 
services include offering 
current, deposit and saving 
accounts as well as giving 
out loans. The biggest UK 
commercial banks include 
HSBC, Lloyds and RBS 

Building societies 
A building society is a 
financial institution owned 
by its members as a mutual 
organisation. Building 
societies still offer normal 
banking services such as 
savings, current accounts 
and loans, but are run on 
behalf of the members 
interests.  The Nationwide 
is the biggest UK building 
society.  
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The role of the Bank of England 
As summarised above the main role of the Bank of England is as follows 
 
Banknotes 
The bank of England design and are the sole issuer of banknotes in England and Wales 
 
Monetary policy 
The main target of monetary is to achieve inflation of 2%, but also to maintain growth and 
employment.  The tools they use to achieve this are interest rates, and recently quantitative easing. 
 
Financial stability 
The Bank of England is responsible for making sure the financial system is operating without undue 
risk to the economy.  Its Financial Policy Committee (FPC) identifies and monitors risks in the 
financial system, and takes action to reduce or remove them where necessary. 

 

The role of other institutions in the financial sector 
A high street banks is a financial institution which is involved in savings and loans. Banks accept 
customer deposits in return for paying customers interest. The bank then takes this money from 
deposits and uses it mostly to lend to other customers, in return for interest.  The banks make a 
profit on the difference between the two interest rates, as it may ‘reward’ savers with an interest rate 
of around 1%, but then charge lenders around 4% for loans, so a 3% profit margin is made on the 
deposited money. 
 
The banks play a vital role in the economy as without this lending to consumers and business then 
the economy would likely grind to a halt.  This is why the ‘financial crash’ in 2008 had such a big 
impact on the UK and world economy, as banks basically run out of money to carry on lending, as 
they were experiencing massive losses on other investments.  This triggered the ‘great recession’ of 
2008/09 as demand in the economy collapsed.  


