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Edexcel A - AS Level Economics

Theme 2 – The UK economy – performance and 
policies

2.6 Macroeconomic objectives and policies

Revision Notes
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2.6.1 Possible macroeconomic objectives

Governments intervene in the economy to keep things running smoothly, 
ensuring people have jobs, stable prices, and a good quality of life. They 
use policies to manage economic performance and aim to achieve key 
macroeconomic objectives.

Here are the big goals every government works towards:

Economic growth

 What is it?
Economic growth happens when a country produces more goods and 
services over time, measured by an increase in real GDP.

Most developed countries (like the UK) aim for 2-3% annual economic 
growth.

 This is called sustainable growth – meaning the economy is growing at 
a healthy pace without creating major problems.

 Why not grow faster? If growth is too high, demand for goods and 
services can outpace supply, leading to demand-pull inflation (where 
prices rise because people want more than what’s available).

Governments love economic growth because it’s a sign of success! If GDP 
is rising:

 More people have jobs → Unemployment falls 
 Businesses make more profit → Higher investment 
 The government collects more taxes → Better public services 

When the economy grows, it affects everyone:
 Higher confidence – People spend more when they feel secure.
 More job opportunities – Companies hire more workers.
 Better public services – The government can invest in schools, 

healthcare, and transport.

2.6.1 Possible macroeconomic objectives

Low unemployment

Governments aim to keep unemployment low because it means more 
people have jobs, incomes are higher, and the economy is stronger. 
However, some level of unemployment is normal.

The UK’s target unemployment rate is 4-5%, which is close to what 
economists call full employment. 

Full employment doesn’t mean zero unemployment, some people will 
always be switching jobs or entering the workforce, which is called 
frictional unemployment.

 How Does Unemployment Link to Economic Growth?

 Unemployment and economic growth move in opposite directions.

 When the economy grows (GDP rises) → More businesses hire 
workers, so unemployment falls.

 When the economy shrinks (GDP falls) → Businesses lay off workers, 
so unemployment rises.

 Example:

• After the 2007-08 financial crisis, the UK’s unemployment rate 
remained high for six years as businesses struggled to recover.
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2.6.1 Possible macroeconomic objectives

Low and stable rate of inflation

Inflation is when prices of goods and services rise over time, meaning 
your money buys less than it used to. Governments aim to keep inflation 
low and stable so the economy runs smoothly without prices spiraling out 
of control.

 The UK’s Inflation Target

• The Bank of England targets a 2% inflation rate using the Consumer 
Price Index (CPI), which measures changes in the average price of 
goods and services.

• A low and steady inflation rate is considered healthy, as it usually 
signals economic growth without causing major price spikes.

 Example:

• If inflation is too low (below 1%), the economy may slow down, as 
people spend less.

• If inflation is too high (above 4-5%), prices rise too fast, making 
everyday essentials more expensive.

 What Causes Inflation?

There are two main types of inflation, and each needs a different 
government response:

 Demand-Pull Inflation → Too much demand, not enough supply 

• When consumers spend more, businesses struggle to keep up, so 
prices rise.

• Example: If wages increase suddenly, people spend more on holidays, 
cars, and electronics, pushing prices up.

• Solution? The government can use demand-side policies like higher 
interest rates to slow spending.

2.6.1 Possible macroeconomic objectives

Low and stable rate of inflation

 Cost-Push Inflation → Rising costs make goods more expensive 

• If wages, raw materials, or energy prices rise, businesses pass these 
costs to consumers by increasing prices.

• Example: When oil prices jump, transportation costs rise, making food, 
fuel, and flights more expensive.

• Solution? Supply-side policies like investing in renewable energy or 
cutting business taxes can help reduce costs.

 Why Does Stable Inflation Matter?

 Predictability for businesses – Companies can plan long-term 
investments without worrying about price swings.

 Stronger consumer confidence – People feel secure spending money 
instead of saving out of fear.

 Protects purchasing power – Keeps wages in line with prices so people 
can afford their daily needs.
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2.6.1 Possible macroeconomic objectives

Balance of payments equilibrium on current 
account

Every country buys and sells goods and services with the rest of the 
world. This financial record is called the Balance of Payments (BoP), which 
tracks all money flowing in and out of a country.

A key part of this is the Current Account, which focuses on:

 Exports – Goods and services sold to other countries (money flows in 
).

 Imports – Goods and services bought from other countries (money 
flows out ).

Governments aim for a Balance of Payments equilibrium, where money 
coming in and going out is roughly equal.

 What Happens When Trade is Unequal?

 Current Account Surplus (Good for Savings, Bad for Growth?)

 Exports > Imports → More money is coming into the country than 
leaving.

 This means the country is selling more than it buys, making it 
wealthier.

 Potential downside?

• If a country only saves money and doesn’t reinvest in growth, it can 
slow down domestic spending and job creation.

2.6.1 Possible macroeconomic objectives

Balance of payments equilibrium on current 
account

 Current Account Deficit (Risky, But Not Always Bad)

 Imports > Exports → More money is leaving the country than coming 
in.

 This means the country buys more than it sells, leading to higher debt 
or reliance on foreign investment.

 Why is this a problem?

• A large and long-term deficit could mean the country is borrowing too 
much, which may lead to debt crises or currency depreciation.

What About the UK?

 The UK has traditionally had a small current account deficit.
 As a % of GDP, this deficit hasn’t been a major problem.
 The UK attracts a lot of foreign investment, balancing out the effects 

of a trade deficit.
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2.6.1 Possible macroeconomic objectives

Balance of government budget

Every year, the government creates a budget, deciding how much money it 
will earn (revenue) and spend (expenditure). A well-balanced budget 
ensures the government can fund public services, invest in infrastructure, 
and support the economy, without taking on too much debt.

 Where Does Government Money Come From?

 Revenue (Money In) 

• Taxes (income tax, VAT, corporation tax)

• Sale of government assets (e.g., selling land, state-owned companies)

• Income from government-owned services (e.g., public transport fees)

 Expenditure (Money Out) 

• Public sector wages (e.g., doctors, teachers, police)

• Welfare benefits (e.g., pensions, unemployment benefits)

• Public services (e.g., NHS, schools, roads, defense)

 What is a Balanced Budget?

A balanced budget means government spending = government revenue. 
However, this isn’t always the case.

 Budget Deficit (Spending > Revenue)

• The government spends more than it earns, so it must borrow money 
to cover the gap.

• This borrowing adds to public sector debt (national debt).

2.6.1 Possible macroeconomic objectives

Balance of government budget

 Budget Surplus (Revenue > Spending)

• The government earns more than it spends, which can be used to pay off 
debt or invest in the future.

 Why Does Government Debt Matter?

If government debt gets too high, lenders (investors and banks) lose confidence 
and may charge higher interest rates on loans. This makes borrowing more 
expensive and can lead to:

• Higher taxes to pay off debt

• Cuts to public spending (e.g., fewer benefits, reduced healthcare funding)

 Example:

• After COVID-19, the UK’s budget deficit increased significantly due to 
emergency spending (furlough schemes, business support). Now, the 
government must cut future spending or raise taxes to manage the debt.

 How Can the Government Reduce a Deficit?

Reducing a deficit means making tough choices:

 Raise Taxes – Increases government income but can hurt businesses and 
consumers.

 Cut Public Spending – Reduces debt but could lead to worse healthcare, 
education, and infrastructure.

 Boost Economic Growth – A growing economy creates more jobs and tax 
revenue without needing spending cuts.

 Example:

• In 2010, after the financial crisis, the UK government cut public sector wages 
and reduced benefits to control debt, leading to public protests.
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2.6.1 Possible macroeconomic objectives

Protection of the environment

The UK Government has set big goals to tackle climate change and make 
the economy more sustainable. 

 What Are the UK’s Broader Environmental Goals?

 1. 100% Renewable Energy by 2035

 Renewable energy comes from sources that don’t run out, like wind, 
solar, and hydro power.

 The UK aims to fully power homes and businesses with renewables by 
2035.

 This means reducing reliance on coal, oil, and gas.

Example:

• Offshore wind farms now supply a large part of the UK’s electricity.

• Solar power is becoming cheaper and more widely used in homes.

 2. Focus on Sustainability

 Sustainability means using resources in a way that meets today’s 
needs without harming future generations.

 Encouraging eco-friendly farming .
 Reducing plastic waste and promoting recycling .
 Supporting businesses that use green technology.

2.6.1 Possible macroeconomic objectives

Protection of the environment

 3. Reducing Negative Externalities of Production

 A negative externality is when businesses create costs for society, 
like pollution, without paying for the damage.

 Factories releasing CO₂ contribute to climate change but don’t pay for 
the environmental damage.

 Governments can tax polluting industries or give subsidies for clean 
energy alternatives.

 Example:

• The UK introduced a plastic packaging tax to reduce waste and 
encourage businesses to use recyclable materials.
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2.6.1 Possible macroeconomic objectives

Greater income equality

 What is Income Inequality?

Income inequality happens when wealth is not distributed evenly across a 
population, meaning some people earn far more than others. While some 
level of inequality is normal, extreme inequality can cause social unrest, 
economic inefficiency, and reduced opportunities for lower-income 
groups.

• Governments aim to reduce income inequality to create a fairer and 
more stable society.

 How is Income Inequality Measured?

 The Gini Coefficient – A number between 0 and 1 that measures 
income distribution:

• 0 = Perfect equality (everyone has the same income).

• 1 = Extreme inequality (one person has all the income).

• Most developed economies aim for a Gini coefficient of 0.3–0.4.

 Example:

• Denmark (low inequality) has a Gini coefficient of around 0.26.

• South Africa (high inequality) has a Gini coefficient above 0.6.

 Why Can’t We Have Perfect Income Equality?

 Perfect equality sounds great, but it removes the incentive to work 
and innovate. If everyone earned the same, there would be less 
motivation to start businesses, study, or take risks.

•  A balanced approach is best; reducing extreme poverty while still 
rewarding effort and innovation.

2.6.1 Possible macroeconomic objectives

Greater income equality

 How Capitalism Creates Income Gaps

Capitalism naturally leads to some level of inequality because:

 Wealthy individuals can invest in assets like property, stocks, and 
businesses, making them even richer.

 Ownership becomes concentrated, with fewer people controlling the 
bulk of wealth (think billionaires owning major tech companies).

Example:

• Jeff Bezos and Elon Musk have amassed vast wealth through business 
ownership, while many workers still struggle with low wages.

• This is why governments often intervene with policies to prevent 
excessive wealth concentration.

 What Happens if Inequality Gets Too High?

 Social Unrest – If too many people feel left behind, there can be 
protests, strikes, and even political instability.

 Poverty Traps – People in low-income families may struggle to escape 
poverty due to poor education and fewer job opportunities.

 Weaker Economic Growth – When wealth is too concentrated, fewer 
people can afford to spend, slowing down economic activity.

 How Can Governments Reduce Income Inequality?

 Progressive Taxation – Higher earners pay more tax, funding welfare 
and public services.

 Minimum Wage Laws – Ensures workers earn a fair income.
 Public Services & Education – Investing in healthcare, schooling, and 

job training helps reduce poverty gaps.
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2.6.2 Demand-side policies

Monetary and fiscal policy

Governments and central banks use demand-side policies to increase or 
decrease spending in the economy by shifting aggregate demand (AD). 
These policies help manage inflation, unemployment, and economic 
growth.

There are two main types of demand-side policies:

 Monetary policy – Controlled by the central bank.
 Fiscal policy – Controlled by the government.

 Monetary Policy – The Bank of England’s Role in Interest Rates & 
Money Supply

 What is monetary policy?
Monetary policy controls interest rates and the money supply to 
manage economic activity.

 Lower interest rates → Cheaper borrowing = More spending & 
investment .

 Higher interest rates → Expensive borrowing = Less spending & lower 
inflation .

 Who controls it?
The Bank of England (BoE) sets monetary policy, separate from the 
government.

 Example:

• In 2008, after the financial crisis, the BoE lowered interest rates to 
nearly 0% to encourage borrowing and economic recovery.

• In 2022, the BoE raised interest rates to fight high inflation caused by 
rising energy prices.

2.6.2 Demand-side policies

Monetary and fiscal policy

 Fiscal Policy – The Government’s Role in Spending & Taxation

 What is fiscal policy?
Fiscal policy refers to how the government collects and spends money 
to influence the economy. It involves:

 Government spending – Funding for schools, hospitals, roads, 
welfare, and public sector jobs.

 Taxation – Changing income tax, VAT, or corporate tax to encourage 
or discourage spending.

 Who controls it?
The government sets fiscal policy and announces it in the annual 
budget.

 Example:

• During the COVID-19 pandemic, the UK government increased 
spending on healthcare and furlough schemes to protect jobs.

• If the economy overheats (too much demand, causing inflation), the 
government may increase taxes to slow spending.
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2.6.2 Demand-side policies

The role of the Bank of England

The Bank of England (BoE) is responsible for controlling monetary policy, 
meaning it manages interest rates and the money supply to keep the 
economy stable. Unlike government-controlled fiscal policy (taxes and 
spending), the BoE operates independently to ensure decisions aren’t 
influenced by politics.

The Monetary Policy Committee (MPC) is the group that calls the shots. 
They decide:

 What the Bank of England base rate (interest rate) should be 
 Whether to use quantitative easing (creating money to boost 

spending)

• They meet eight times a year to assess the economy and adjust 
policies if needed.

Their main goal is to keep inflation at 2% .

The Monetary Policy Committee (MPC) has 9 members:
 5 from the Bank of England, including the Governor
 4 independent experts, usually top economists

• Their job? Make unbiased, expert-led decisions to keep the economy 
stable and growing.

Monetary policy instruments

The central bank controls the economy using two key tools:

1) Interest Rates – Raising or lowering the cost of borrowing to control 
spending and inflation. Changes are usually small (around 0.25%).

2) Quantitative Easing (QE) – The Bank of England creates new money 
and uses it to buy assets (like government bonds) to increase money 
supply and encourage spending.

 Why does this matter?
When these policies change, they ripple through the economy (called the 
transmission mechanism), affecting loans, mortgages, business 
investment, and inflation.

2.6.2 Demand-side policies

Monetary policy instruments: Interest rates

 What Are Interest Rates?

Interest rates are the cost of borrowing money and the reward for saving. 
The Bank of England (BoE) controls the official base rate, which influences 
the rates charged by banks to consumers and businesses.

 The repo rate – This is the rate the BoE charges banks when they 
borrow money. If the repo rate rises, banks increase their interest 
rates for loans and mortgages. If it falls, borrowing becomes cheaper.

 Why does the BoE change interest rates?
 To control inflation 
 To stimulate or slow down economic growth 
 To manage consumer spending and investment

 How Do Higher Interest Rates Reduce Aggregate Demand (AD)?

When the BoE raises interest rates, it makes borrowing more expensive 
and saving more attractive, leading to lower spending and investment.

1) Higher Borrowing Costs = Less Spending & Investment

 Loans, mortgages, and credit card debt become more expensive, 
discouraging consumers and businesses from borrowing.

 Example:

• Buying a house?  Mortgage payments increase, making homes less 
affordable.

• Starting a business?  Higher loan costs mean fewer start-ups and 
expansions.

 Savings become more attractive – People put money into savings 
instead of spending it, further reducing AD.
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2.6.2 Demand-side policies

Monetary policy instruments: Interest rates

2) Falling Asset Prices = Less Consumer Wealth

 Higher interest rates make stocks, bonds, and property less attractive, 
leading to lower prices.

 Example:

• House prices fall because fewer people take out mortgages.

• Stock prices drop, making investors feel less wealthy (negative wealth 
effect).

• With lower wealth, consumers cut spending, reducing AD.

3) Confidence Drops = People & Businesses Spend Less

 If interest rates rise, people worry about future costs and reduce 
spending. Businesses also delay expansion plans.

 Example:

• Less spending on big purchases like cars  and holidays .

• Companies hire fewer workers or cut jobs to reduce costs.

4) Stronger Pound = Less Trade, Fewer Exports

 Higher interest rates attract foreign investors as they gain higher 
returns on interest-bearing assets, such as government bonds or 
deposits, increasing demand for British pounds (£), which raises the 
value of the currency.

 Why does this matter?
 Imports become cheaper → Good for consumers but bad for UK 

businesses competing with foreign goods.
 Exports become more expensive → Other countries buy less from 

the UK, hurting manufacturers.

•  Result? Net exports decrease, lowering AD.

2.6.2 Demand-side policies

Monetary policy instruments: Interest rates

 Problems with Using Interest Rates to Control Demand

While interest rates are a powerful tool, they don’t always work perfectly. 
Here’s why:

1) Consumers & Businesses May Not Respond 

Even if rates fall, people may avoid borrowing due to uncertainty. 
Businesses might delay investment if demand looks weak.

 Example: In 2020, despite low interest rates, businesses held back due 
to COVID-19 uncertainty.

2) High Rates = More Expensive Debt 

Rising interest rates increase mortgage and loan repayments, reducing 
disposable income and slowing consumer spending.

 Example: In 2022, UK homeowners struggled with higher mortgage 
costs as rates increased.

3) Can’t Fix Supply Issues 

Interest rates reduce demand, but they don’t solve supply problems like 
energy shortages or global disruptions.

 Example: In 2021, rising fuel prices caused inflation, but rate hikes 
couldn’t create more oil.
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2.6.2 Demand-side policies

Monetary policy instruments: Interest rates

4) Unintended Side Effects 

Raising rates too fast can increase unemployment; while lowering them 
too much can inflate asset bubbles.

 Example: Cheap borrowing in the 2000s fuelled a housing bubble, 
leading to the 2008 crash.

5) Global Events Can Weaken Its Impact 

Interest rate changes in other countries (like the US) can influence the UK 
economy, making rate adjustments less effective.

 Example: In 2022, US rate hikes weakened the British pound, making 
imports more expensive.

6) Hard to Get It “Just Right” 

Too low = inflation rises . Too high = growth slows . Central banks 
must constantly adjust to avoid mistakes.

 Example: In 2011, the European Central Bank raised rates too soon, 
worsening economic conditions.

2.6.2 Demand-side policies

Monetary policy instruments: Quantitative easing

 What is Quantitative Easing (QE)?

QE is a monetary policy tool used by central banks to increase the money 
supply and encourage spending and investment when interest rates are 
already low.

 The Bank of England "creates" new money digitally.
 This money is used to buy financial assets (like government bonds*) 

from banks and financial institutions.
 The goal is to make borrowing cheaper, push up asset prices, and 

boost economic activity.

•  Think of QE like adding extra fuel to a slowing engine, it’s meant 
to get the economy moving again! 

*A government bond is a way for the government to borrow money from 
investors in exchange for regular interest payments. Investors buy bonds, 
lending money to the government, which then uses it to fund public 
services like schools, hospitals, and infrastructure. In return, the 
government pays interest (called a coupon) until the bond reaches its 
maturity date, when the full amount is repaid. Bonds are seen as a safe 
investment since governments rarely default, but their value can be 
affected by inflation and interest rate changes. For example, during 
COVID-19, the UK issued billions in bonds to fund furlough payments and 
healthcare costs. 
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2.6.2 Demand-side policies

Monetary policy instruments: Quantitative easing

 Example of Quantitative Easing: The UK After the 2008 Financial 
Crisis

Background:

In 2008, the global financial crisis led to a severe economic downturn. 
Banks stopped lending, businesses collapsed, and unemployment soared.

What Did the Bank of England Do?

 In 2009, the BoE launched Quantitative Easing (QE) to stimulate the 
economy.

 It created £200 billion in new money and used it to buy government 
bonds.

 This made borrowing cheaper, encouraged investment, and stabilized 
financial markets.

The Impact:

 Interest rates fell, making mortgages, loans, and business borrowing 
cheaper.

 Stock prices rose, improving investor confidence.

 House prices increased, making property owners feel wealthier.

Did It Work?
 Yes, it helped prevent a deeper recession and supported economic 

recovery.
 But, it also pushed up house prices and widened the gap between rich 

and poor, as wealthier people benefited more from rising assets.

2.6.2 Demand-side policies

Monetary policy instruments: Quantitative easing

 How Does QE Boost Aggregate Demand (AD)?

1️⃣ Asset Prices Rise = People Feel Richer 

• The BoE buys bonds and assets, increasing demand and raising their 
prices.

• Higher stock and house prices = a “wealth effect”, encouraging more 
spending.

2️⃣ Money Supply Increases = More Borrowing & Investment 

• With more cash in their reserves, banks can lend more freely to 
businesses and consumers.

• Easier credit encourages investment and spending, boosting AD.

3️⃣ Lower Interest Rates = Cheaper Loans 

• With the BoE pumping money into the system, banks reduce interest 
rates to encourage borrowing.

• Cheaper loans = more investment and spending.
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2.6.2 Demand-side policies

Monetary policy instruments: Quantitative easing

 Problems with Quantitative Easing

 1️⃣ Risk of High Inflation or Hyperinflation 

• If too much money is created, prices could rise too fast, reducing the 
value of money.

• In extreme cases, this can lead to hyperinflation (where money 
becomes almost worthless).

 Example:

• In Zimbabwe (2000s), excessive money printing led to hyperinflation 
where prices doubled daily.

 2️⃣ It Can Inflate Asset Bubbles 

• QE pushes up stock and property prices, benefiting investors and 
homeowners but making housing less affordable for young people.

 Example:

• Since 2013, UK house prices have surged, making it harder for first-
time buyers to afford a home.

2.6.2 Demand-side policies

Monetary policy instruments: Quantitative easing

 3️⃣ Doesn’t Guarantee Higher Spending 

• Just because asset prices rise doesn’t mean people will spend more, if 
confidence is low, they might save instead.

 Example:

• After QE was introduced post-2008, many households still saved 
rather than spending, slowing recovery.

 4️⃣ QE Was Meant to Be Temporary, But It’s Stuck 

• Many economies rely too much on QE, making it hard to stop without 
causing financial instability.

 Example:

• The Eurozone has used QE for years, and removing it could shock 
financial markets.
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2.6.2 Demand-side policies

Fiscal policy instruments: Government spending 
and Taxation

Fiscal policy is how the government controls the economy using taxation 
and government spending to influence aggregate demand (AD.

Government spending can go into things like building schools, roads, and 
hospitals, boosting employment and demand. Taxes, on the other hand, 
affect how much money people and businesses have to spend.

 Transfer payments?
Things like student grants, disability benefits, and state pensions are 
called transfer payments, they help people financially but aren’t counted 
as government spending in AD because no goods or services are received 
in return. However, they still impact the economy when spent and 
circulate in the circular flow of income (how money moves between 
households and businesses).

Fiscal Policy in Action (Examples! )

Example 1: Increasing Income Tax

•  If the government raises income tax from 20% to 25%, people 
have less take-home pay and cut back on shopping, eating out, and 
travel. AD falls, and businesses see lower demand, which helps reduce 
inflation but could also slow economic growth.

Example 2: Lowering Business Rates

•  If the government reduces taxes on small businesses, it 
encourages local shops, cafés, and startups to grow. They hire more 
workers, boost production, and increase AD. However, if demand 
grows too fast, inflation might rise.

2.6.2 Demand-side policies

Fiscal policy instruments: Government spending 
and Taxation

Example 3: Cutting Government Spending on Infrastructure

•  If the government cuts spending on infrastructure projects (like 
new railways, roads, and schools), construction companies lose 
contracts, workers get laid off, and AD falls. This can lower inflation 
but may also increase unemployment.

 Real-life twist: If a planned high-speed rail project is cancelled, 
thousands of jobs in construction, engineering, and manufacturing 
disappear, reducing wages and spending in the economy.

Example 4: Boosting Public Sector Wages

•  If the government increases salaries for teachers, firefighters, and 
nurses, they have more disposable income to spend on holidays, 
home improvements, and shopping. This raises AD, leading to more 
business activity, but also a risk of higher inflation.

 Real-life twist: A teacher with a higher salary might finally buy a new 
car, increasing demand for vehicles. More demand = higher prices.

Why Fiscal Policy Matters

Governments have to balance their fiscal choices, if they spend too much, 
prices can rise too fast (inflation!). If they cut too much, businesses suffer, 
and jobs disappear. A smart mix of tax policies and spending decisions 
keeps everything running smoothly! 
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2.6.2 Demand-side policies

Government budget (fiscal) deficit and surplus

Every year, the government creates a budget, a plan for how much money 
it will collect (revenue) and how much it will spend (expenditure). This 
budget can fall into three categories:

1) Budget Deficit  (Spending More Than Earning)

• A budget deficit happens when government spending > revenue. This 
means the government is spending more than it collects and needs to 
borrow money to cover the gap.

2) Budget Surplus  (Earning More Than Spending)

• A budget surplus happens when government revenue > spending. 
This means the government is collecting more money than it needs, 
allowing it to pay off debt or save for future investments.

3) Balanced Budget 

• A balanced budget happens when the government’s revenue = 
government spending. Basically, the government collects enough 
money (through taxes, fees, and other sources) to fully cover its 
expenses.

How Does a Deficit Get Funded? 

• When the government spends more than it earns, it borrows money 
through public sector borrowing. This debt is added to the national 
(public) debt and must be repaid over time, usually by raising taxes or 
cutting spending in the future.

 Why does this matter? If debt gets too high, lenders may lose 
confidence in the government’s ability to repay, leading to higher 
borrowing costs and economic instability.

Why Is This Important? 

Governments balance their budgets based on economic conditions.
 During a recession – They often run deficits to boost the economy.
 During economic growth – They aim for surpluses to repay debts.

2.6.2 Demand-side policies

Direct and indirect taxation

Taxation is the main way governments collect money to fund public 
services like healthcare, education, and infrastructure. Taxes come in two 
main types:

1) Direct Taxes – Charged on Income & Profits

Direct taxes are taken directly from individuals or businesses based on 
their income, earnings, or profits. These taxes cannot be passed on to 
someone else – if you owe them, you have to pay them!

 Examples:
 Income Tax – If you earn a salary, a portion is deducted as tax.
 Corporation Tax – Businesses pay tax on their profits.
 Capital Gains Tax – If you sell a house or shares for a profit, you pay tax 

on the gain.
 Inheritance Tax – A tax on large estates passed down after someone 

dies.

2) Indirect Taxes – Charged on Spending

Indirect taxes are charged on goods and services rather than income. 
These are collected by businesses, which then pass them on to the 
government. Consumers indirectly pay these taxes when they buy things.

 Examples:
 Value Added Tax (VAT) – A percentage added to most goods and 

services (e.g., in the UK, VAT is 20%).
 Excise Duties – Extra taxes on alcohol, cigarettes, and fuel (because 

the government wants to discourage their use).
 Sugar Tax – Some countries charge extra on sugary drinks to reduce 

obesity.
 Tariffs – Taxes on imported goods (e.g., if the UK imports American 

cars, a tariff may be added).

Key Differences:
 Direct tax = Paid directly by individuals & businesses (e.g., income tax).
 Indirect tax = Paid when you buy things (e.g., VAT on shopping).
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2.6.2 Demand-side policies

Diagrams to illustrate demand-side policies

Demand-side policies (which focus on shifting aggregate demand (AD) 
through fiscal and monetary policies) can help boost economic growth 
and reduce unemployment. However, they come with challenges, and 
economists don’t always agree on their effectiveness.

Classical view

Classical economists argue that demand-side policies only work in the 
short run. They believe that boosting AD won’t increase output in the 
long term but will simply cause inflation (rising prices). According to them, 
economies naturally correct themselves, so it's better to focus on supply-
side policies (like improving education, infrastructure, and business 
conditions).

2.6.2 Demand-side policies

Diagrams to illustrate demand-side policies

Keynesian view

Keynesian economists argue that the effect of demand-side policies 
depends on the state of the economy:

 If unemployment is high, increasing AD boosts output and jobs.
 But if the economy is already at full employment, increasing AD only 

raises inflation (prices go up, but no extra goods are produced).

Expansionary and Contractionary Demand-Side Policies

Expansionary policies increase aggregate demand (AD) to stimulate 
economic growth. These are used during recessions or periods of slow 
growth to reduce unemployment and encourage spending. Done through 
lower interest rates, tax cuts, increased government spending and QE.

Contractionary policies reduce aggregate demand (AD) to control inflation 
and prevent the economy from overheating. These are used when growth 
is too fast, leading to high inflation and unsustainable demand.
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2.6.2 Demand-side policies

The Great Depression: What happened?

The Great Depression (1930s) was one of the worst economic crises in 
history, leading to mass unemployment, collapsing businesses, and a 
global trade slowdown. In the UK, joblessness rose above 15%, while in 
the US, it hit nearly 25%. Industries dependent on global trade, like 
shipbuilding, steel, and textiles, were especially affected as demand for 
exports crashed.

What Caused the Great Depression? 

 Stock Market Crash of 1929 – The New York Stock Exchange 
collapsed, wiping out millions in savings. Investors panicked, 
businesses cut investment, and consumers stopped spending, causing 
a sharp drop in aggregate demand (AD).

 Bank Failures & Lost Savings  – Many banks had no deposit 
protection, so when they collapsed, millions lost their life savings. 
With no money to spend or invest, the economy spiralled downward.

 Severe Drought & Agricultural Collapse  – In the US & Canada, the 
Dust Bowl (1930s) turned farmland into desert-like conditions, 
destroying crops and forcing thousands of farmers into poverty. This 
led to food shortages, lost income, and mass migration.

 Trade War & Protectionism  – Countries raised tariffs (import 
taxes) to protect domestic industries, but this backfired. The US 
Smoot-Hawley Tariff Act (1930) triggered retaliation from other 
nations, slashing global trade. In the UK, this hit industries like coal 
mining and steel production, as fewer countries wanted to buy British 
exports.

 Rigid Economic Policies & Gold Standard  – The UK and other 
nations had their currency fixed to gold. When the UK rejoined the gold 
standard in 1925, it overvalued the pound, making British exports 
expensive and less competitive, further weakening the economy.

2.6.2 Demand-side policies

The Great Depression: What happened?

How Did the UK Respond?

 Austerity Instead of Stimulus  – The UK government focused on 
balancing the budget instead of spending to boost the economy. They 
cut unemployment benefits by 10% and reduced public sector pay, 
but this lowered demand further, deepening the crisis.

 Higher Taxes on Workers – Income tax was raised from 22.5% to 25%, 
reducing disposable income at a time when consumer spending was 
crucial for recovery.

 Abandoning the Gold Standard (1931)  – The UK finally left the gold 
standard, devaluing the pound by 25%. This boosted exports, making 
British goods cheaper for foreign buyers. This helped revive industries 
like textiles and shipbuilding.

•  Recovery Took Time  – Southern England recovered faster due 
to financial and service industries, while heavy industry regions like 
Wales and Northern England struggled until WWII’s demand for war 
production.

How Did the US Respond?

 At First, Same Mistakes as the UK – The US initially focused on budget 
cuts and raising tariffs, which only worsened the situation.

 Roosevelt’s New Deal (1933)  – President Franklin D. Roosevelt 
introduced government-funded public works programs, built 
infrastructure, and introduced social security, a form of financial 
safety net.

 Massive Infrastructure Projects  – Programs like the Tennessee 
Valley Authority (TVA) built dams, power plants, and created jobs, 
helping rural areas recover.

•  Full Recovery Through WWII  – Like the UK, the US only fully 
recovered after entering World War II, as demand for weapons, 
vehicles, and military supplies created millions of jobs.
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2.6.2 Demand-side policies

The Great Depression: What happened?

Lessons from the Great Depression 

 Expanding government spending can help during recessions – The 
New Deal in the US and leaving the gold standard in the UK helped 
economies recover.

 Cutting government spending during a downturn can make things 
worse – UK austerity prolonged unemployment and slowed recovery.

 Trade protectionism backfires – Raising tariffs led to retaliation and 
collapsed global trade.

2.6.2 Demand-side policies

The Global Financial Crisis (2008): What went 
wrong?

The Global Financial Crisis (2008) was one of the worst economic 
downturns since the Great Depression. It started in the United States but 
quickly spread worldwide, hitting the UK, Europe, and beyond. The crisis 
was mainly caused by reckless mortgage lending, failing banks, and 
collapsing consumer confidence, leading to a major recession, job losses, 
and a financial market meltdown.

What Caused the 2008 Crisis? 

 Risky Mortgage Lending in the US  – In the early 2000s, banks 
encouraged low-income borrowers to take out mortgages, even if they 
couldn’t afford them. Many of these loans had low initial interest rates, 
but after a few years, payments skyrocketed, causing people to default 
(fail to pay back). As a result, houses were repossessed, prices crashed, 
and homeowners were left with negative equity (owing more than their 
house was worth).

 Toxic Financial Products  – Banks bundled "safe" prime mortgages 
(from reliable borrowers) with risky sub-prime mortgages (from 
borrowers likely to default) and sold them to investors as if they were all 
low-risk. When people stopped paying their loans, these financial assets 
lost value, spreading the crisis across banks, pension funds, and global 
markets.

 Bank Collapses & Fear Spreading  – When the true risk of these 
loans was exposed, banks stopped trusting each other, leading to frozen 
lending. This created a domino effect, causing panic and the collapse of 
major financial institutions like Lehman Brothers (2008) in the US and 
Northern Rock (2007) in the UK.

19



tutorpacks.com tutorpacks.com

© Tutor Packs

2.6.2 Demand-side policies

The Global Financial Crisis (2008): What went 
wrong?

How Did Governments Respond? 

 Bailouts & Nationalisation  – Governments rescued failing banks to 
prevent a complete collapse of the financial system. The UK nationalised 
Northern Rock and bought shares in Royal Bank of Scotland (RBS) and 
Lloyds Bank, while the US bailed out major banks like Citigroup and AIG.

 Expanding the Money Supply  – Both the UK and US used 
expansionary monetary policy, including record-low interest rates and 
quantitative easing (QE), where central banks created new money to buy 
government bonds and financial assets, injecting liquidity into the 
economy.

 Different Fiscal Approaches  – The US government launched major 
stimulus packages (spending on infrastructure, tax cuts, and job 
programs) to boost demand. Meanwhile, the UK prioritised cutting its 
national debt, leading to austerity policies (reduced government 
spending), which slowed recovery.

2.6.2 Demand-side policies

The Global Financial Crisis (2008): What went 
wrong?

Lessons from 2008 

 Unregulated lending and risky financial products can lead to disaster 
– Stricter banking rules were introduced to prevent future crises.

 Government intervention can stabilise economies – Bailouts and 
monetary policies helped prevent a total collapse.

 Recovery strategies matter – The US recovered faster than the UK due 
to its focus on stimulus rather than budget cuts.
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2.6.2 Demand-side policies

Strengths and weaknesses of demand-side 
policies

Governments use demand-side policies to influence economic activity by 
managing aggregate demand (AD). But like any economic tool, they have 
advantages and drawbacks.

 Strengths of Monetary Policy (Bank of England’s Role) 

 Independent Decision-Making – The Bank of England operates 
separately from the government, meaning decisions are based on 
economic needs rather than politics.

 Currency Depreciation Boosts Exports  – When interest rates are 
low, the currency often weakens, making UK exports cheaper and more 
competitive globally.

 Long-Term Economic Stability – It focuses on inflation control and 
price stability, ensuring the economy doesn’t overheat or slow down too 
much.

 Weaknesses of Monetary Policy 

 Less Effective in Recessions – When consumer and business 
confidence is low, cutting interest rates may not encourage spending. 
People and firms may save instead of borrowing.

 Conflicting Goals – Lowering interest rates can boost growth, but it 
also increases inflation, making everything more expensive.

 Asset Price Bubbles  – Cheap borrowing can inflate house prices 
and stock markets, making it harder for first-time buyers and new 
investors.

 Time Lags (Slow Effects)  – It takes up to 2 years for interest rate 
changes to fully impact the economy.

2.6.2 Demand-side policies

Strengths and weaknesses of demand-side 
policies

 Strengths of Fiscal Policy (Government Spending & Taxes) 

 Encourages Long-Term Growth  – Investing in infrastructure, 
education, and public services can boost productivity and economic 
potential.

•  Example: Building a new railway creates jobs immediately and 
boosts business productivity in the long run.

 Can Target Specific Sectors  – The government can directly invest 
in struggling industries (e.g., green energy, public transport, 
healthcare).

 Income Redistribution – Higher taxes on the wealthy and increased 
welfare spending help reduce income inequality.

 Faster Impact – Fiscal policy takes effect quicker than monetary policy, 
especially in recessions.

 Weaknesses of Fiscal Policy 

 Political Uncertainty – Government spending plans change with 
different political parties, making long-term projects risky.

 Trade-Offs Between Goals  – Lower taxes boost growth but can 
increase inflation. Spending cuts reduce debt but can slow economic 
recovery.

•  Example: If the government cuts taxes to encourage business 
growth, inflation may rise, forcing the Bank of England to increase 
interest rates, cancelling out the benefit.

 Budget Deficits & Debt  – Too much government spending can 
lead to high debt, which may result in austerity measures (spending cuts 
and tax hikes) later.
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2.6.3 Supply-side policies

Market-based and interventionist methods

Supply-side policies are government strategies aimed at increasing the 
economy’s productive capacity, essentially making businesses more 
efficient, workers more skilled, and industries more competitive. These 
policies shift the long-run aggregate supply (LRAS) curve to the right, 
allowing the economy to produce more goods and services at lower costs. 
While some improvements happen naturally over time (as businesses 
invest and innovate), governments can speed up this process using 
targeted policies.

Two Approaches: Market-Based vs. Interventionist 

 Market-Based Policies (Let the Free Market Work) 

These policies remove barriers that prevent businesses from operating 
efficiently, allowing the free market to function with minimal government 
interference. The goal? Lower costs, higher output, and more 
competition.

 Examples:

• Lowering income tax to encourage people to work more.

• Reducing welfare benefits to increase job-seeking incentives.

• Deregulation (cutting red tape) to make it easier for businesses to 
grow and innovate.

 Example: The privatisation of British Airways and BT in the 1980s 
made these industries more competitive and efficient.

2.6.3 Supply-side policies

Market-based and interventionist methods

 Interventionist Policies (Government Steps In) 

These policies involve the government actively fixing market failures 
where the free market doesn’t deliver good outcomes on its own. This 
includes investing in infrastructure, education, and healthcare to boost 
long-term productivity.

 Examples:

• Investing in education & skills training to create a highly skilled 
workforce.

• Improving public transport to help people commute to work more 
efficiently.

• Subsidising renewable energy to reduce dependency on fossil fuels.
 Example: The UK government funding apprenticeships helps 

young workers gain skills and secure jobs.

Which One is Better? 

• Free-market economists argue that market-based policies work best, 
as businesses and workers should be left to make their own decisions.

• Interventionist economists believe the free market has flaws (e.g., 
underfunded education or poor infrastructure), so the government 
must step in to help.

• In reality, most economies use a mix of both. The key is balancing 
efficiency with fairness, ensuring that businesses thrive while workers 
and consumers benefit too.
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2.6.3 Supply-side policies

Market-based and interventionist methods goals

Increase incentives

Governments use supply-side policies to increase the size of the workforce and 
encourage businesses to hire more workers. When more people are in jobs, more 
goods and services can be produced, leading to higher economic growth. 

 Market-Based Methods

 Cutting Benefits & Taxes – Reducing welfare benefits or lowering income tax 
increases the opportunity cost of being unemployed (meaning people are better 
off working than staying on benefits). This encourages more people to seek jobs.

 Reducing the Poverty/Unemployment Trap – Some low-income workers lose 
benefits when they start working, meaning they end up no better off (or worse). 
To fix this, governments could replace benefits with tax credits, ensuring work 
always pays more than unemployment.

 Lowering Business Taxes – Taxes like National Insurance Contributions (NICs) 
make it expensive for firms to hire new workers. Cutting these taxes reduces 
business costs, encouraging firms to create more jobs.

 Reducing or Removing the Minimum Wage – Lowering the minimum wage 
could make hiring cheaper, leading to more jobs. However, this could also reduce 
living standards for low-paid workers.

 Interventionist Methods

 Universal Credit & Support for Low Earners – Instead of cutting benefits, 
governments can make welfare payments more flexible, helping people transition 
in and out of jobs.

 Free Childcare & Flexible Working – Many women and caregivers struggle to 
work due to high childcare costs. Providing subsidised childcare or encouraging 
flexible work hours could increase workforce participation.

 Grants & Tax Breaks for Investment – To encourage entrepreneurship and 
business growth, governments can offer grants, low-interest loans, or tax 
incentives for firms that hire workers or invest in new projects.

2.6.3 Supply-side policies

Market-based and interventionist methods goals

The Trade-Off  (Why It’s Not That Simple!)

 Some argue that small tax cuts (e.g., from 25% to 20%) have little 
impact on incentives to work.

 Cutting taxes on high earners may increase income inequality rather 
than job creation.

 Reducing benefits can push people into financial hardship rather than 
work.

 Lower tax revenue could mean less funding for public services, forcing 
governments to either cut spending or borrow more.

Promote competition

Competition in markets is essential for driving efficiency, lowering prices, 
and improving innovation. Governments use supply-side policies to 
promote competition, making businesses more efficient and giving 
consumers more choice and better services.

 Market-Based Methods

 Privatisation – Selling government-owned businesses to private firms 
increases competition and efficiency. The idea is that private companies 
have more incentive to cut costs, innovate, and improve service quality 
compared to state-run businesses.

• Example: The privatisation of British Airways, BT, and Royal Mail 
encouraged competition, leading to better services and pricing.

 Deregulation – Removing government rules and restrictions on 
businesses makes it easier for new firms to enter markets, increasing 
competition. This forces companies to improve efficiency and lower prices 
to attract customers.

• Example: The deregulation of the UK airline industry allowed budget 
airlines like Ryanair and EasyJet to thrive, making air travel cheaper 
and more accessible.
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2.6.3 Supply-side policies

Market-based and interventionist methods goals

 Interventionist Methods

 Competition Policy – Governments introduce laws to prevent 
monopolies and protect fair competition. This stops big companies from 
using unfair tactics to drive smaller competitors out of business.

• Example: The Competition Act (1998) and Enterprise Act (2002) make 
it illegal for firms to price-fix (agreeing to keep prices high) or form 
cartels (groups of firms secretly working together to avoid 
competition).

 Regulation by the Competition and Markets Authority (CMA) – This 
UK body investigates companies that hold too much market power and 
ensures that businesses follow fair competition laws.

• Example: In 2019, the CMA blocked a merger between Sainsbury’s 
and Asda, fearing it would reduce competition and raise supermarket 
prices for consumers.

 The Debate: Is Competition Always Good?

 Free market supporters argue that privatisation and deregulation make 
businesses more efficient because they must compete for customers 
rather than rely on government funding. They believe that state-owned 
industries have less incentive to innovate or cut costs, leading to 
government failure.

 On the other hand, too much deregulation can cause problems. If 
industries focus only on profits, they may cut corners, reduce service 
quality, or exploit workers. There are also environmental concerns, as 
deregulation can weaken protections in areas like pollution control.

2.6.3 Supply-side policies

Market-based and interventionist methods goals

Reform the labour market

Labour market reforms are supply-side policies aimed at reducing 
unemployment and making the workforce more efficient and adaptable. 
Governments can encourage more people to work, make hiring easier for 
businesses, and improve overall productivity. 

 Market-Based Methods 

• Lowering the Minimum Wage  – If the minimum wage is too high, 
some businesses can’t afford to hire as many workers. Reducing or 
scrapping it could increase employment, but it may also lower living 
standards.

• Cutting Benefits to Encourage Work  – If welfare benefits are 
reduced, people have a stronger financial incentive to take jobs rather 
than rely on government support.

• Raising the Retirement Age  – If people work longer before 
retiring, there will be more workers available, reducing labour 
shortages and increasing production.

• Weakening Trade Unions  – Trade unions negotiate higher wages 
and better conditions for workers, but strong unions can increase 
business costs, leading to layoffs and lower hiring rates. Reforms like 
stricter rules on strikes and ballots limit union power, preventing 
disruptions to businesses.

• More Flexible Employment Contracts  – Businesses can use zero-
hour contracts (where workers are hired with no guaranteed hours) to 
adapt to changing demand. This gives companies more control, but 
workers have less job security.

 Interventionist Methods

• Improving Labour Mobility  – Making it easier for workers to move 
between jobs or relocate can reduce unemployment. The government 
can provide better job vacancy information, support retraining 
programs, and even cut housing costs (e.g., reducing VAT on housing).
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2.6.3 Supply-side policies

Market-based and interventionist methods goals

•  Subsidising Low-Income Workers  – Instead of cutting benefits 
entirely, the government can offer tax credits to low-wage workers so 
that they keep more of their earnings without losing all support (e.g., 
Universal Credit in the UK).

•  Supporting Women & Caregivers  – Policies like free childcare 
or flexible working arrangements can help more people enter the 
workforce, especially parents and caregivers.

•  Investing in Skills & Training  – Funding education and 
apprenticeship programs ensures workers have the right skills for 
modern jobs, making the labour force more productive and 
employable.

 The Debate: Is Labour Market Reform Always Good?

 Supporters of market-based policies argue that making labour markets 
more flexible (e.g., cutting union power, reducing benefits, or loosening 
employment laws) encourages job creation and reduces business costs.

 Critics warn that too much flexibility can harm workers. Weakening 
unions and cutting benefits could increase job insecurity and widen 
income inequality. If people have lower wages and less financial support, 
they spend less, which could reduce aggregate demand (AD) and slow 
economic growth.

2.6.3 Supply-side policies

Market-based and interventionist methods goals

Improve skills and quality of the labour force

A skilled workforce is key to economic growth, as it allows businesses to 
produce more, innovate faster, and stay competitive. Governments can 
improve labour productivity by investing in education, training, and 
attracting skilled workers. 

 Market-Based Methods

• Encouraging Private Investment in Skills  – Instead of government 
funding, businesses can invest in their own workforce through 
training programs and on-the-job learning.

• Letting the Free-Market Match Skills to Demand  – If education 
and training are driven by business demand, rather than government 
policies, workers train in areas where jobs are actually available 
rather than where funding is allocated.

 Interventionist Methods 

• Increasing Spending on Education & Training  – A well-educated 
workforce improves efficiency, allowing workers to take on more 
skilled, higher-paying jobs. The government can fund:

 Free university tuition or better secondary education
 Vocational training (T-Levels, apprenticeships)
 Subsidies for businesses that upskill workers

• Regulating Business Training Requirements  – The government can 
force companies to train staff, ensuring workers stay up to date with 
industry developments.

• Encouraging High-Skilled Immigration  – If local workers lack 
certain skills, the government can relax immigration rules to attract 
highly skilled professionals.

 Example: The UK eased visa rules for doctors, engineers, and tech 
experts to fill skill shortages, with 800,000 unfilled job vacancies in 
2023.
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2.6.3 Supply-side policies

Market-based and interventionist methods goals

 The Debate: Is Education Investment Always a Good Idea?

 Supporters of interventionist policies argue that education and training 
boost long-term productivity, making workers more employable and 
businesses more competitive.

 Critics argue that investment in education can be wasteful if it’s not 
targeted correctly.

 Example: If the government funds too many university degrees in 
subjects with low job demand, it doesn’t help the economy and takes 
money away from other important sectors.

Improve infrastructure

Infrastructure (like roads, railways, broadband, and energy networks) is 
crucial for economic growth. Better infrastructure reduces business costs, 
improves efficiency, and attracts investment. 

 Market-Based Methods (Let Businesses Lead!)

• Tax Incentives & Subsidies  – The government can encourage 
private companies to invest in infrastructure by offering tax breaks or 
subsidies. This means businesses that invest in new technology, 
transport, or energy pay lower taxes.

• Lowering Corporate Tax  – Reducing corporation tax encourages 
businesses to reinvest profits into expansion and innovation.

2.6.3 Supply-side policies

Market-based and interventionist methods goals

 Interventionist Methods

• Direct Government Investment  – Instead of waiting for businesses 
to act, the government builds and upgrades infrastructure itself.

 Example: The UK funds major projects like HS2 (high-speed rail) or 
CrossRail (London train network) to improve transport and 
connectivity.

• Boosting Public Technology & Innovation  – The government can 
invest in digital infrastructure, such as high-speed internet, 5G 
networks, and renewable energy to support businesses and reduce 
carbon emissions.

 The Debate: Which Approach Works Best?

 Supporters of market-based methods argue that businesses invest 
more efficiently than governments because they are driven by profit and 
competition rather than politics.

 Critics warn that businesses may not invest enough or may use tax 
breaks for loopholes rather than actual investment. Governments may 
need to step in when private companies underinvest in essential 
infrastructure.

 Interventionist policies ensure necessary projects happen, but large-
scale public spending can increase government debt and require higher 
taxes.
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2.6.3 Supply-side policies

Strengths and weaknesses of supply-side policies

 Strengths of Supply-Side Policies 

 Lower Prices for Consumers  – More efficient production reduces 
costs, leading to lower average price levels (helping fight inflation).

 Faster Economic Growth  – By making businesses more efficient and 
workers more skilled, supply-side policies increase the economy’s long-
term growth rate.

 Lower Unemployment  – Policies like education investment and 
labour market reforms help get more people into work.

 Better Infrastructure  – Government investment in transport, 
energy, and digital infrastructure improves quality of life and supports 
economic growth.

 Boosting International Trade  – When a country becomes more 
productive, its goods and services become cheaper and more competitive 
abroad, increasing net exports.

 Example: In Singapore, government investment in education and 
digital infrastructure has helped create a highly skilled workforce, 
attracting foreign investment and boosting long-term growth.

2.6.3 Supply-side policies

Strengths and weaknesses of supply-side policies

 Weaknesses of Supply-Side Policies 

 High Costs  – Policies like building infrastructure and improving 
education require huge government spending, leading to budget deficits.

 Slow to Show Results  – Supply-side policies take years to fully 
impact the economy. Governments spend money now but may not see 
benefits for decades.

 Income Inequality Increases  – Labour market reforms, such as 
weakening trade unions or reducing minimum wages, can lower worker 
pay, benefiting businesses but worsening income inequality.

 Changes in Government  – Different political parties have different 
priorities. If one government starts a major infrastructure project, the 
next might cancel or change it, making policies less effective.
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2.6.4 Conflicts and trade-offs between objectives 
and policies

Conflicts and trade-offs between the 
macroeconomic objectives

1. Economic Growth vs. Protection of the environment

• Growth often leads to more production, more pollution, and 
depletion of non-renewable resources.

• Faster growth = Higher carbon emissions and environmental damage.

Example: China’s industrial boom led to higher GDP but also severe air 
pollution and resource depletion.

2. Economic Growth vs. Inflation 

• As the economy expands, businesses demand more workers and 
resources, pushing wages and prices higher.

• If demand grows too fast, it exceeds supply, leading to demand-pull 
inflation (rising prices due to excessive demand).

Example: The UK’s rapid recovery post-COVID-19 saw economic growth 
but also rising inflation, prompting the Bank of England to increase 
interest rates.

3. Economic Growth vs. Budget Deficit 

• Governments use expansionary fiscal policy (higher spending and tax 
cuts) to stimulate growth, but this increases the budget deficit (when 
government spending exceeds revenue).

Example: The US government stimulus packages during COVID-19 
boosted growth but increased national debt significantly.

2.6.4 Conflicts and trade-offs between objectives 
and policies

Conflicts and trade-offs between the 
macroeconomic objectives

4. Economic Growth vs. Balancing the Current Account 

• Growth raises household incomes, leading to more imports (buying 
goods from abroad).

• If imports grow faster than exports, the current account deficit 
worsens.

Example: The UK consistently runs a current account deficit because high 
consumer spending leads to more imports than exports.

5. Unemployment vs. Inflation 

• As the economy nears full employment, businesses struggle to find 
workers, so they offer higher wages.

• Higher wages = Increased production costs = Higher prices (inflation).

Example: In post-Brexit Britain, labour shortages led to higher wages for 
lorry drivers, but this also caused rising prices for goods.
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2.6.4 Conflicts and trade-offs between objectives 
and policies

Short-run Phillips curve

Ever wondered why low unemployment sometimes leads to higher 
inflation? Economist A.W. Phillips discovered this trade-off, now known as 
the Phillips Curve. He found that when unemployment falls, businesses 
must compete for workers, pushing up wages. These higher wages 
increase business costs, which are then passed on to consumers as higher 
prices (inflation).

 The Short-Run Phillips Curve: How It Works

 High Unemployment = Low Inflation – When lots of people are looking 
for work, businesses can offer lower wages, keeping costs and prices low.

 Low Unemployment = High Inflation – When jobs are plentiful, workers 
demand higher wages, pushing up business costs and prices.

 Graphically, this is shown as a downward-sloping curve: as 
unemployment falls, inflation rises.

2.6.4 Conflicts and trade-offs between objectives 
and policies

Short-run Phillips curve 

 The Breakdown: What Happened in the 1970s?

The Phillips Curve worked well for a while, but then stagflation hit in the 
1970s; both high unemployment AND high inflation happened at the 
same time! This was caused by:

 Oil price shocks – The OPEC oil crisis sent energy prices soaring, 
increasing costs for businesses.

 Supply-side problems – Factories struggled, leading to economic 
stagnation.

 Example: In the UK and US during the 1970s, inflation hit double digits 
while unemployment remained high, proving that the Phillips Curve isn’t 
always reliable.

 The Big Question: Can We Have Both Low Inflation AND Low 
Unemployment?

Some economists argue that improving productivity and supply-side 
policies (like education & innovation) can shift the Phillips Curve, allowing 
for both stable inflation and low unemployment. But others say trade-
offs are inevitable
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2.6.4 Conflicts and trade-offs between objectives 
and policies

Potential policy conflicts and trade-offs 

Governments use fiscal, monetary, and supply-side policies to manage 
the economy, but these policies often conflict with each other, creating 
trade-offs. While one policy might boost growth, it could also increase 
inflation, worsen income inequality, or harm exports. Let’s break down 
these conflicts.

1. Expansionary vs. Deflationary Policies 

 Expansionary policies (e.g., tax cuts, increased government spending, 
lower interest rates) boost Aggregate Demand (AD), leading to higher 
output, more jobs, and economic growth.

 However, they can also cause inflation and worsen the trade deficit by 
increasing imports.

 Deflationary policies (e.g., tax hikes, spending cuts, higher interest 
rates) reduce inflation but also lower AD, which can increase 
unemployment and slow growth.

 Example: In the 1980s, the UK government raised interest rates to 
control inflation, but this led to higher unemployment and a recession.

2. Interest Rate Changes & Their Effects 

 Higher interest rates help reduce inflation by discouraging borrowing 
and spending.

 But they discourage business investment, slowing long-term 
economic growth.

 They also strengthen the currency (making exports more expensive 
and imports cheaper), worsening the balance of payments.

2.6.4 Conflicts and trade-offs between objectives 
and policies

Potential policy conflicts and trade-offs

 Lower interest rates encourage investment and growth but may lead to 
higher inflation.

 They also increase income inequality, as wealthier people benefit 
more from rising asset prices (stocks & property), while middle and 
working-class individuals rely more on savings, which earn less interest.

3. Supply-Side Policies & Their Side Effects 

 Supply-side policies focus on increasing productivity and efficiency by 
reducing business taxes, investing in education, or improving 
infrastructure.

 However, some measures worsen inequality (such as weakening trade 
unions, cutting benefits, or lowering taxes on businesses) which may hurt 
low-income households.

 Example: Reducing welfare benefits to encourage people to work 
might help increase employment, but it could also increase poverty.

4. Fiscal Deficits: Balancing Growth & Debt 

 Reducing government debt (fiscal deficit) through spending cuts & tax 
increases can improve long-term financial stability.

 However, this reduces AD, leading to higher unemployment and 
lower growth in the short term.

 It can also disproportionately hurt low-income groups who rely on 
public services.

 Example: In the early 2010s, Greece and the UK adopted austerity 
measures (spending cuts to reduce debt), but this led to slower economic 
growth and public backlash.
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Please see the ‘2.6 Macroeconomic Objectives 
and Policies Worked Examples’ pack for exam 

style questions. 

For more FREE revision notes, tutorials, worked 
examples and help visit www.tutorpacks.com
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