2.6 Macroeconomic objectives and policies

2.6 Macroeconomic
objectives and policies
You need to know
n the government’s macroeconomic objectives
n how monetary and fiscal policies can be used to affect the
economy’s demand-side
n how supply-side policies affect the economy’s supply-side
n how policies conflict with each other and how this makes it
difficult to achieve multiple objectives

Possible macroeconomic
objectives
Economic
growth
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Greater
income
equality

Low
unemployment

Macroeconomic
objectives

Protection
of the
environment

Low and stable
rate of inflation

Balanced
government
budget

Balance of
payments
equilibrium
on current
account

Demand-side policies
Distinction between monetary and
fiscal policy
Monetary policy is the use of interest rates, control of the money
supply and the availability of credit to achieve macroeconomic
objectives.
n Fiscal policy is the change to government expenditure and rates of
taxation to achieve macroeconomic objectives.
n
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2 The UK economy: performance and policies

Monetary policy instruments
Interest rates
Interest rates are set by the Monetary Policy Committee (MPC) of
the Bank of England.
n These are used to affect AD (mainly through changes to
consumption (C) and investment (I)):
increases in interest rates will lower AD
decreases in interest rates will increase AD
n

Asset purchases to increase the money supply
(quantitative easing)
Low interest rates do not always boost AD sufficiently and the
Bank of England can use quantitative easing.
n The Bank of England creates more money electronically, which is
used to buy bonds from the financial sector, which then increases
the price of bonds and lowers interest rates.
n Commercial banks now have more money available to lend and,
given the low interest rates, there should be more demand for
borrowing from the private sector.
n

Key term
Quantitative easing This
is where the central bank
purchases financial assets
specifically to inject new
money into the economy
to stimulate activity.

Exam tip
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Sample Proof Material
Fiscal policy instruments
Changes in government spending (G)
n Changes in taxation (T)
n The government’s budget (fiscal) balance is the difference
between government spending and taxation:
budget deficit: G > T
budget surplus: G < T
n

Monetary policy is enacted
mainly through changes in
interest rates.

Types of taxation
Direct taxes are placed on
incomes

Indirect taxes are placed on
expenditure

Income tax — paid on wages and
salaries

VAT — paid on most items of
expenditure

Corporation tax — paid on company
profits

Excise duties — paid on various
items, such as tobacco, alcohol and
fuel

Capital gains tax — paid on the
profits made from trade in assets
Inheritance tax — paid on inherited
income

60

Customs duties — paid on some
imports

Exam tip
Changes in indirect tax
rates are likely to affect
aggregate supply rather
than aggregate demand
(though the economy will
move along the AD curve).
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Supply-side policies

Key term

Supply-side policies are those designed to boost the productive

Supply-side policies
Polices designed to increase
the productive capacity of
the economy.

capacity of the economy. They fall into two main categories, market
based and Interventionist.

Market-based policies
Cutting corporation tax
n Removing regulations
n Privatisation and deregulation
n Lower income tax — to encourage labour supply
n

Synoptic link
Privatisation and
deregulation are often
studied again when looking at
contestability within markets.

Interventionist policies
Improved education — to boost productivity and reduce labour
immobility.
n Improved infrastructure — to attract businesses and boost labour
mobility.
n

Exam tip
Some supply-side policies
(often interventionist
policies) also use fiscal
policy at the same time.

Supply-side policies and AD/AS
Supply-side policies (if successful) boost the productive capacity.
n Increases in productive capacity are shown by increases in AS
(LRAS and Keynesian AS curves).
n Figure 43 shows that if supply-side policies are successfully
implemented, AD can expand without generating price increases.
n

Price level
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Strengths and weaknesses of
supply-side policies
Weaknesses

Avoid conflicts with other
objectives

Tax cuts often favour high earners

Increase productive capacity of
economy

Welfare cuts fall
disproportionately on lower
income earners

Lower unemployment

Relative poverty is increased

Not expensive (for market-based
policies)

Very long time lag with most
policies

Reduce economically inactive
population

Investment in infrastructure is
expensive

LRAS2

P1

AD2
AD1

O

Y1

Y2 Real GDP

Figure 43 Impact of successful
supply-side policies

Price level

Strengths

LRAS1

SRAS

P2
P1

Policies and AD/AS diagrams
Policies to increase AD include:
n lower taxes
n higher government spending
n lower interest rates

O

AD2

AD1
Y1

Y2

Real GDP

Figure 44 Increases in AD will
produce short-run growth in the
economy
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Conflicts and trade-offs
between objectives and
policies
Potential conflicts and trade-offs
between macroeconomic objectives
Potential policy conflicts and trade-offs between the macroeconomic
objectives include:
n
n
n
n
n

both low unemployment and low inflation
economic growth and low inflation
economic growth and achieving balance on the current account
low unemployment and achieving balance on the current account
supply-side increases achieving an equitable distribution of
income

Short-run Phillips curve
n

A low rate of inflation moves along the short-run Phillips curve
(SRPC) leftwards but only to a higher rate of inflation.
As unemployment falls, trade unions have more power to push up
wages — especially as labour shortages emerge.
If wages rise, then inflation will also rise — the trade-off.
To reduce inflation, AD is reduced, and this leads to lower GDP
and higher unemployment.
Once identified and used for policy purposes, the SRPC
relationship seems to break down.

Synoptic link
Trade-offs and policy
conflicts illustrate the
basic economic concept of
opportunity cost.

Key terms
Policy conflicts Where
using a policy to achieve
one objective moves
further away from
achieving another objective.
Trade-offs Improvements
in achieving one objective
mean moving further away
from achieving another
objective.
Short-run Phillips curve
(SRPC) Shows an apparent
inverse relationship
between the rate of
inflation and the rate of
unemployment.
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n
n
n

Inflation rate (%)

n

SRPC

Unemployment
rate (%)

Figure 45 The short-run Phillips
curve, showing the trade-off between
unemployment and inflation

Potential policy conflicts and trade-offs
n
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Economic policies may also conflict with each other:
Low interest rates may conflict with expansionary fiscal policy.
High interest rates may conflict with contractionary fiscal policy.
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2.6 Macroeconomic objectives and policies
Supply-side policies may conflict with expansionary fiscal
policy.
Contractionary fiscal policy may conflict with (interventionist)
supply-side policies.
n As a result, we often refer to the overall ‘stance of policies’
— that is the overall combined effect of fiscal, monetary and
supply-side policies — as being ‘loose’ (expansionary) or ‘tight’
(contractionary).

Do you know?
1 Explain why the short-run Phillips curve appears as it does.
2 Explain why a supply-side policy can also be a fiscal policy.
3 Explain why policies may conflict with aiming for an equitable
distribution of income.

End of section 2 questions
Short questions
1 Define the term ‘long-run aggregate supply’.
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2 Define the term ‘frictional unemployment’.

3 In an economy, exports rise by $25 billion. MPT = 0.25, MPS = 0.05
and MPM = 0.2. Calculate the change in national income that will
follow.
4 Define the term ‘contractionary monetary policy’.

Longer questions
1 Assess the consequences of high economic growth on
an economy.

(9 marks)

2 Discuss the effectiveness of methods used by a government
to reduce the natural rate of unemployment.
(15 marks)

Essay-style questions
1 To what extent is the GDP of an economy a good indicator
of the living standards of its population?
(25 marks)
2 To what extent do attempts to lower the unemployment
rate conflict with a government’s ability to achieve other
macroeconomic objectives?				(25 marks)
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