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Chapter 4 Macroeconomic and 

Institutional Context 1: The 

Domestic Economy
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The Macroeconomics and the 

government policy goals

Macroeconomics focuses on the working of the economy as a whole, 

and it includes issues such as:

❖ The total (aggregate) demand for goods and services

❖ National Output

❖ The supply of Factors of Production

❖ Total income earned by the owners of Factors of Production 

(National Income)

❖ Money spent on buying the national output (National Expenditure)

❖ Government policy
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Government macroeconomic 

policy

The basic objectives of government:

❖ Economic Growth

❖ Inflation

❖ Unemployment

❖ Balance of payments
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Other factors that constraints 

government policy

❖ Previous policies which cannot be abandoned or altered.

❖ Information which is always limited and imperfect.

❖ Time lag between the design, implementation and effect of policy.

❖ Political limitations.
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The circular flow model
Symbols used in the circular flow model:

❖ Y – National income

❖ C – Consumption

❖ S – Savings

❖ I – Investment

❖ T – Taxation

❖ G – Government expenditure

❖ X – Exports

❖ M – Imports
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Simple economy

In a simple economy will be having the Firms (Producers) and the 

Households (Consumers) only, without the government or without 

trading with other countries.

We assume that the households use all their income to buy goods and 

services. The economy will be equilibrium where consumption 

(aggregate demand) equals income:

Consumption = Income 

Assuming also that total expenditure is made up of Consumption 
therefore:

Expenditure = Income
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Circular Flow model: Diagram 

illustration
❖ Households – Consumption

❖ Firms/Businesses – Investment

❖ Government – Government expenditure

❖ Foreign Sector - Exports
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Injections and Withdrawals

In a realistic model the economy can experience injections and 

withdrawals:

❖ Injections – these are additions to expenditure from outside the 

circular flow, and they boost the circular flow. They include: Exports, 

Government Expenditure, and Private sector Investment.

❖ Withdrawals – these are leakages of income out of the circular flow. 

They include: Imports, Taxations and Savings.
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Injections and Withdrawals: 

Equilibrium

Equilibrium: The economy fully using its resources will move towards the 

position of rest, or equilibrium where planned injections should be 

equal to planned withdrawals:

Injections (J) = Withdrawals (W)

OR

I + G + X = S + T + M

If injections are more than withdrawals, the level of national income will 

increase.

If withdrawals are more than injections, the level of national income will 
fall.

However this growth or fall does not continue forever.
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Understanding the components of 

the circular flow of funds
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Consumption

The spending in the circular flow by consumers is called Consumption 

(C) and the most important determinant of Consumption is the level of 

income. The extent to which consumption changes with income is 
called Marginal Propensity to Consume (MPC).

MPC = change of consumption/change in income

The MPC varies considerably between countries.
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Factors affecting household 

consumption

❖ Income – consumption is usually based on current income or expected 
income.

❖ Wealth – at a personal level an increase in wealth leads to an increase 
in consumption, while at national level a fair distribution of wealth leads 
to an increase in consumption.

❖ Government policy – taxation and government spending also affects 
consumption.

❖ The cost and availability of credit – the cheaper and the greater the 
availability of credit the more likely consumption will occur.

❖ Price Expectations – if price increases are expected in the future this 
can temporarily increase MPC now.

These factors are objective influences, however we other factors which 
are subjective which depends on an individual behaviour.
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Savings (S)

This is the amount of income not spend or residual income after 

consumption has been determined.
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Factors influencing savings
❖ Income – both on the individual and national level.

❖ Interest rates – if people are saving to earn interest, an increase in 
the interest rate will mean people will save more since they can now 
get more income through saving.

❖ Inflation – The rational consumers will consider the real interest rates
(adjusted for inflation) not the nominal interest rates (unadjusted for 
inflation) before they consider to save more.

❖ Credit – when credit is easily available consumers can acquire as 
much credit as they are saving.

❖ Contractual savings – most saving are contractual and regular such 
as payments into pension funds.

Most savings are done by households and firms, governments save 
when they run budget surpluses and dis-save when they run budget 
deficits.
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Investment
Expenditure on investment covers:

❖ Fixed Capital Formation (eg plant, equipment, machinery, roads)

❖ The value of physical increase in stocks of Raw materials, Work In 

Progress and Finished Goods.

The Capital Stock of the economy is increased by the amount of Net 

Investment undertaken in that year. Net Investment is the difference 

between Total Investment and Replacement Investment (Capital 

Consumption).
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Factors influencing Investment
❖ Expectations about future cash flows – anticipated revenue from 

the output of the investment compared with the anticipated cost of 
investment.

❖ The business cost of capital – the availability and cost of capital as 
well as risks associated with the cash flows.

❖ The state of business confidence – if business are optimistic they will 
invest more if they are pessimistic they will invest less.

❖ Technological innovations – If capital becomes more productive this 
is likely to increase the level of investment. The Marginal Efficiency of 
Capital calculates the return on funds invested and should exceed 
the interest rate for the investment to be worthwhile.

❖ Government Policy – Inconsistent and varying economic policies 
increases business uncertainty and negatively affects investment. 
On the other hand reduction on corporate tax and improved tax 
allowances will encourage investment.
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Linkages between the Elements of 

the circular flow
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The Accelerator

This principle views investment as a function of changes in national 
income. When national income rises, desired consumption will 

increase, and firms will respond by investing in new capital goods to 

meet this increase in demand.

The opposite is true, when there is a decrease in national income will 

lead to a reduction in investment.
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The Multiplier

It shows a change in national income resulting from a change in 

planned investment, government spending or exports (effects of 

injections to the circular flow). 

A change in injections can cause a more than appropriate increase in 

National Income. An initial injection of additional expenditure in the 

circular flow will lead to a series of additional rounds of expenditure.
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Determinants of the Multiplier

Each succeeding round of spending becomes smaller and smaller, as 

some of the income is lost through withdrawal eg Marginal Propensity 

to Save (MPS). In a simple economy the only withdrawal will be savings.

The value of the multiplier is calculated as follows:

K = 1/1-MPC    =  1/MPS
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Explaining Trade Cycles
There are a number of explanations for Trade Cycles; however the 
accelerator and the multiplier effects have also been used to explain the 
Trade Cycles:

❖ Something happens to boost investment eg Innovation, this increase in 
investment will trigger the multiplier effect leading to rising incomes.

❖ The rising income will increase consumption and demand.

❖ The high expected demand will trigger the accelerator effect as firms 
invest more to meet the rise in demand.

❖ The extra investment will trigger the multiplier again leading to rising 
income again.

❖ Once the economy starts to grow it will continue to do so, leading to an 
upward swing in the economy.

However this growth does not continue indefinitely, the economy will finally 
reach full capacity where all Factors are employed. At this point 
investment will start to drop, and income starts to fall triggering a reverse 
multiplier. As incomes fall so does consumption and demand, this will lead 
to a downward swing on the trade cycle.
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Aggregate Supply and Demand
Much of government’s economic policy effort is developed to prevent 

the twin problems of Inflation and Unemployment. To understand how 

these problems arises in the market economy we need to first 

understand the aggregate demand and aggregate supply model.
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Aggregate Demand (AD) = C + I + 
G + (X-M)
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AD relates to the level of National Income and the level of Expenditure 

in the aggregate demand and supply model. It is assumed that AD:

❖ Is made up of all the components of expenditure in the economy.

❖ Is inversely (negatively) related to prices

❖ May shift if any one component e.g investment changes through 

the multiplier effect.

Thus the demand curve slopes down from left to right but may shift.



Aggregate Supply (AS)
-refers to the willingness and ability of producers in the economy, 

mostly the business sector, to produce and offer for sale goods and 

services. It is assumed that AS:

❖ Is the collection result of decisions made by millions of businesses.

❖ Is positively related to prices.

❖ It is limited by the availability of resources (eg labour, capital), which 

means at full employment, output cannot be increased any further.

Can only shift in the long run as a result of changes in the cost of 

production or in the availability of factors of production.

Thus the supply curve slopes upwards from left to right and does not 
shift in short run.

25



Equilibrium 26

National equilibrium will be where AD curve intersects with AS curve, at 

this point the total demand for the goods and services in the economy 

is equal to the total supply of goods and services in the economy.

This model shows the changes in either AD or AS on both the national 

income and price level.

The assumption is that the level of employment in the economy in the 

short and medium run is a function of the level of national income.



Changes in AD 
The AD can shift to the left through government policy when they try to 
reduce the inflationary pressure; they do this by raising taxes and 
reducing government spending. However the AD can also shift to the 
left due to reasons other than government policy such as:

❖ A fall in investment

❖ A fall in consumer expenditure

❖ A fall in exports due to a major loss of competitiveness, or recession 
in the country’s major trading partners.

On another hand the economy can expand and the AD will shift to the 
right, this can be caused by factors such as:

❖ An investment boom

❖ A rapid rise in consumer expenditure

❖ A rapid rise in exports
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Changes in AS
It is a so possible in the long run to have supply side shocks which can reduce the 
ability or willingness of production in the economy. When this occurs the AS curve 
will shift to the left, this will cause a rise in prices and a drop in output (this is usually 
called Stagflation). These supply shock might arise from:

❖ A major rise in energy and raw materials prices.

❖ A major rise in labour cost.

❖ A significant fall in productivity in businesses.

On the other hand the supply curve can shift to the right, and this will result in a rise 
in national income and employment, in addition prices will also drop. This is the 
opposite of stagflation. These shifts of the supply curve can be caused by:

❖ Favourable developments in the economy reducing prices of raw materials and 
energy.

❖ Productivity improvement.

❖ Government supply side policies designed to shift the AS curve to the right, e.g
Privatisation, Business tax reductions, Labour market reforms.
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Demand and Supply side policies-

Schools of Thought

29

Different theories exist on how to manage the economy; two of the 

most important are listed below:



The Keynesian view (demand side)
Dr Keynes believed that the economy could become stuck at many 

different equilibrium positions (which doesn’t necessarily mean full 

employment), as reflected by the Great Depression.

He argued that it was the government’s role to move the economy to 

a better equilibrium position.

The government can borrow money to inject in the economy to 

stimulate economic growth. Future revenue will then be used to 

finance the debt.

On the other hand if the economy is growing too fast, leading to 

inflation, the government can reduce the amount of money in the 

circulation through measures such as increasing taxation.

He argued for the management of AD in the economy.
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The Monetarist view (supply side)

Monetarist revived the earlier classical view, that there is only one equilibrium position in the national 
economy (where supply is equal to demand).

They believed that the economy will move towards that position unless hindered by market 
imperfections.

Thus it becomes the role of the government to free up the economy by removing these imperfections. 
Once this is done the role of the government should be minimal.

Market imperfections include the following:

 Inflation

 Government spending and taxation

 Price fixing

 Minimum wages agreement

 Regulation of markets

 Abuse of monopoly power

The monetarist’s solutions to economic problems are often described as supply side economics as 
they focus on improving the supply of factors of production in the economy.

The Monetary Policy and Fiscal Policy are primarily concerned with the level of monetary demand in 
the economy. These policies are aimed at shifting the AD to the right when the problem is 
unemployment and to shift the AD to the left when the problem is inflation. These policies did not 
seem so effective so economies are now shifting to Supply Side policies.

The objectives of the supply side policies is to shift the AS to the right, this will result in a rising national 
income and employment at the same time reducing inflationary pressures.
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Supply side policies consist of the following among others:

❖ Shifting taxation away from direct to indirect taxation and to reduce 

marginal rate of taxation, to encourage work and enterprise.

❖ Reducing social security payments to encourage the unemployed 

to seek employment.

❖ Emphasis on vocational education and training to improve skills.

❖ Reduce the power of Trade Unions so that they do not distort wage 

prices in the labour market.

❖ Deregulation and privatisation to encourage enterprise and risk-

taking.
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In the long run these policies proved to be effective; however there are 

other undesirable consequences which arise from these policies:

❖ Taxation system becomes more regressive, putting the poor at a 

disadvantage.

❖ A more unequal distribution of income.

❖ Less protection for workers leading to a great degree of uncertainty in 

the labour market.

❖ A fall in the relative and absolute standard of living for those who 

depend on the social benefits.
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The Trade Cycle and the Government Policy

Aggregate demand and supply analysis has shown how the trade 

cycle of recessions, recoveries and booms followed by further 

recession might occur and how government policy might be used to 

deal with these problems.
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Recession
Features: - Falling output/income. – High and rising unemployment. –
Reduced inflationary pressure. – Improving trade balance as imports 

fall. – Public finance negatively affected, due to reduced tax income 

and increased benefit payments.

Causes: - Falling domestic AD from lower levels of consumer spending, 

investment, exports and government expenditure. – World recession.

Policy response: - Raise AD by reducing taxation, raising public 

expenditure, lowing interest rates (This will further increase the need for 

government borrowing).
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Other Stage of the Trade Cycle

❖ Stagflation

❖ Recovery

❖ Boom
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Trade Cycles (Implications for 

Businesses)
❖ cession and a large upswing during growth phase.

❖ Firms which supply the Public sector will be affected by the 

government spending plans.

❖ A firm may reduce their risk due to trade cycles by diversifying 

geographically.

❖ During downturn businesses have bargaining power in the labour 

market, since there would be high levels of unemployment.

❖ Success may also be influenced by being able to determine when to 

act.

❖ If the government adjust interest rates this will affect the firm’s 

borrowing cost.
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Fiscal and Monetary policy options 38



Fiscal Policy Options
Fiscal policy refers to government taxation and spending plans and 

falls under demand side policies.

Government Budget:

In the medium to long term the government should achieve a 

balanced budget. However due to different reasons the government 

may decide to run either a budget deficit or budget surplus.

❖ Government Income ‹ Expenditure = budget deficit

❖ Government Income › Expenditure = budget surplus

❖ Government Income = Expenditure = a balanced budget
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Running a budget deficit

❖ If the government wants to run a budget deficit this has to be financed 

through borrowing (Public Sector Net Borrowing).

❖ This is usually done to promote economic growth and reduce 

unemployment.

❖ The deflationary gap (difference between the actual AD and the 

required AD to reach full employment) is closed leading to an increase 

in the income.

❖ The government will be injecting more into the economy than what its 
taking (Expansionary Policy)
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Running a budget surplus

❖ If AD is above the level which is required to generate full employment, 

this usually leads to inflation (too much money chasing too few goods).

❖ An Inflationary gap will exist in the economy.

❖ To control inflation, the government may decide to run a budget surplus 

to reduce AD. They will be taking money out of the economy 

(Contractionary policy).
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Monetary Policy options

This refers to the management of money supply in the economy and it is 

within the context of monetarism. 

It involves changing interest rates, either directly or indirectly and settling 

reserves requirements for banks. It can also be Expansionary (increasing 

money supply by decreasing interest rates), or Contractionary (decreasing 
the money supply by increasing interest rates).
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Money Supply
This is the total amount of money in the economy. There are many types of 

money including:

❖ M0 – notes and coin in circulation and balances at the country’s central 

bank.

❖ M4 – notes and coins and all private sector bank/building society 

deposits.
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Reserve Requirements

Banks operates a fractional reserve system, where they keep just part of 

the deposits in cash. This proportion of deposits which are retained in cash 

is known as the reserve asset ratio or liquidity ratio.
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Open market operations

The government can put some control over money supply by buying and 

selling its own bonds.
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Interest rates

 The government can use interest rates to control the amount of money 

supply in the economy.
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Interest Rate management

The monetary policy is concerned by managing the monetary 

environment in the economy, this can be done by affecting either the 

availability of credit or the price of credit. One instrument used for this is 

the interest rate
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Effects of increasing interest rates: 

Domestic economy

❖ Spending falls since the cost of credit becomes high.

❖ Investment falls (as the net return on investment falls).

❖ Asset values falls (because of the negative relationship between bond 
prices and the rate of interest), this will reduce most people’s wealth.

The total effect will be the AD curve will shift to the left, and will lower 

inflationary pressures but at the cost of reduced economic activity and 

rising unemployment.
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Effects of increasing interest rates: 

External effects

❖ Foreign funds will be attracted into the country.

❖ The exchange rate will rise in the short run.

❖ In the long run high interest rates will stifle growth, leading to a drop of 
the local product’s demand on the international markets. This will result 

in the fall of the exchange rate.
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Effects on Businesses

Businesses will be affected directly and indirectly. The effects can be in 3 

categories:

❖ Costs (cost of credit becomes high).

❖ Investment decision (a change in interest rates will affect the 

profitability of investment projects).

❖ Sales revenue (sales will drop due to a deflationary effect brought 
about in  the economy, as well as a drop in demand by consumers 

since some of the goods they buy them on credit).

The opposite of these effects are true if Interest rates are dropped.
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Managing interest rate risk

Financial managers face risk arising from changes in interest rates (lack of 

certainty about amounts and timing of cash payments).

Since managers are risk-averse, they look for techniques to manage and 

reduce these risks.
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Forward rate Agreement (FRA)

Aim of FRA is:

❖ Lock the company into a target interest rate.

❖ Hedge both adverse and favourable interest rate movements.

The company enters into a normal loan but independently organises a 

forward rate agreement with a bank:

❖ Interest paid on a loan the normal way

❖ If interest is greater than the agreed forward rate , the bank pays the 

difference to the company.

❖ If interest is less than the agreed forward rate, the company pays the 

difference to the bank.
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Interest rate guarantee (IRG)

This is an option on a FRA. It allows a company a period of time during 

which it has an option to buy a FRA at a set price:

Decision rules:

❖ If there is an adverse movement (an increase in the interest rate) –

exercise the option to protect.

❖ If there is a favourable movement (a decrease in the interest rate) –
allow the option to lapse.

IRG are more expensive than FRA, because of the flexibility advantage.

The company will use the FRA if they are sure that the interest rates will rise 

but if it is unsure then it will use the more expensive IRG.
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Interest Rate futures

Result of the future is to:

❖ Lock a company into effective interest rate

❖ Hedge both adverse and favourable interest rate movements.

Borrowers can additionally buy options on future contracts. In this case 

they can enter into the future if needed, but let it lapse if market rates 

move in their favour.
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Taxation

There are many aims to taxation and their priorities vary with the 

political complexion of the government. The main aim is to raise 

revenue; however there are other aims such as to:

❖ Change and influence markets (eg on harmful products such as 

cigarettes)

❖ Influence the level of aggregate monetary demand.

❖ Finance the provision of Public and Merit goods.

❖ Change the distribution of income.
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Types of Taxes

❖ Income tax (e.g Corporate tax, income tax)

❖ Expenditure tax (eg VAT, excise and customs duties)

❖ Capital tax (eg inheritance and Capital gains)

Most taxes are levied by the central government but some by the local 

government authorities.

With direct taxes the person who is receiving the income is the one who 

pays the tax, with indirect taxes (expenditure taxes) the purchaser who 

benefits from the goods is the one who pays the tax.
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What percentage of income is 

paid in tax?
❖ Progressive – a large percentage of income is paid in tax as income 

raises e.g Income tax.

❖ Regressive – a smaller percentage of income is paid in tax as 
income rises e.g VAT

❖ Proportional – the same percentage of income is paid in tax at all 

income levels.
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Achieving policy objectives

The above policies can be used to achieve different economic objectives 
such as recovery from a recession and promote economic growth. 

58



To Recover from a Recession

❖ Cutting Interest (Keynesian demand management).

❖ Running a budget deficit (Keynesian response, Monetarists argue that a 

budget deficit will have a negative effect elsewhere eg high taxation).
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Enabling long term growth
Supply side policies attempt to increase the total quantity of Factors of 

Production (especially capital) as well as the productivity of these Factors:

❖ Increase the availability and quality of labour through – training 

schemes to increase skills, using income tax and benefits systems to 

encourage workers to work harder and for longer hours.

❖ Encourage Research and Development.

❖ Modernisation of Transport systems to enhance distribution networks.

❖ Providing smaller firms with assistance.

❖ Deregulation of markets.

❖ Grants and tax incentives to boost investments.

❖ Protectionist measures to reduce imports eg quotas

❖ Creating a stable economy to boost confidence.

60



Policies to promote economic growth
Governments have always been interested in policies that promote 

Economic growth, as it raises the standards of living.

A necessary condition is that the level of AD are kept sufficiently high 

(through the fiscal and monetary policies) to maintain a certain level of 

productive capacity.

However the government policies will also seek to encourage AS in order 

to expand the production in the economy, by increasing the total quantity 

of Factors of Production available and level of productivity.

Some of these supply side policies are Market driven in nature (the 

government creating a free market e.g reducing the marginal rate of tax).

Some of these policies are Interventionist in nature (the government 
assisting by supporting infrastructure to give firms a stronger foundation 

from which to conduct business e.g Education and training, sponsoring 

Research and Development.) 
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Unemployment

It is not easy to reduce unemployment since we have different causes of 

unemployment.
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Cyclical unemployment
Sometimes known as demand deficient unemployment or Keynesian 

unemployment.

Caused by insufficient demand to create employment for those who want 

to work, this is known by Keynesians as a deflationary gap and the seek to 

remove it by boosting demand.

Monetarists will address this unemployment through supply side policies, 
since they argue that this kind of inflation does not really exist.

63



Frictional Unemployment

This refers to people who are temporarily unemployed as they move from 

on job to another.

Though its not much of a problem it can be reduced by providing better 

information through job centres and other supply side policies.
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Structural and technological 

unemployment

Caused by structural changes in the economy, leading to changes in 

required skills and at time location of where economic activities take 

place.

Boosting aggregate demand would not help much, supply side policies 

would be more helpful: government funded training schemes, tax breaks 

for the redevelopment of old industries, grant aid to encourage relocation 

of industries etc.
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Seasonal unemployment

This is caused by the seasonal demand for certain goods and services eg

farm workers. This can create regional economic problems.
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Real wages unemployment

This usually occurs in industries where there are strong unions. By keeping 

wages artificially high, the number of people employed in the industry is 

reduced.

Monetarist would see this as an example of market imperfection and 

would address it by reducing the powers of workers union.
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Inflation

Inflation has a number of causes and solutions.
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Demand-pull inflation
❖ This is caused by high levels of demand compared to the available 

goods. Too much money chasing too few goods.

❖ Demand side policies will focus on reducing aggregate demand by 

rising taxes, cutting government spending and high interest rates.

❖ Monetarists argue that inflation can result from an increase in the 

money supply, this will increase the purchasing power in economy, 

boosting demand. If this increase occurs faster than e expansion in 

goods and services then inflation can rise.

❖ The main monetarist tool to reduce such inflation is to reduce the 

growth of money supply through higher interest rates.
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Cost-push Inflation

❖ If the cost of Factors of production increases this usually results in an 

increase in the price of goods and services as firms tries to maintain their 

profit margins.

❖ This increase can be due to rising Factor prices, rising import prices and 

increase in indirect taxes.
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Expectations Effect
❖ If anticipated levels of inflation are included in wage negotiations 

and pricing decisions then it is likely that the expected rate of 

inflation will arise. This might not be the root cause of inflation but it 

can contribute to an inflationary spiral.

❖ This spiral can be managed by a ‘prices and incomes’ policy where 

firms agree to limit price rises in response to unions’ agreement to 

limit wage claims.

❖ The government can set price ceilings for both goods and services as 

well as for wages.
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