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Managing the UK Economy 
 
The four m ain m acro-econom ic problem s the governm ent faces: 
 

Problem Fiscal policy Monetary policy Exchange rate policy Supply-side policy 
Inflation � tax rates 

   � � disposable incom e 

     � � C, � I (A D �) 

� governm ent discretionary 
spending 
   � � G (A D �) 

� Interest rates 

   � � C (� disc. Incom e) 

   � � I (� opp. cost) 

� M oney supply 
   � credit less available. 
   � C �. 

� A ppreciate 
   � Raise interest rates. 
   � Spend foreign. 
       currency reserves  
       for GBP. 
     � Low er im ported  
       inflation. 

� A S in LR 
   � Increase private or 
public investm ent. 
   � Increases com petition,  
       incentives and 
       com petitiveness. 
(short run problem  of 
inflation) 

Unem ploym ent � tax rates 

   � � disposable incom e. 

     � � C, � I (A D �) � U�. 

   � � disincentives to w ork. 

� governm ent discretionary 
spending 
   � � G (A D �) � U�. 

� Interest rates 

   � � C (� disc. Incom e) 

   � � I (� opp. cost) 

� M oney supply 
   � credit m ore available 
   � C � 

� D epreciate 
   � Low er interest rates. 
   � Sell GBP for foreign  
       currency. 
   � Increased dem and for  

       UK exports � U �. 
   � Im ports m ore  
       expensive so UK firm s  
       setup in the dom estic  
       econom y � U �. 

� A S in LR 
   � A s above focusing on  
       training of w orkforce  
       to increase  
       occupational m obility  
       and affordable housing  
       to increase  
       geographical m obility. 

Balance of paym ents 
deficit 

� tax rates 

   � � disposable incom e 

     � � C  of luxury im ports 

� governm ent discretionary 
spending 

   � � G  �  A D �  �  U �. 

     � total N Y �. 
       � � C of luxury im ports. 

� Interest rates 

   � � C (� disc. Incom e) 

   � � I (� opp. cost – could  
       cause long run  
       problem s) 
� M oney supply 
   � credit less available. 

   � C �. 

� D epreciate 
   � Exports cheaper so  

       X �, but I � as opp. cost  
       is higher so there is a  
       conflict. 

� A S in LR 
   � Increase  
       com petitiveness  
       abroad by investm ent  
       and by private firm s  
       and governm ent. 

Lack of grow th � tax rates 

   � � disposable incom e. 

� Interest rates 

   � � C (� disc. Incom e). 

� D epreciate 
   � O verall increase in 

� A S in LR 
   � Increase A S so A S  
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     � � C, � I (A D �) � U� 

   � � disincentives to w ork 

� governm ent discretionary 
spending 

   � � G (A D �) � U�. 

     � GD P �. 

   � � I (� opp. cost). 

� M oney supply 
   � credit m ore available. 
   � C �. 

econom ic activity causes 
an increase in grow th. 

       expands by LR  
       potential. Use in  
       com bination w ith  
       dem and m anagem ent  
       policies to allow  the UK  
       to achieve its LR  
       potential. 

 
… and a variety of situations to consider: 
 

Problem Fiscal policy Monetary policy Exchange rate policy Supply-side policy 
3%  Grow th 
2%  Inflation 
4%  Unem ploym ent 

- - - To decrease the natural 
rate of unem ploym ent 
increase training and 
cheaper housing to reduce 
occupational and 
geographical im m obility. 
(See p. 40 of the study guide) 

10%  Unem ploym ent 
BoP D eficit 

Expansionary. Expansionary. D epreciate 
   � X m ore com petitive  
       so X �. 
   � M  m ore expensive so  
       M  �. 

� A S in LR 
   � Increase occupational  
       and geographical  
       m obility � U �. 
   � M ake UK businesses  
       m ore com petitive. 
   � Increase labour  
       participation. 

4%  Inflation 
1%  Grow th 

In the short run only grow th or inflation can be targeted, a priority choice needs to be m ade. 
Supply side policies w ill help in the long run but w ill not cure short run problem s. 

� A S in LR 
(See p. 40 of the study 
guide) 

BoP Surplus 
8%  Unem ploym ent 

Change tariffs.   A im  for freer trade. 

 


