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Absolute advantage 
A country has an absolute advantage in a product if it needs less labour than another 
country to make it 
 
 
Aggregate demand curve AD 
This shows the real value, that is the value at base period prices, of the goods and 
services which people would plan to buy at each possible price level 
 
 
Aggregate supply curve AS 
This shows the real value, that is the value at base period prices, of the goods and 
services which producers would want to supply at each possible price level  
 
 
Automatic stabilizer 
A mechanism related to taxes and government spending which automatically reduces the 
impact of demand shocks on output 
 
 
Autonomous expenditure 
The spending that would be planned if Y was zero 
 
 
Balance of payments account 
An account which gives the balance for international payments 
 
 
Balance of trade 
The balance for international trade in goods and services combined 
 
 
Bank deposit multiplier 
The ratio of the change in bank deposits to a change in bank reserves 
 
 
Bank Rate 
The official Bank of England rate which is paid on deposits held there by commercial 
banks 
 
 
Banknotes 
Notes on which banks promise to make a payment to ‘the bearer’ on demand; the 
payments were originally in coins of valuable metal 
 
 
Business cycle 
Fluctuations in the rate of growth between one period of contraction and the next 
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Capital adequacy ratio (CAR) 
The ratio of a bank’s capital to its risk-weighted assets 
 
 
Cash 
A term used to cover banknotes and coins 
 
 
Comparative advantage 
A country has a comparative advantage in a product if it has a lower opportunity cost for it 
than another country 
 
 
Consumption function 
The relation between planned consumer expenditure and disposable income 
 
 
Contractionary policy 
A policy designed to reduce output 
 
 
Convergence 
A tendency for the income per head in poor countries to catch up the income per head in 
rich countries 
 
 
Crowding out 
The tendency for government spending financed by borrowing to reduce investment by 
firms 
 
 
Demand management 
Using government policies to try and offset the rises and fall in aggregate demand that 
occur over a business cycle 
 
 
Demand shock 
a shift in the aggregate demand curve 
 
 
Demand-deficient unemployment 
The extra unemployment which arises when a recession takes the labour market away 
from equilibrium 
 
 
Economic growth 
Increases in the total quantity of goods and services produced in the economy over time 
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(measured by changes in real GDP) 
 
 
Expansionary policy 
A policy designed to increase output 
 
 
Fiscal policy 
A policy where the government uses its taxes or its own spending to alter the economy 
 
 
Floating exchange rate 
When a government allows the value of its currency to fluctuate in line with market forces, 
never buying it or selling it 
 
  
Free trade 
A situation with no barriers to trade 
 
 
Frictional unemployment 
Unemployment caused by delays when people move in and out of jobs 
 
 
Inflationary gap 
The gap between actual and potential output when actual output is the higher 
 
 
Injections 
Spending that flows into the circular flow, comprising panned investment (including 
increases in stocks), government purchases and exports 
 
 
Interest rate control 
Changing the Bank of England’s Bank Rate to control the money market 
 
 
Interest rate parity 
A theory that the expected returns from deposits, or from any other similar assets, must be 
the same in all countries; these returns allow for the interest paid on the assets and for 
any expected changes in exchange rates 
 
 
Labour force 
The total number of people who are able, available and willing to work 
 
 
Liquidity preference 
The demand to hold money 
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Long-run aggregate supply curve (LAS) 
This shows how much producers would want to produce at each possible price level in 
any period when the labour market has reached the equilibrium real wage that leads to the 
natural level of employment 
 
 
Marginal propensity to consume out of disposable income 
The fraction of a rise in disposable income that households plan to spend 
 
 
Marginal propensity to spend out of GDP 
The fraction of a rise in GDP or Y that people plan to spend 
 
 
Marginal propensity to withdraw out of GDP 
The fraction of a rise in GDP or Y that people plan to withdraw 
 
 
Monetary base control 
Altering the money stock through open market operations, so-called because this changes 
the monetary base 
 
 
Monetary base 
Publicly held cash plus bank reserves 
 
 
Monetary policy 
A policy where the government or monetary authorities use the money stock or interest 
rates to affect the economy 
 
 
Money multiplier 
The ratio of the change in the money stock to a change in the monetary base 
 
 
Money stock 
The total amount of money the public can spend, equal to their cash plus bank deposits 
 
 
Multiplier 
The change in output divided by the change in autonomous expenditure which caused 
output to change 
 
  
Natural employment 
The number of workers who would have jobs at the equilibrium wage 
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Natural unemployment rate 
The number of people in natural unemployment at the equilibrium wage as a percent of 
the labour force at that wage 
 
  
Natural unemployment 
Frictional unemployment plus structural unemployment 
 
 
Non-accelerating inflation rate of unemployment (NAIRU) 
Another term for the natural rate, UN, and used because holding unemployment below UN 
causes accelerating inflation 
 
 
Open market operations 
A term usually used for purchases and sales of securities by the central bank, but also 
used by the Bank of England for its weekly repo loans of reserves to the banks 
 
 
Paradox of thrift 
The fact that total saving does not alter if everyone becomes more or less thrifty 
 
 
Potential output level, YP 
The real output that is produced when unemployment is at the natural level 
 
 
Price index 
A number used to relate the level of prices in a year to the level in a base year, or 
reference year, whose index is set at 100 
 
 
Purchasing power parity (PPP) 
The ratio of the purchasing powers of two currencies 
 
 
Quantitative easing 
When the central bank takes direct action to increase the money stock. It involves buying 
securities from firms. 
 
  
Quantity theory of money 
The theory that the price level, P, is proportional to the money stock, M. This follows from 
the relationship MV=PY, where V is the velocity of circulation and Y is real GDP, if it is 
assumed that changes in M do not affect V or Y. 
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Real exchange rate 
The rate at which a basket of products produced in one country can be traded with a 
similar basket produced in another country 
 
 
Real wage 
The quantity of goods and services that people can buy from their wages 
 
 
Recession 
A situation where output falls for at least two consecutive quarters of a year 
 
 
Recessionary gap 
The gap between actual and potential output when actual output is the lower 
 
 
Reserve ratio 
The ratio of a bank’s reserves to its deposits 
 
 
Reserves 
Cash held by banks on their premises plus deposits held by banks at the central bank 
 
  
Short-run aggregate supply curve (SAS) 
This shows how much producers would want to produce at each price level in the current 
period, when the labour market may not have reached the equilibrium real wage that leads 
to the natural level of employment 
 
 
Structural deficit 
The deficit that a government would have if output was at its potential level 
 
  
Structural unemployment 
Unemployment caused by a fall in the demand for a given type of labour 
 
 
Supply shock 
A shift in the short-run aggregate supply curve. It is usually accompanied by a shift in the 
long-run aggregate supply curve. 
 
 
Supply-side policy 
A policy to shift long-run aggregate supply 
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Unemployment rate 
The percentage of the labour force that has no job 
 
 
Value added 
The difference between the value of a producer’s output and the value of the intermediate 
products which it uses in that output 
 
 
Withdrawals 
Income that flows out of the circular flow, comprising planned saving, taxes (net of 
transfers and subsidies) and imports 
 
 
 
 


