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What are Supply-Side Policies?

Definition:

Supply-side policies are government measures designed to increase the
productive potential of the economy — shifting the Long-Run Aggregate
Supply (LRAS) curve rightward. They raise the economy's capacity to
produce goods and services without causing inflation.

Why are they needed?

Demand-side policies (monetary and fiscal) can only use up spare capacity —
they cannot permanently raise the economy's productive potential. Only
supply-side improvements shift LRAS right, enabling sustainable long-run
growth.

Two broad categories:

Market-based (free-market) policies: reduce government intervention to let
markets work more freely. Cut taxes, deregulate, privatise, reform unions.
Interventionist policies: increase targeted government action to address
market failures. Education, training, R&D subsidies, infrastructure
investment.

The key distinction from demand-side policy:

Supply-side policies shift LRAS right — raising Yf (full-employment output).
Demand-side policies shift AD — moving the economy toward (but not
beyond) Yf.
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@ Real-World Example

UK 1980s: Thatcher pursued market-based supply-side
reforms — union legislation, privatisation, and income tax
cuts. By the late 1990s the NRU fell from ~10% to ~5%
and productivity growth improved: LRAS shifted right.




Market-Based Supply-Side Policies (1/2)

Free-market supply-side policies reduce government intervention to allow markets to allocate resources more efficiently:

Income Tax Cuts

Lower marginal income tax rates
increase the reward for working —
incentivising people to work longer
hours, take on extra jobs, or return
to work. Also increases the return
on enterprise and risk-taking.

Eval: Evidence on work incentive effects
is mixed. May mainly benefit higher
earners. Tax cuts require either
spending cuts or borrowing.

Corporation Tax Cuts

Lower corporation tax raises post-
tax returns on investment,
encouraging firms to invest more in
capital and technology. Also attracts
FDI from abroad — firms relocate to
lower-tax jurisdictions.

Eval: Benefits may flow mainly to
shareholders rather than workers.
Global minimum tax (15%) reduces the
scope for competitive rate-cutting.
Revenue costs are significant.

Deregulation

Removing unnecessary regulations
reduces compliance costs and
barriers to entry. More competition
forces firms to be more efficient and
innovative. Lower costs shift SRAS
right as well as raising LRAS.

Eval: Risk of market failure if requlation
addresses real externalities or
information problems. Financial
deregulation contributed to 2008 crisis
— removing protections increased
systemic risk.




Market-Based Supply-Side Policies (2/2)

Further market-based policies — each with evaluation points:

Trade Union Reform

Reducing union power lowers real
wage unemployment and increases
labour market flexibility. Firms can
respond more quickly to changing
demand. Secondary action, closed
shops, and flying pickets restricted
since 1980s.

Eval: May increase worker insecurity
and in-work poverty. Lower union
power contributed to wage stagnation
— inequality rose sharply through the
1980s.

Privatisation

Transfer state-owned enterprises to
private ownership. Competitive
pressure and profit motive improve
efficiency, reduce costs, and raise
quality. Also raises one-off
government revenue.

Eval: Natural monopolies (water, rail)
may not face effective competition
even after privatisation — regulatory
oversight still needed. Cream-skimming
leaves unprofitable routes unserved.

Welfare Reform

Reducing the generosity or duration
of unemployment benefits reduces
the replacement ratio — the ratio of
out-of-work income to in-work
income — increasing incentives to
seek and accept employment.

Eval: Risk of penalising those who
cannot work (illness, caring). Benefit
cuts may increase absolute poverty
among vulnerable groups. Effectiveness
depends on availability of suitable jobs.




Interventionist Supply-Side Policies (1/2)

Interventionist supply-side policies use government action to address market failures — investing in human capital,
infrastructure, and innovation:

Education and Training

Investment in human capital raises
labour productivity and reduces
occupational immobility. Better-
skilled workers command higher
wages and produce more output
per hour — shifting LRAS right over
the long run.

Eval: Very long time lags — 10-20
years to feed through. Expensive.
Market failure in training: firms may
under-invest if they fear trained
workers are poached by competitors.

Infrastructure Investment

Roads, rail, broadband, ports, and
energy networks reduce transaction
costs, improve connectivity, and
raise private sector productivity.
Public capital 'crowds in' private
investment rather than crowding it
out.

Eval: Political commitment problem —
long-term projects vulnerable to short-
term budget pressures (HS2
cancellation to Leeds/Manchester,
2023). Planning system slows delivery.

R&D Subsidies and Tax Credits

Government supports research and
innovation because R&D has
positive externalities — knowledge
spillovers mean private R&D is
below socially optimal. Patent
protection also incentivises
innovation.

Eval: Difficult to identify which R&D will
succeed. Government may pick losers.
Time from research to commercial
application is long and uncertain.




Interventionist Supply-Side Policies (2/2)

Further interventionist policies — each with evaluation points:

Regional Policy and Enterprise
Zones

Targeted subsidies, tax breaks, and
planning freedoms in economically
deprived areas attract investment
and employment. Address
geographical immobility — the
mismatch between where workers
are and where jobs are.

Eval: Risk of displacement — may
simply move activity from nearby areas
rather than create net new output.
Hard to evaluate counterfactual (‘'what
would have happened without the
policy?’).

Childcare and Labour Supply

Subsidised childcare increases
labour force participation —
especially among women with
young children. Raises labour supply
and reduces inactivity, shifting LRAS
right without requiring new capital.

Eval: Fiscal cost is high. Supply of
childcare places needs to expand
alongside demand — a co-ordination
challenge. Takes time to build capacity.

Immigration Policy

Allowing skilled immigration directly
increases labour supply and fills
specific skills gaps — faster than
education (which takes decades).
UK points-based system post-Brexit
targets skilled workers in shortage
sectors.

Eval: Political sensitivity. May reduce
incentives for domestic training.
Infrastructure pressure in high-
migration areas. Does not raise
productivity per worker, only labour

supply.




The Laffer Curve

The concept: 4
At a tax rate of 0%, government revenue = £0. At a tax rate of 100%,
nobody works (no incentive remains), so revenue = £0 again. Between
these extremes there must be a revenue-maximising tax rate (t*).

The Laffer Curve

Revenue-maximising rate

The supply-side argument:

If the current tax rate is above t* (in the 'prohibitive range'), cutting tax
rates will actually increase tax revenues — because the incentive and
output effects outweigh the mechanical revenue loss from a lower rate.
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Evaluation:

Theoretically valid — the peak must exist somewhere. Tax cuts may
reduce avoidance/evasion and attract economic activity. >
X We cannot know where t* is in practice. Most evidence suggests Tax Rate (%) oo
UK/US are on the left (normal) side of the curve — tax cuts have reduced

revenue rather than raised it.
X Reagan's 1981 tax cuts did not raise revenue — US deficit widened © Real-World Example

sharply. Liz Truss's 2022 mini-budget tax cuts caused market panic and

UK mini-budget Sep 2022: Kwarteng cut top rate from 45% to 40%
were reversed.

and abolished the 45p rate entirely. Financial markets judged this
The Laffer curve is often used to justify tax cuts politically — but the empirical unfunded — gilt yields spiked, mortgage rates surged, and the £

. . . e ; fell to record low vs S. Budget reversed in weeks. A modern test of
evidence that most developed economies are in the prohibitive range is very . o ,
‘ Laffer curve logic — markets said 'not here'.
weak.




Privatisation and Nationalisation

Privatisation — transferring state assets to private ownership:

The profit motive and competition should drive efficiency
improvements, lower costs, better service, and innovation. Reduces
the need for taxpayer subsidies. Raises one-off revenue for
government.

Arguments FOR privatisation:

Productive efficiency improves under competitive pressure (X-
efficiency). Investment rises as firms access private capital markets.
Government no longer liable for losses. Widens share ownership —
spread of capitalism.

Arguments AGAINST privatisation:

Natural monopolies (water, rail infrastructure) face no effective
competition — private monopolist exploits consumers. Profit motive
conflicts with social objectives (e.g. universal service). Short-termism —
firms underinvest in infrastructure to maximise dividends.

Nationalisation — returning private firms to state ownership:
Arguments for: natural monopolies better managed in public interest;
strategic industries (defence, energy) require state control; market
failure in essential services. UK: rail nationalisation (HS1, Great British
Railways), Royal Mail, energy companies discussion.

UK Privatisation Record

1979-1997: BT, British Gas, BA, water companies, electricity, rail.
Mixed results: BT and BA improved greatly; water prices rose
faster than inflation; rail is fragmented and expensive.

Natural Monopoly Problem

Where fixed costs are high and average costs fall continuously
with output, a single firm is most efficient. But a private
monopolist restricts output and raises price. Requires regulation
(Ofwat, Ofcom, ORR) to mimic competitive outcomes.

@ Real-World Example

UK water privatisation 1989: companies immediately cut
investment plans and raised prices above inflation. By 2024,
English water companies carried £60bn+ of debt while paying
£72bn in dividends since privatisation — and discharging sewage
into rivers. A case study in the failure of privatisation without
adequate regulation of a natural monopoly.




Evaluation of Supply-Side Policies

Supply-side policies are appealing in theory but face significant practical challenges:

Strengths

Address root causes: rather than managing symptoms (output
gaps), supply-side policies tackle the underlying determinants
of long-run growth — productivity, skills, competition.

Non-inflationary growth: shifting LRAS right allows higher
output without creating demand-pull inflation — the ideal
form of economic growth.

Reduce the NRU: structural and frictional unemployment can
be reduced through training, better information, and labour
market flexibility — allowing lower unemployment without
triggering inflation.

Improve international competitiveness: higher productivity
makes exports more competitive, potentially improving the
current account without requiring a weaker exchange rate.
e.g. Germany's Hartz IV reforms (2003-05): tightened benefits,

improved job matching. German unemployment fell from 11% to 5%
over the following decade.

Weaknesses

Long time lags: education reforms take 10-20 years to feed
through; infrastructure projects take years to build. Difficult to
sustain political commitment over such periods.

Fiscal cost: interventionist supply-side policies (education, training,
infrastructure) require significant upfront government spending —
potentially conflicting with deficit reduction targets.

Uncertain outcomes: R&D investment and education may not
translate into the productivity gains intended. The link between
policy and output is long and uncertain.

Trade-offs with equity: market-based supply-side policies (tax cuts,
deregulation, welfare reform) may improve efficiency but worsen
income distribution — a significant political constraint.

e.g. UK post-2010: supply-side emphasis on austerity and market
flexibility did not prevent weak productivity growth — challenging simple
supply-side optimism.




Supply-Side vs Demand-Side Policy

Understanding when each type of policy is most appropriate is a key AQA evaluation skill:

“ Supply-Side Policy Demand-Side Policy

Primary objective Shift LRAS right — raise productive potential and sustainable = Move economy toward Yf — close output gaps using
output. existing capacity.

Time horizon Long run — effects materialise over years or decades. Short run — impacts felt within months (monetary) or a year

(fiscal).

Inflation impact Non-inflationary — raises output without creating excess Can cause inflation if economy is near or at full capacity.
demand.

Best used when Economy near full capacity; output gaps are structural; long- | Cyclical recession; large negative output gap; deficient AD
run competitiveness is the concern. causing unemployment.

Examples Education investment, R&D subsidies, deregulation, Rate cuts (monetary), fiscal stimulus (G Td/), QE.

infrastructure, immigration reform.

Limitations Long lags; high upfront cost; uncertain outcomes; may Cannot raise Yf; risks inflation near capacity; crowding out;
worsen equity. ZLB constraints.

AQA evaluation point: most economists argue both are needed — demand-side to manage short-run stability, supply-side to raise long-run
potential. The debate is about the balance and timing, not either/or.




% Bonus: The UK Productivity Puzzle

The productivity puzzle:
Since the 2008 financial crisis, UK labour productivity growth has averaged just ~0.3% per year — compared to ~2% per

year pre-crisis. This 'puzzle' is the central supply-side challenge facing the UK economy. Real wages have stagnated and
living standards have risen far more slowly than in comparable economies.

Causes of the UK productivity puzzle:

Under-investment: UK business investment as % of GDP has consistently lagged Germany, France, and the USA — workers
have less capital to work with. Brexit uncertainty suppressed investment 2016-20.

Skills gaps: UK has a 'long tail' of low-skilled workers — poor basic literacy and numeracy drag on aggregate productivity.
Insufficient apprenticeships and vocational training quality.

Management quality: World Management Survey consistently finds UK managers below US, Germany, and Sweden. Poor
management amplifies the impact of capital and skills shortages.

Zombification: ultra-low interest rates 2009-22 kept low-productivity 'zombie' firms alive — they would have failed in a
normal rate environment, releasing labour and capital for more productive uses.

Sectoral composition: UK economy is services-heavy. Many service sectors (retail, hospitality, care) have structurally low
productivity. Manufacturing — typically high-productivity — is a smaller share than peers.



% Bonus: The Productivity Puzzle — Responses

Resolving the puzzle is the key supply-side policy challenge of UK economic policy — and no single policy can fix it. A multi-decade,
sustained programme of investment in capital, skills, and management is required.

Scale of the Gap Policy Responses © Real-World Example

UK output per hour is ~16% below Autumn Statement 2022: full South Korea comparison: in 1960

the G7 average. If UK productivity expensing (100% capital South Korea had GDP per capita

matched Germany, every UK worker allowances) to boost business similar to Ghana. Sustained

would produce ~£10,000 more per investment. UK ARIA (Advanced investment in education, capital,

year — translating directly into Research and Invention Agency): and technology — supply-side policy

higher wages and living standards. £800m for high-risk R&D. Skills at massive scale — shifted LRAS

reforms: T-Levels, bootcamps. dramatically rightward. GDP per

capita rose from ~$160 to ~$33,000
by 2024. Proof that supply-side
reform works — but requires
generational commitment.




Summary: Key Terms & Relationships

Supply-side policies
Market-based policies
Interventionist policies
LRAS shift right

Laffer Curve
Privatisation

Natural monopoly

Deregulation

NRU
Productivity
X-inefficiency

Long time lags

Measures to increase productive potential — shift LRAS right. Enable non-inflationary long-run growth.

Reduce intervention: tax cuts, deregulation, privatisation, union reform, welfare reform.

Increase targeted government action: education, training, infrastructure, R&D subsidies, childcare.

More/better labour, capital, and technology raises Yf. The goal of all supply-side policy.

Revenue-maximising tax rate (t*) exists. Cutting taxes only raises revenue if in the 'prohibitive range'.

Transfer of state firms to private ownership. Improves efficiency via competition — but risky for natural monopolies.
Industry where a single firm is most efficient (high fixed costs, falling AC). May need regulation post-privatisation.

Removing regulations to reduce costs and increase competition. Risk: may remove protections that address real market
failures.

Natural Rate of Unemployment — can be reduced by supply-side policies (training, information, flexibility).
Output per unit of input. The key driver of LRAS growth and long-run living standards. UK puzzle since 2008.
Productive inefficiency in firms not exposed to competition. Privatisation and deregulation aim to eliminate it.

The main limitation of supply-side policy — effects take years or decades to materialise.



