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Foreword to the Fifth Edition

.. no dictionary of a living tongue can ever he perfect, since while it is hastening
to publication, some words are budding, and some falling away’
SAMUTT TOHNSON. The Dictionary of English (1755)

‘In the case of economics there are no important propositions that canoot, in
fact, be stated in plain linguage’
I K. GALRRAUTH. Annals of are Abiding Liberal (1979)

Out labours in regularly improving and updating this book have been
rewarded, to date, by total sales. world-wide, in cxcess of 500,000 copics
For this fifth edition we have continued the process ol revision Some
seventy entries have been deleted and many others abbreviated to make
space for over 150 new entries taking account of new developments in
economic theory and practical affairs.

Both the intended readership and the scope and method of the book
are unaltered. The dictionary is planned as o compamon to two kinds of
users of cconomics. First. for the general reader who wants to follow
economic discussion in the press or clsewhere and for the increasing
number of people who need some knowledge of economics in their daily
work, in teaching, business, the civil service. representative bodies and
the professions. Secondly, it is aimed at students, espectally those up to
the second-ycar university courses in the subject, but also others, for
example those at business schools for whom economics is part of the
curriculum.

Our distinctive approach remains unique. This approach consists ol a
micro-encyclopedic treatment with extensive cross-referencing. up-to-
date institutional material and a level of exposition that attempls to
combine a reasonable degrec of academic rigour with brevity and
practical relevance.

Our subject is large and growing continuously and we have had to be
highly sclective. Words in common usage are not normally included
unless they have a specialized meaning in ecconomics. Economie theory,
including international, monetary and welfare economics, has been
treated fairly comprehensively We have also given considerable emphasis
to the history of economics in keeping with our view of the subject as a
developing one. Individual economists are included only where they
have madc an important and definable contribution to the body of
cconomic thought as it exists today. We have been particularly sparing
in our inclusion of contemporary cconomists (other than Nobel prize-
winners), so that many distinguished living members ol the profession
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Foreword

are left out. We have (ried to include all the key terms used by
cconometricians and statsticians that are in general use. Our treatment
ol hinancial and business economics. public finance. international trade
and development and payments has been more selective still but,
institutions apart, we hope that nothing important has been omitted.

We have been helped and encouraged by the response we have
received from our readers. We hope that they will continue to point out
L0 Us any Criors Or oInissions.

G.B.

R.E.B.

E.D.
May 1991

Single and double arrows (¢ ¢b) in the text indicate, respectively see and
see ulso, where a point is either amplified or complemented in another
entry.









‘A’ shares. > SHARE.

Above the line. ¢ BELOW THE LINE,

Absolute cost advantage. > BARRIERS TO ENTRY.

Absorption. Total expenditure on final goods and services. Domestic
absorption in an economy is equal to CONSUMPTION plus INVESTMEN1
plus GOVERNMENT EXPENDITURE (or C + I + G). and is equivalent
to NATIONAL INCOME minus net exports.

Abstinence theory of interest. ) INTEREST, ABSTINENCE THEORY OF.

Acceleration principle. The hypothesis that the level of INVESTMENT
varies directly with the rate of change of output. Given technological
conditions and the relative prices of CAPITAL and LABOUR. a certain
size of capital stock will be chosen to produce a particular rate of
output. If this rate of output changes. then, other things being equal,
the desired size of capital stock will also change. Since net investment
is, by definition, the amount by which the capital stock changes, it
follows that the amount of investment depends on the size of the
change in output. At its simplest, the hypothesis asserts that investment
will be proportional to the rate of change of output, at all levels of
output. However, under more realistic assumptions the relationship
may cease to be a simple proportional one. There may, for example, be
spare capacity over some range of increasing output, so that the
capital stock does not have to be increased until full capacity is
reached; or the capital intensity (¢ CAPITAL-INTENSIVE) of production
may vary as the level of output varies. In addition, the relation will be
influenced by EXPECTATIONS, time lags, etc. As well as being very
important in explaining the determination of investment expendituie
in the economy. the acceleration principle also plays an important part
in theories of the TRADE CYCLE, e.g. the ACCELERATOR-MULTIPLIER
MODEL, and the theory of ECONOMIC GROWTH, e.g. in the HARROD-
DOMAR MODEL. (3 ACCELERATOR COEFFICIENT; CLARKE, J. M.)

Accelerator coefficient. The factor which determines how much INVEST-
MENT is induced by a change in output (¢ ACCELERATION PRINCIPLE).
Its value is influenced by the availability of spare capacity, the produc-
tivity of capital, the rate of INTEREST, the price of labour, etc. (9
CAPITAL-OUTPUT RATIO; PRODUCTIVITY).

Accelerator-multiplier model. A model of economic growth, incorporating
the effects of the ACCELERATION PRINCIPLE and the MULTIPLIER. An
increase in government expenditure, say, raises consumers’ incomes

9



- Accelerator theory of investment

- e corigeRaE

which through the multipher leads to an increase in output which in
tuin, through the accelerator, raises mvestment. The increase in expendi-
ture, in the latter, itsell ranses mcomes and the process s repeated. The
niodel reveals that the muluphier and the accelerator mterrelate in a
way  that produces a cycheal pattern 1o economic growth. (b
HARKOD DOMAR MODEL, SAMUELSON, 1. A.)

Accelerator theory of investment, © ACCELERATION PRINCIPLE; TRADE
YO, 3

Acceptance. The act ol aceepting, 1.¢. agreeing 1o honour @ PROMISSORY
Notsuch as a B or ExcuanGt. By extension, the document itself.

Accepting house. An institution speciahizing in accepling or guaranteeing
BITLYS OF EXCHANGL, All accepting houses have taken on other func-
tions as the use of bills of exchange has declined, returning to their
orginal, wider. function of merchant banking (¢ MERCHANT BANKS).
The Accepting Houses Committee is a body that ensures policy coordi-
nation between them, the 1reasury and the BANK OF ENGLAND.
Members of this committee are eligible for finer piscounTs on bills
bought by the Bank of England, though this privilege has recently
been extended 1o other banks, inchiding forcign banks, and the term
accepting house 1s now an indication of status rather than function.

Account. 1. A record of financial transactions in the form of s10CKSs or
flows. (£ BATANCE OF PAYMENTS, BALANCE SHEET, CURRENI
ACCOUNT; SOCIAL ACCOUNTING.) 2. An arrangement between a seller
and o buyer under which a perniod ot crepir is allowed before
payment; for example the period in which STOCK EXCHANGE transac-
tions tahe place and after the end of which settlement must be made.
Up to the end of an account, transactions are made without payment
and account dates are thus of vital nnportance to speculators.

Account day. The day on which all transactions made during the previous
ACCOUNT at the STOCK EXCHANGE must be settled. Tt is normally a
Monday, ten days atter the last day of dealings on the account, and is
also known as sertlement day, and more rarely as pay day.

Accounting equation, basic. > BALANCE SHEET,

Accruals. © ACCRUED EXPENSES,

Acerued expenses. 'he cost of services utilized in advance. of payment
and wiitten into a company’s accounts as LIABILITLLES,

ACP. Africa, the Caribbean and the Pacific.

Acquisition. © TAKL-OVER.

ACT. Advance corporation tax (§» CORPORATION TAX).

Activity analysis. § 1 INEAR PROGRAMMING.

Activity rate. © PAR[ICIPATION RA L.

Actuary. Someone trained in the calculation of RISk and PrREMIUMS for
ASSURANCE purposes.

Ad valorem tax. § 14X, AD VAL OREM,
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Adverse selection

Adaptive expectations. The formulation of beliefs about the future value
of variables based on their past value and direction of movement. If
economic agents wanted to predict inflation next year, using adaptive
expectations they would take last year’s rate and adjust it. The adjust-
ment would depend on how wrong they had been last year when
predicting inflation this year — if they had underestimated inflation,
they would upwardly revise their prediction for next year. Adaptive
expectation will respectively always under- or overestimate a variable
which is consistently rising or falling. (¢ EXPECTATIONS; RATIONAL
EXPECTATIONS.)

ADB. AFRICAN DEVELOPMENT BANK; ASIAN DEVELOPMENT BANK.

Administered prices. Strictly, prices which are set by management decision
rather than by negotiation between buyer and seller. True MARKET
prices are to be found only in the STOCK EXCHANGE and other places
where prices change constantly. Most retail and industrial prices are
set by management, though they will be altered in response to competi-
tion. The term administered prices is often used to refer to price-fixing
by a MONOPOLY firm, a CARTEL or 4 government body. Some econo-
mists have argued that inflexible administered prices have been an
important contributory cause of INFLATION.

ADR. AMERICAN DEPOSITORY RECEIPT.

Advance corporation tax (ACT). $ CORPORATION TAX.

Advanced countries. States with the highest levels of NATIONAL INCOME
per head, such as the member countries of the ORGANIZATION FOR
ECONOMIC COOPERATION AND DEVELOPMENT (OECD). Unlike the
DEVELOPING COUNTRIES they have become industrially advanced.

Advances. Loans (> BANK LOAN).

Adverse selection. The problem that, in certain markets, the inability of
one trader to assess the quality of the other makes it likely that poor-

—quality traders will predominate. Noted by Akerlof in 1970, adverse
selection is sometimes referred to as the lemon problem. A popular
example of the phenomenon is in the second-hand-car market. where
seliers know whether or not their car is a lemon (i.e. performs badly),
but where buyers cannot make that judgement without running the
car. Given that buyers can't tell the quality of any car, all cars of the
same type will sell at the same price, regardless of whether they are
lemons or not. The risk of purchasing a lemon will lower the price
buyers are prepared to pay for a car, and because second-hand prices
are low, people with non-lemon cars will be little inclined to put them
on the market.

There are three ingredients in this problem. Firstly, a random variation
in product quality in the market; secondly, ASYMMETRIC INFORMATION
about product quality between traders in the market; and thirdly, a
greater willingness for poor-quality traders to trade at low prices than
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Adyvertising

for high-quality ones to. (Lemon car owners will still put their cars on
the market when the prices drop; other car owners will not.) There are
many important markets where adverse selection is held to be significant
— notably insurance and the market for credit. () MARKET FAILURE.)

Adbvertising. Paid announcements to persuade or inform members of the
public. Outside the theoretical world of PERFECT COMPETITION, adver-
tising of goods and services is necessary to ensure that potential buyers
are informed and helps to make markets function efficiently. However.
advertising can create or increase BARRIERS TO ENTRY into an industry
and enhance PRODUCT DIFFERENTIATION and. it has been argued.
promote CONCENTRATION. Proponents of heavy advertising cxpendi-
ture argue that it provides a SIGNALLING mechanism whereby high-
quality producers publicly demonstrate their commitment to their
product, something they would do only if they genuinely believed that
it had a long-term future: while others point out that consumers may
have little choice in a concentrated industry but to bear the cost of
unnecessary advertising which serves only to keep out new entrants.
Although *own brand’ products in supermarkets (which are not adver-
tised) have not replaced advertised brands, this could be explained by
the power of advertisers to manipulate consumer psychology.

African Development Bank (ADB). A regional international bank (
BANKING) established in 1964 for assisting in the economic growth of
the independent African states. In 1972 an affiliated organization. the
African Development Fund, was set up with a membership open.
unlike that of the Bank, to non-African states. It is through this Fund
that loans arc made to African member states at low RATES OF
INTEREST () SOFT LOAN). Affiliation to the Fund has enabled the
Bank to broaden its sources of funds for investment. In 1982, the
African members of the Bank agreed to open its membership to non-
African states. In 1989, the Bank had fifty African member states and
twenty-five other member states, and its loans were totalling about
$2.0 billion per year. (» ASIAN DEVELOPMENT BANK:. CARIBBEAN
DEVELOPMENT BANK; COLOMBO PLAN: FOREIGN AID; INTER-
AMERICAN DEVELOPMENT BANK.)

African Development Fund. > AFRICAN DEVELOPMENT BANK.

Aggregate concentration. ) CONCENTRATION.

Aggregate demand. The sum of all DEMAND within an economy. making
up NATIONAL INCOME and expenditure. The main categories are
consumers’ expenditure on goods and services, INVESTMENT in capital
goods and stocks (> INVENTORIES), EXPORTS of goods and services.
less expenditure on IMPORTS of goods and services. Since KEYNES, it
has been believed that the level of, and changes in, aggregate demand
are important influences in the determination of economic output and



Allen. Sir Roy George Douglas

i

growth. More recently, however, attention has been paid to the factors
alfecting the supply of goods and services in the economy ¢ SUPPLY-
SIDE ECONOMICS (8D SOCIAL ACCOUNTING). (D 1S LM MODEI:
NATIONAL INCOME.)

Aggregate supply. The total of all goods and services produced in an
economy, less EXPORTS, plus IMPORTS. Prior to KEYNES, il was he-
lieved that NATIONAL INCOME was determined by aggregiate supply.
Keynes shifted the emphasis on to AGGREGATE DEMAND, with supply
meeting whatever demand existed up to a point. More recently. supply
factors have gained prominence as determinants of total output. (¢p
SUPPLY-SIDF ECONOMICS.)

Aggregated rebate, ) DEFERRED RFBATE.

Aggregation problem. © CAMBRIDGE SCHOOL.

Aid. © DEVELOPING COUNTRY; FOREIGN INVESTMENT; INTERNATIONAI
BANK FOR RECONSTRUCTION AND DEVELOPMENT; INTERNATIONAL
MONETARY FUND; UNITED NATIONS CONFERENCE ON TRADE AND
DEVELOPMENT. )

Allais, Maurice (b. 1911). Educated at the Ecole Polyteuhnique and the
Ecole Ndll()ndle Supéricure des Mines in Paris, in 1944 Maurice Allais
became director of the Centre d'Analyse Economique at the Ecole
Nationale Supéricure, where he taught notable cconomists like Malin-
vaud and PEBREU. He became the first French citizen to win the
NOBEL PRIZE in Economics in 1988. His main work is his book 4 /a
recherche d'une discipline économique (1943), a report on GENERAL
EQUILIBRIUM and ECONOMIC EFFICIENCY without any assumption of
CONVEXITY. His name is best known for the Allais paradox, an
attempt to show the impact of psychological factors on consumer
decision-making in conditions of risk. The paradox is as foliows: if
you offer people either a certain £500 or a lottery ticket that gives
them a 10 per cent chance of winning £2.500, an 89 per cent chance of
winning £500 and a | per cent chance ol winning nothing, they often
take the certain £500. But, if you offer them a choice between two
lottery tickets, one which gives them an 11 per cent chance of winning
£500 and an 89 per cent chance ol winning nothing, or another one
which offers them a 10 per cent chance of winning £2,500 and a 90 per
cent chance of winning nothing. they often take the second one
Interestingly, however, the effective choice being made is the same in
both cases. and consistent consumers should pick either the first
option both times or the second option both times

Aliais paradox. DALLAIS, M.

Allen, Sir Roy George Douglas (b. 1906). Educated at Sidney Sussex
College, Cambridge. England. Sir R G. D. Allen began lecturing at
the London School of Economics in 1928 Diuring the Second World



