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Introduction to Economics

One of the first questions students ask when they start a course in economics is why is there a need to
study the subject? The simple answer is that there is a basic economic problem - there are only a limited
number of resources available to satisfy our needs and wants. Thus economists must attempt to reconcile
this problem of scarce resources and infinite desires.

Man'’s physical needs are limited. They include food, water, clothing, warmth and shelter. Economists
assume that man’s wants are, in contrast, unlimited — for example, even a person who owns five luxury
houses is likely to want more.

The finite resources used to produce output can be divided into four groups. Collectively, they are called
the factors of production:

@® Land - the natural resources on the planet. These include produce obtained from oceans and rivers,
and as a result of a favourable climate. Minerals extracted from the planet, such as diamonds and
aluminium, are also classified as land. Some natural resources are renewables (such as wind) others
are non-renewable resources (such as fossil fuels).

@® Labour - human resources used to produce goods and services. In the UK, there are around 28 million
workers involved in the production process.

@ Capital - items used by labour in the production process. Examples include factories, machines, roads
and computers. All these capital items allow the production of goods and services in future time
periods.

® Enterprise — the individual, or group of individuals, prepared to take a risk and combine the three
other factors of production.

Each factor of production earns a reward, known as a factor payment. The factor payments are:

Factor Payment

Lland Rent
Labour R Wages and salaries
Capital Interest
Enterprise Profit

The central purpose of economic activity is to combine factors of production (resources) to produce
output for consumption. By satisfying needs and wants, the output produced generates satisfaction or
utility and thereby increases economic welfare. Output can be subdivided into goods and services.
Further subdivisions are possible. For example, goods can be either durable (such as furniture) or non-
durable (such as food).

Economists take a fairly broad view of economic activity. Housework and DIY could be included,
for example. They involve combining resources to produce valuable output, even if that output is not
traded.
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The basic economic problem is scarcity of resources. This occurs because society’s finite resources are
scarce relative to infinite needs and wants.

The basic economic problem means decisions must be made by society, or by individuals, about how to
allocate resources. This involves answering three key questions:

1. What goods and services are to be produced?
2. How are they produced?
3. For whom are they produced?

The main agents (participants) in the economy are individuals such as consumers or workers, the firms
who produce output and the government. All these agents have decisions to make regarding resource
allocation.

A market is any place in which a buyer and seller interact. This does not imply that the buyer and seller
meet face to face (consider the market for items sold on e-Bay, for example). In a market economy,
resources are allocated through the interaction of individuals and firms. The role of the government is
limited to things like protecting people’s rights to their property and issuing notes and coins.

In market theory, it is assumed that economic agents adopt maximising behaviour:

® Consumers try to maximise their satisfaction or utility from consumption, subject to the constraint of
the income available to them.

® Workers try to maximise their income, subject to the constraint of wanting to enjoy leisure time.
@ Firms try to maximise profits.

It is also assumed that economic agents are rational. If | choose to spend £20 on watching a football
match rather than going out for a meal, it is because | gain more satisfaction or utility from the football
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match. The assumption of rationality rules out the possibility that | would have enjoyed the meal more than
the football match and have simply made a mistake.

Here is how the three key questions posed by the problem of scarcity are answered in a market economy:

® The question of “What goods and services are to be produced?” is answered by the interaction of
supply and demand in the price mechanism. There will be high demand for goods that generate high
levels of satisfaction or utility. High demand forces the price of these goods up, giving an incentive to
profit maximising producers to extend the supply of them.

® The question of “How are they produced?” is largely answered by firms. Firms are likely to seek the
fowest cost methods of production in order to maximise profits.

® The distribution of income determines the answer to “For whom are they produced?”. Those with
more income will consume more goods than those with less income.

Most economies in the world are mixed economies. This means that both markets and governments play a
role in resource allocation. Governments intervene when markets fail to produce desirable outcomes (in
other words, governments intervene to overcome market failures). The government sector of the economy
is known as the public sector, while economic activity produced by other economic agents constitutes the
private sector. The size of the public sector varies from one economy to another, but in the UK the
government accounts for around 40% of economic activity.

The problem of scarce resources means that choices have to be made. As discussed in the previous section,
this is true for individuals, firms and governments who all have to make decisions about how to allocate
resources.

® Anindividual does not have an unlimited income and must therefore make economic choices on a daily
basis. This could be whether to buy a new MP3 player or a DVD recorder. Workers must also decide if
it is worth sacrificing leisure time so they can earn extra income to raise their standard of living.

® Firms may have to decide whether to use profits to invest in new machinery or to increase dividends to
shareholders.

@ Governments cannot spend infinite amounts of money on public services. They may be faced with
difficult decisions, such as whether to increase spending on the National Health Service or on Education.

Such choices nearly always involve a cost. For example, the decision to purchase the MP3 player means
that the DVD recorder will have to be given up. This is known as opportunity cost and is defined as the
next best alternative foregone.

Economic goods are those that use scarce resources when they are produced, and therefore carry an
opportunity cost. The only major resource on earth that is not scarce is the air that we breathe. This is
called a free good.

A production possibility frontier (PPF) illustrates what an economy can produce using the resources of
land, labour, capital and enterprise. It is useful in explaining the concept of opportunity cost. Consider
the example of an economy that allocates all its resources to providing either manufactured goods or
services. This is illustrated in Figure 1.1.



Revision Guide to AS Level Economics

Figure 1.1

Output of

Services 08

60

a
I
I
I
I
L
I
I
I
I
I
I
20 T
1
1
]

20 75 98 Manufactured
Output
® Points a, b, and ¢ all lie on the PPF and show maximum production when all economic resources are
fully employed and used efficiently.

® Point x lies within the frontier and illustrates a situation where the factors of production are not fully
employed and/or are being used inefficiently.

® Point y is not yet attainable given the current level of resources in the economy.

The production possibility frontier can be used to illustrate opportunity cost. The concave shape of the
frontier indicates that the opportunity cost of manufactured goods in terms of services increases as more
manufactured goods are produced.

If the economy were to specialise in producing manufactured goods, increasing output from 20 units to
75 units would lead to a relatively small fall in the production of services from 98 units to 60 units. The
opportunity cost of the 55 unit increase in manufactured output is the 38 units of services that have
been foregone.

Specialising even further, and increasing manufactured output from 75 units to 98 units, leads to a
relatively large fall in the provision of services from 60 to 20 units. The oppertunity cost of this small
23 unit rise in manufactured output is the 40 units of services that have been foregone.

This increasing opportunity cost can be explained by the fact that not all resources are equally suited to
the provision of manufactured goods and services. The factors of production used in increasing
manufactured output from 75 to 98 units are far better suited to the provision of services and this explains
why the output of manufactured goods only increases by a relatively small amount.
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The IT revolution has caused the PPFs of many economies to shift outwards.

In Figure 1.2, the PPF shifts outwards in parallel direction. This could have been caused by:

® Anincrease in the quantity of the factors of production - the shift may have originated from the
discovery of new energy supplies, an increase in the active workforce or investment in new machinery.

® Improvements in efficiency or new technology ~ if there is an increase in the productivity of factors of
production this will allow more output to be produced. The IT revolution of the last few years has
caused the PPFs of many economies to shift outwards.

An improvement in new technology will not always cause a parallel shift in the PPF. For example, a new
computerised production process will only impact on the manufacturing sector. The productive potential
of the service sector will remain unchanged. This will lead to a shift in the PPF as shown in Figure 1.3.

Figure 1.3
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Specialisation occurs at many different levels. Individuals may specialise in a particular occupation
(Economics teaching, for example). Firms specialise (as Microsoft does in computer software). There are
particular regional specialisations, such as pottery in Stoke-on-Trent, although such specialisations are
increasingly under threat from international competition. Finally there are international specialisations.
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China could be argued to specialise in manufacturing, for instance, while the UK has a strength in financial
services.

Specialisation is a means of avoiding the need to be self-sufficient, thereby increasing output and living
standards. We would all be materially worse off if we had to make our own clothes, build our own houses
and grow or hunt our own food. It would be difficult to satisfy our basic needs, let alone to cater for the
many desires that are satisfied in modern economies.

The specific advantages of specialisation are that it allows greater output for the following reasons:
® Workers can be assigned to tasks to which they are well suited.

@ Workers ‘learn by doing” and efficiency improves through experience.

® Production line methods save time changing tools.

@ Production line methods may make it cost effective to provide specialist capital equipment for workers.
On the other hand, there are disadvantages of specialisation, such as:

@ Boredom for workers engaged in repetitive tasks, which may in turn make them less productive.

® Regions or countries that specialise are dependent on other regions or countries for obtaining other
products and services. This could cause problems in the event of trade disputes or wars between
countries.

For specialisation to work well, it is vital that there is an efficient means of exchanging products and
services with those who have other specialisations. The market economy serves this role well.

There are two types of economic statements:

@ Positive Statements - an objective statement. It is a statement of fact or a testable hypothesis (that
is, a claim for which evidence to support or reject the claim can be gathered).

® Normative Statements — an opinion or view (in other words, a ‘value judgement” about what ought
to be, or should be, done).

For example, the UK’s emissions of CO2 are around 10% of that of the United States. This is a positive
statement as it objectively describes a situation in the economy. The claim that an increase in duty on
petrol would help to reduce emissions is also a positive statement. Support for the claim could be found
in economic theory and empirical (‘real world") evidence of what has happened in the past or in other
countries when duty on petrol has been raised.

If an economist argued that the US should dramatically reduce its emissions; this is a normative statement
as it expresses an opinion.



