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Get the most from this book

This textbook provides an introduction to economics. It has been tailored explicitly to cover the content of the OCR specification for the AS qualification and for the first year of the A Level course. The book is divided into sections, each covering one of the components that make up the OCR programme of study.

The text provides the foundation for studying OCR Economics, but you will no doubt wish to keep up to date by referring to additional topical sources of information about economic events. This can be done by reading the serious newspapers, visiting key sites on the internet, and reading such magazines as Economic Review.
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Introduction

Prior learning, knowledge and progression

Most students who choose to study AS or A Level Economics are meeting economics for the first time, and no prior learning or knowledge of economics is required. The study of economics complements a range of other AS and A Level subjects such as history, geography, business, mathematics and the sciences, and the way of thinking that you will develop as you study economics will help in interpreting issues that you will meet in many of these subjects. Studying economics can provide important employability skills and is a good preparation for those wishing to progress to higher education. If you intend to study economics at university, you may wish to consider studying mathematics as one of your other AS or A Level subjects.

Find out more about the OCR Economics specifications, or other related qualifications, at www.ocr.org.uk.

Assessment objectives

In common with other economics specifications, OCR Economics entails four assessment objectives. Candidates will thus be expected to:


•  demonstrate knowledge of terms/concepts and theories/models to show an understanding of the behaviour of economic agents and how they are affected by and respond to economic issues

•  apply knowledge and understanding to various economic contexts to show how economic agents are affected by and respond to economic issues

•  analyse issues within economics, showing an understanding of their impact on economic agents

•  evaluate economic arguments and use qualitative and quantitative evidence to support informed judgements relating to economic issues.



In the overall assessment of the AS course, a greater weighting is given to the first two objectives. In the A Level course, all four objectives have equal weighting. You will need to develop competence in certain quantitative skills that are relevant to economics, and the assessment of these skills will contribute to a minimum of 15% of the overall AS marks and 20% of the A Level marks.

(See the OCR AS and A Level GCE in Economics specifications at www.ocr.org.uk. Annex 1 of the specifications provides more detail about the quantitative skills expected.)

The structure of assessment

AS

The AS in Economics is assessed by two examinations, one in microeconomics and one in macroeconomics. Each is a written paper lasting an hour and a half. Each of the question papers contains a combination of multiple-choice questions, a data-response section and an essay (an extended writing question).

A Level

The A Level assessment is based on three examinations at the end of the 2-year course, one in microeconomics, one in macroeconomics and one on themes in economics. Each is a written paper lasting 2 hours. The question papers contain a combination of multiple-choice questions, a data-response section and an essay (an extended writing question). Further details are again provided on the OCR website.

Economics in this book

Economics is different from some other subjects in that relatively few students will have studied it before embarking on the AS or A Level course. The text thus begins from the beginning, and provides a thorough foundation in the subject and its applications. By studying this book, you should develop an awareness of the economist’s approach to issues and problems, and the economist’s way of thinking about the world.

The study of economics also requires a familiarity with recent economic events in the UK and elsewhere, and candidates will be expected to show familiarity with ‘recent historical data’ — broadly defined as the last 7 to 10 years. The following websites will help you to keep up to date with recent trends and events:


•  Recent and historical data about the UK economy can be found at the website of the Office for National Statistics (ONS) at: www.statistics.gov.uk

•  Also helpful is the site of HM Treasury at: www.hm-treasury.gov.uk. Especially useful is the Treasury’s Pocket databank, which is updated weekly, providing major economic indicators and series for both domestic and international economies: www.gov.uk/government/statistics/weekly-economic-indicators

•  The Bank of England site is well worth a visit, especially the Inflation Report and the Minutes of the Monetary Policy Committee: www.bankofengland.co.uk

•  The Institute for Fiscal Studies offers an independent view of a range of economic topics: www.ifs.org.uk



For information about other countries, visit the following:


•  www.oecd.org/home

•  http://europa.eu

•  www.worldbank.org

•  www.undp.org



How to study economics

There are two crucial aspects of studying economics. The first stage is to study the theory, which helps us to explain economic behaviour. However, in studying AS or A Level Economics it is equally important to be able to apply the theories and concepts that you meet, and to see just how these relate to the real world.

If you are to become competent at this, it is vital that you get plenty of practice. In part, this means carrying out the exercises that you will find in this text. However, it also means thinking about how economics helps us to explain news items and data that appear in the newspapers and on the television. Make sure that you practise as much as you can.

In economics, it is also important to be able to produce examples of economic phenomena. In reading this text, you will find some examples that help to illustrate ideas and concepts. Do not rely solely on the examples provided here, but look around the world to find your own examples, and keep a note of these ready for use in essays and exams. This will help to convince the examiners that you have understood economics. It will also help you to understand the theories.

Enjoy economics

Most important of all, I hope you will enjoy your study of economics. I have always been fascinated by the subject, and hope that you will capture something of the excitement and challenge of learning about how markets and the economy operate. I also wish you every success with your studies.

Acknowledgements

I would like to express my deep gratitude to Mark Russell, whose thorough reading of the book’s precursor and insightful and helpful comments were invaluable in improving the scope and focus of this book. I am also grateful to those who have commented on the previous editions; their remarks and suggestions have enabled improvements in the content and style of this new edition. I would also like to thank the team at Hodder Education, especially Naomi Holdstock and Rachel Furse, for their efficiency in production of this book, and for their support and encouragement.

Many of the data series shown in figures in this book were drawn from the data obtained from the National Statistics website: www.statistics.gov.uk and contain public sector information licensed under the Open Government Licence v3.0.

Other data were from various sources, including OECD, World Bank, United Nations Development Programme and other sources as specified.

While every effort has been made to trace the owners of copyright material, I would like to apologise to any copyright holders whose rights may have unwittingly been infringed.

Peter Smith


SECTION 1

MICROECONOMICS

Part 1

Scarcity and choice


Chapter 1

Introducing economics

Welcome to economics. Many of you opening this book will be meeting economics for the first time, and you will want to know what is in store for you as you set out to study the subject. This opening chapter sets the scene by introducing you to some key ideas and identifying the scope of economic analysis. As you learn more of the subject, you will find that economics is a way of thinking that will broaden your perspective on the world around you.
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Learning objectives

This chapter will introduce you to: 


•  the nature and scope of economic analysis

•  the concept of opportunity cost

•  the distinction between microeconomics and macroeconomics

•  the notion of factors of production

•  the role of models and assumptions in economics

•  the production possibility curve

•  the concept of the division of labour

•  how specialisation can improve productivity

•  the role of markets

•  the importance of money and exchange in an economy

•  positive and normative statements
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The economic problem

For any society in the world, the fundamental economic problem faced is that of scarcity. You might think that this is obvious for some societies in the less developed world, where poverty and hunger are rife. But it is also true for relatively prosperous economies such as those of Switzerland, the USA and the UK.
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Key term


scarcity a situation that arises because people have unlimited wants in the face of limited resources
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It is true in the sense that all societies have finite resources, but people have unlimited wants. A big claim? Not really. There is no country in the world in which all wants can be met, and this is clearly true at the global level.

A distinction can be drawn between wants and needs. Everyone needs to breathe and to eat, so air and food are necessary for human life. However, there are also things that people would like to consume, and these are known as wants.

There are some goods that may be regarded as free goods. An example might be the earth’s atmosphere, which would not normally be regarded as being scarce. Goods which are scarce are known as economic goods. Most goods fall into this category.

Talking about scarcity in this sense is not the same as talking about poverty. Poverty might be seen as an extreme form of scarcity, in which individuals lack the basic necessities of life — whereas even relatively prosperous people face scarcity because resources are limited.

Scarcity and choice

The key issue that arises from the existence of scarcity is that it forces people to make choices. Each individual must choose which goods and services to consume. In other words, everyone needs to prioritise the consumption of whatever commodities they need or would like to have, as they cannot satisfy all their wants. Similarly, at the national level, governments have to make choices between alternative uses of resources.

It is becoming increasingly apparent that the choices forced by scarcity need to take into account the long-term implications of those choices in order to achieve sustainability into the future. A choice made today to clear large areas of rainforest for timber has implications for the sustainability of the forest in the future, which in turn may affect the sustainability of the planet.

It is this need to choose that underlies the subject matter of economics. Economic analysis is about analysing those choices made by individual people, firms and governments.

Opportunity cost

This raises one of the most important concepts in all of economic analysis — the notion of opportunity cost. When an individual chooses to consume one good, she does so at the cost of the item that would have been next in her list of priorities. For example, suppose you are on a strict diet and at the end of the day you can ‘afford’ either one chocolate or a piece of cheese. If you choose the cheese, the opportunity cost of the cheese is the chocolate that you could have had instead. In other words, the opportunity cost is the value of the next-best alternative forgone.
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Key term


opportunity cost in decision making, the value of the next-best alternative forgone
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This important notion can be applied in many different contexts because, whenever you make a decision, you reject an alternative in favour of your chosen option. You have chosen to read this book — when instead you could be watching television or meeting friends.
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Exercise 1.1

Andrew has just started his AS courses, and has chosen to take economics, mathematics, geography and French. Although he was certain about the first three, it was a close call between French and English. What is Andrew’s opportunity cost of choosing French?



[image: ]

As you move further into studying economics, you will encounter this notion of opportunity cost again and again. For example, firms take decisions about the sort of economic activity in which to engage. A market gardener with limited land available has to decide whether to plant onions or potatoes; if he decides to grow onions, he has to forgo the opportunity to grow potatoes. From the government’s point of view, if it decides to devote more resources to the National Health Service, it will have fewer resources available for, say, defence. The need to balance the relative merits of alternative choices is challenging, but crucial. Economic analysis helps to explain how such choices are made, and how they could be improved.
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Study tip

Opportunity cost is a key concept in economics, and will be important in a variety of contexts. Make sure you understand it and watch for situations in which it is relevant.
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Economic agents

In analysing the process by which choices are made, it is important to be aware of the various economic agents that are responsible for making decisions. In economic analysis, there are three key groups of decision makers: households, firms and government.

Households make choices about their expenditure. In this role, they are consumers who demand goods and services. In order to be able to buy goods, households need income, so they also take decisions about the supply of their labour, which will be discussed in the next section.

Firms exist in order to produce output of goods or services. Firms also make choices, in particular about which goods or services to produce, and the techniques of production to be used. The prices at which they can sell are also important in economic analysis.

Government fulfils several roles in society. It undertakes expenditure, and influences the economy through its taxation and regulation of markets.

Factors of production

As mentioned above, people in a society play two quite different roles. On the one hand, they are the consumers, the ultimate beneficiaries of the process of production. On the other, they are a key part of the production process in that they are instrumental in producing goods and services.

More generally, it is clear that both human resources and physical resources are required as part of the production process. These productive resources are known as the factors of production.
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Key term


factors of production resources used in the production process; inputs into production, including labour, capital, land and entrepreneurship
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The most obvious human resource is labour. Labour is a key input into production. Of course, there are many different types of labour, encompassing different skill levels and working in different ways. Entrepreneurship is another human resource. An entrepreneur is someone who organises production and identifies projects to be undertaken, bearing the risk of the activity. Management is also sometimes classified as a human resource, although it might be seen as a particular form of labour. Natural resources are also inputs into the production process. In particular, all economic activities require some use of land, and most use some raw materials. An important distinction here is between renewable resources such as forests, and non-renewable resources such as oil or coal.

There are also produced resources — inputs that are the product of a previous manufacturing process. If you like, these can be regarded as a stock of past production used to aid current production. For example, machines are used in the production process; they are resources manufactured for the purpose of producing other goods. These inputs are referred to as capital, which includes things like factory buildings and transport equipment as well as plant and machinery.
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Exercise 1.2

Classify each of the following as human, natural (renewable or non-renewable) or produced resources:


a timber

b services of a window cleaner

c natural gas

d solar energy

e a combine harvester

f a computer programmer who sets up a company to market his software

g a computer
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The way in which these inputs are combined in order to produce output is another important part of the allocation of resources. Firms need to take decisions about the mix of inputs used in order to produce their output. Such decisions are required in whatever form of economic activity a firm is engaged.
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The factors of production need to be rewarded for the services provided. The reward to labour is in the form of wages and salaries, whereas profits are seen as the reward for capital services, and rent is the return on land.

By now you should be getting some idea of the subject matter of economics. The US economist Paul Samuelson (who won the Nobel Prize for Economic Sciences in 1970) identified three key questions that economics sets out to investigate:


1 What? What goods and services should be produced in a society from its scarce resources? In other words, how should resources be allocated among producing DVD players, potatoes, banking services and so on?

2 How? How should the productive resources of the economy be used to produce these various goods and services?

3 For whom? Having produced a range of goods and services, how should these be allocated among the population for consumption?
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Exercise 1.3

With which of Samuelson’s three questions (what, how, for whom) would you associate the following?


a A firm chooses to switch from producing CD players in order to increase its output of DVD recorders.

b The government reduces the highest rate of income tax.

c Faced with increased labour costs, a firm introduces labour-saving machinery.

d There is an increase in social security benefits.

e The owner of a fish-and-chip shop decides to close down and take a job in a local factory.
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Summary


•  The fundamental problem faced by any society is scarcity, because resources are finite but wants are unlimited. As a result, choices need to be made.

•  Each choice has an opportunity cost — the value of the next-best alternative.

•  The amount of output produced in a period depends upon the inputs of factors of production.

•  Economics deals with the questions of what should be produced, how it should be produced, and for whom.
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Models and assumptions

Economics sets out to tackle some complex issues concerning what is a very complex real world. This complexity is such that it is essential to simplify reality in some way; otherwise the task would be overwhelming. Economists thus work with models. These are simplified versions of reality that are more tractable for analysis, allowing economists to focus on some key aspects of the world.
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Key term


model a simplified representation of reality used to provide insight into economic decisions and events
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Often this works by allowing them to focus on one thing at a time. A model almost always begins with assumptions that help economists to simplify their questions. These assumptions can then be gradually relaxed so that the effect of each one of them can be observed. In this way, economists can gradually move towards a more complicated version of reality.

In evaluating a model, it is not a requirement that it be totally realistic. The model’s desired objective may be to predict future behaviour, or test empirical evidence collected from the real world. If a model provides insights into how individuals take decisions or helps to explain economic events, then it has some value, even if it seems remote from reality.

However, it is always important to examine the assumptions that are made, and to ask what happens if these assumptions do not hold.

Opportunity cost and the production possibility curve

Economists rely heavily on diagrams to help in their analysis. In exploring the notion of opportunity cost, a helpful diagram is the production possibility curve (PPC), also known as the production possibility frontier. This shows the maximum combinations of goods that can be produced with a given set of resources.
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Key term


production possibility curve (PPC) a curve showing the maximum combinations of goods or services that can be produced in a set period of time given available resources
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First consider a simple example. In Exercise 1.1, Andrew was studying for his AS. Suppose now that he has got behind with his homework. He has limited time available, and has five economics questions to answer and five maths exercises to do. An economics question takes the same time to answer as a maths exercise.

What are the options? Suppose he knows that in the time available he can tackle either all of the maths and none of the economics, or all of the economics and none of the maths. Alternatively, he can try to keep both teachers happy by doing some of each.
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Quantitative skills 1.1

Drawing and interpreting graphs

An important quantitative skill is to be able to draw and interpret graphs. The diagram showing the production possibility curve is a good example to introduce this skill.

Figure 1.1 shows the options that Andrew faces. He can devote all of his efforts to maths, and leave the economics for another day. He will then be at point A in the figure, choosing to do 5 maths exercises (which you read off as the value on the vertical axis, but no economics exercises (reading zero on the horizontal axis).
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Alternatively, he can do all the economics exercises and no maths, and be at point B. The line joining these two extreme points shows the intermediate possibilities. For example, at C he does 2 economics exercises and 3 maths problems, again you read off the values from the two axes.

The line shows the maximum combinations that Andrew can tackle — which is why it is sometimes called a ‘frontier’. There is no way he can manage to be beyond the frontier (for example, at point D), as to do 3 maths exercises and 4 economics ones would need more time than he has available. However, he could end up inside the frontier, at a point such as E. This could happen if he gives up, and squanders his time by watching television; that would be an inefficient use of his resources — at least in terms of tackling his homework.

As Andrew moves down the line from left to right, he is spending more time on economics and less on maths. The opportunity cost of tackling an additional economics question is an additional maths exercise forgone. One way of expressing this is that Andrew faces a trade-off between the time spent on economics and on maths.
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Figure 1.2 shows how the PPC provides information about opportunity cost. Suppose we have a farmer with 10 hectares of land who is choosing between growing potatoes and onions. The PPC shows the combinations of the two crops that could be produced. For example, if the farmer produces 300 tonnes of onions on part of the land, then 180 tonnes of potatoes could be produced from the remaining land. In order to increase production of potatoes by 70 tonnes from 180 to 250, 50 tonnes of onions must be given up. Thus, the opportunity cost of 70 extra tonnes of potatoes is seen to be 50 tonnes of onions. There is a trade-off between the production of potatoes and onions.

Consumption and investment

To move from thinking about an individual to thinking about an economy as a whole, it is first necessary to simplify reality. Assume an economy that produces just two types of good: capital goods and consumer goods. Capital goods are used to increase the future capacity of the economy. For example, you might think of machinery, trucks or factory buildings that will be used to produce other goods in the future. Expenditure on such goods is known as investment. In contrast, consumer goods are for present use. They are goods that people consume, such as apples, televisions and private cars. This sort of expenditure is known as consumption.

Figure 1.3 illustrates society’s options in a particular period. Given the resources available, society can produce any combination of capital and consumer goods along the PPC. Thus, point A represents one possible combination of outputs, in which the economy produces C1 consumer goods and K1 capital goods.
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As with the simpler examples, if society were to move to the right along the PPC, it would produce more consumer goods — but at the expense of capital goods. Thus, it can be seen that the opportunity cost of producing consumer goods is in terms of forgone opportunities to produce capital goods. Notice that the PPC has been drawn as a curve instead of a straight line. This is because not all factors of production are equally suited to the production of both sorts of good. When the economy is well balanced, as at A, the factors can be allocated to the uses for which they are best equipped. However, as the economy moves towards complete specialisation in one of the types of good, factors are no longer being best used, and the opportunity cost changes. For example, if nearly all of the workers are engaged in producing consumer goods, it becomes more difficult to produce still more of these, whereas those workers producing machinery find they have too few resources with which to work. In other words, the more consumer goods are being produced, the higher is their opportunity cost.

It is now possible to interpret points B and C. Point B is unreachable given present resources, so the economy cannot produce that combination of goods. This applies to any point outside the PPC. On the other hand, at point C society is not using its resources efficiently. In this position there is unemployment of some resources in the economy. By making better use of the resources available, the economy can move towards the frontier, reducing unemployment in the process.

Economic growth

Figure 1.3 focused on a single period. However, if the economy is producing capital goods, then in the following period its capacity to produce should increase, as it will have more resources available for production. How can this be shown on the diagram? An expansion in the available inputs suggests that in the next period the economy should be able to produce more of both goods. This is shown in Figure 1.4.
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Suppose that in the year 2014 the production possibility curve was at PPC2014. However, in the following year the increased availability of resources enables greater production, and the frontier moves to PPC2015. This is a process of economic growth, an expansion of the economy’s productive capacity through the increased availability of inputs. Notice that the decision to produce more capital goods today means that fewer consumer goods will be produced today. People must choose between ‘more jam today’ or ‘more jam tomorrow’.
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Key term


economic growth an expansion in the productive capacity of the economy
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Total output in an economy

Remember that the PPC is a model: a much simplified version of reality. In a real economy there are many different goods and services produced by a wide range of different factors of production — but it is not possible to draw diagrams to show all of them. The total output of an economy like the UK is measured by its gross domestic product (GDP).
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Key term


gross domestic product (GDP) a measure of the economic activity carried out in an economy during a period
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Exercise 1.4

Beverly has been cast away on a desert island, and has to survive by spending her time either fishing or climbing trees to get coconuts. The PPC in Figure 1.5 shows the maximum combinations of fish and coconuts that she can gather during a day. Which of the points A to E represent each of the following?
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a a situation where Beverly spends all her time fishing

b an unreachable position

c a day when Beverly goes for a balanced diet — a mixture of coconuts and fish

d a day when Beverly does not fancy fish, and spends all day collecting coconuts

e a day when Beverly spends some of the time trying to attract the attention of a passing ship
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Summary


•  The production possibility curve shows the maximum combinations of goods or services that can be produced in a period by a given set of resources.

•  At any point on the PPC, society is making full use of all resources.

•  At any point inside the PPC, there is unemployment of some resources.

•  Points beyond the PPC are unattainable.

•  In a simple society producing two goods (consumer goods and capital goods), the choice is between consumption and investment for the future.

•  As society increases its stock of capital goods, the productive capacity of the economy increases, and the production possibility curve moves outwards: this may be termed ‘economic growth’.
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Specialisation

How many workers does it take to make a pin? The eighteenth-century economist Adam Smith figured that 10 was about the right number. He argued that when a worker was producing pins on his own, carrying out all the various stages involved in the production process, the maximum number of pins that could be produced in one day was 20 — given the technology of his day, of course. This would imply that 10 workers could produce about 200 pins if they worked in the same way as the lone worker. However, if the pin production process were broken into 10 separate stages, with one worker specialising in each stage, the maximum production for a day’s work would be a staggering 48,000. This is known as division of labour.
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Key term


division of labour a process whereby the production procedure is broken down into a sequence of stages, and workers are assigned to particular stages
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The division of labour is effective because individual workers become skilled at performing specialised tasks. By focusing on a particular stage, they can become highly adept, and thus more efficient, at carrying out that task. In any case, people are not all the same, so some are better at certain activities. Furthermore, this specialisation is more efficient because workers do not spend time moving from one activity to another. Specialisation may also enable firms to operate on a larger scale of production. You will see later that this may be advantageous.

This can be seen in practice in many businesses today, where there is considerable specialisation of functions. Workers are hired for particular tasks and activities. You do not see Wayne Rooney pulling on the goalkeeper’s jersey at half time because he fancies a change. Earlier in the chapter, it was argued that ‘labour’ is considered a factor of production. This idea will now be developed further by arguing that there are different types of labour, having different skills and functions.

Although we refer to the division of labour, we can extend these arguments to consider specialisation among firms, or even among nations. For example, consider car manufacturing. The process of mass producing cars does not all take place within a single firm. One firm may specialise in producing tyres; another may produce windscreens; another may focus on assembling the final product. Here again, specialisation enables efficiency gains to be made.
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At national level, specialisation again takes place, simply because some countries are better equipped to produce some products than others. For example, it would not make sense for the UK to go into commercial production of pineapples or mangoes. There are other countries with climatic conditions that are much more suitable for producing these products. On the other hand, most Formula 1 racing teams have their headquarters in the UK, and there are benefits from this specialisation.

The benefits from specialisation

Everyone is different. Individuals have different natural talents and abilities that make them good at different things. Indeed, there are some lucky people who seem to be good at everything.

Consider this example. Matthew and Sophie try to supplement their incomes by working at weekends. They have both been to evening classes and have attended pottery and jewellery-making classes. At weekends they make pots and bracelets. Depending on how they divide their time, they can make differing combinations of these goods; some of the possibilities are shown in Table 1.1.
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The first point to notice is that Sophie is much better at both activities than Matthew. If they each devote all their time to producing pots, Matthew produces only 12 to Sophie’s 18. If they each produce only bracelets, Matthew produces 12 and Sophie, 36. There is another significant feature of this table. Although Sophie is better at producing both goods, the difference is much more marked in the case of bracelet production than pot production. So Sophie is relatively more proficient in bracelet production: in other words, she faces a lower opportunity cost in making bracelets. If Sophie switches from producing pots to producing bracelets, she gives up 6 pots for every 12 additional bracelets that she makes.

The opportunity cost of an additional bracelet is thus [image: ] pots.

For Matthew, there is a one-to-one trade-off between the two, so his opportunity cost of a bracelet is 1 pot.

More interesting is what happens if the same calculation is made for Matthew and pot making. Although Sophie is absolutely better at making pots, if Matthew increases his production of pots, his opportunity cost in terms of bracelets is still 1. But for Sophie the opportunity cost of making

pots in terms of bracelets is [image: ], so Matthew has the lower opportunity cost.

Why does this matter? It illustrates the potential benefits to be gained from specialisation. Suppose that both Matthew and Sophie divide their time between the two activities in such a way that Matthew produces 6 pots and 6 bracelets, and Sophie produces 6 pots and 24 bracelets. Between them, they will have produced 12 pots and 30 bracelets. However, if they each specialise in the product in which they face the lower opportunity cost, their joint production will increase. If Matthew devotes all his time to pottery, he produces 12 pots, while Sophie, focusing only on bracelets, produces 36. So between them they will have produced the same number of pots as before — but 6 extra bracelets.

One final point before leaving Matthew and Sophie. Figure 1.6 shows their respective production possibility curves. You can check this by graphing the points in Table 1.1 and joining them up. In this case the PPCs are straight lines. You can see that because Sophie is better at both activities, her PPC lies entirely above Matthew’s. The differences in opportunity cost are shown by the fact that the two PPCs have different slopes, as the opportunity cost element is related to the slope of the PPC — the rate at which one good is sacrificed for more of the other.
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The dangers of over-specialisation

Although there may be many disadvantages that flow from specialisation, it is also important to realise that there may be a downside if individuals, firms or countries overspecialise. If Matthew spends all his time producing pots, while Sophie produces only bracelets, they may each get bored and begin to lose concentration and job satisfaction. This may be even more of a danger in the case of Adam Smith’s pin production. If workers find themselves carrying out the same task day after day, the tedium may lead them to become careless and inefficient.

If a firm focuses on production of a narrow range of products and then finds that demand is falling for those products, it will face difficulties. It may thus be advisable to maintain some diversity in the output range, in the hope that demand will not fall for all products simultaneously. Complete specialisation may not always be the best way for a firm to become successful in the long run.

Nations may also find problems if they overspecialise. For example, it could be argued that all nations should retain some agricultural activity for strategic reasons. If a nation were to be completely dependent on imported foodstuffs and then became engaged in a war, this could leave the country in a vulnerable position. Indeed, this was one of the motivations for the establishment of what would become the European Union.
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Summary


•  Adam Smith introduced the notion of division of labour, which suggests that workers can become more productive by specialising in stages of the production process.

•  Specialisation opens up the possibility of trade.

•  The gains from specialisation and trade result from differences in opportunity cost.
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Markets

You will find that in economics the term market is used frequently, so it is important to be absolutely clear about what is meant by it.
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Key term


market a set of arrangements that allows transactions to take place
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A market need not be a physical location (although it could be — you might regard the local farmers’ market as an example of ‘a set of arrangements that allows transactions to take place’). With the growth of the internet, everyone is becoming accustomed to ways of buying and selling that do not involve direct physical contact between buyer and seller, so the notion of an abstract market should not be too alien a concept.

In relation to a particular product, a market brings together potential buyers and sellers. This will be explored in the following chapters.

Markets are very important in the process of resource allocation, with prices acting as a key signal to potential buyers and sellers. If a firm finds that it cannot sell its output at the price it has chosen, this is a signal about the way that buyers perceive the product. Price is one way that firms find out about consumers and their willingness to pay for a particular product. This will be explored more fully in Chapter 5.

Money and exchange

Imagine a world without money. It is lunchtime, and you fancy a banana. In your bag you have an apple. Perhaps you can find someone with a banana who fancies an apple? But the only person with a banana available fancies an ice cream. The problem with such a barter economy is that you need to find someone who wants what you have and who has what you want — a double coincidence of wants. If this problem were to be faced by a whole economic system, undertaking transactions would be so inefficient as to be impossible. Hence the importance of money as a medium of exchange.

In order to fulfil this role, money must be something that is acceptable to both buyers and sellers. Nobody would accept money in payment for goods or services if they did not trust that they could proceed to use money for further transactions. Money must thus also act as a store of value: it must be possible to use it for future transactions. This quality of money means that it can be used as one way of storing wealth for future purchases. Money also allows the value of goods, services and other assets to be compared — it provides a unit of account. In this sense, prices of goods reflect the value that society places on them, and must be expressed in money terms.

A further role for money is that it acts as a standard of deferred payment. For example, a firm may wish to agree a contract for the future delivery of a good, or may wish to hire a worker to be paid at the end of the month. Such contracts are typically agreed in terms of a money value.

All of these functions of money are important to the smooth operation of markets, and are crucial if prices are to fulfil their role in allocating resources within society. This will become apparent as you learn more about economics.

Microeconomics and macroeconomics

The discussion so far has focused sometimes on individual decisions, and sometimes on the decisions of governments, or of ‘society’ as a whole. Economic thinking is applied in different ways, depending on whether the focus is on the decisions taken by individual agents in the economy or on the interaction between economic variables at the level of the whole economy.

Microeconomics deals with individual decisions taken by households or firms, or in particular markets.

Macroeconomics examines the interactions between economic variables at the level of the aggregate economy. For example, it might examine the effect of a change in income taxes on the level of unemployment, or of the interest rate on total demand and the rate of inflation.
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Key terms


microeconomics the study of economic decisions taken by individual economic agents, including households and firms

macroeconomics the study of the interrelationships between economic variables at an aggregate (economy-wide) level
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In some ways the division between the two types of analysis is artificial. The same sort of economic reasoning is applied in both types, but the focus is different.
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Exercise 1.5

Think about the following, and see whether you think each represents a macroeconomic or microeconomic phenomenon:


a the overall level of prices in an economy

b the price of ice cream

c the overall rate of unemployment in the UK

d the unemployment rate among catering workers in Aberdeen

e the average wage paid to construction workers in Southampton
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Positive and normative statements

Economics tries to be objective in analysis. However, some of its subject matter requires careful attention in order to retain an objective distance. In this connection, it is important to be clear about the difference between positive and normative statements.
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Key terms


positive statement a statement about what is, i.e. about facts

normative statement a statement involving a value judgement that is about what ought to be
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In short, a positive statement is about facts. In contrast, a normative statement is about what ought to be. Another way of looking at this is that a statement becomes normative when it involves a value judgement.

Suppose the government is considering raising the tax on cigarettes. It may legitimately consult economists to discover what effect a higher tobacco tax will have on the consumption of cigarettes and on government revenues. This would be a positive investigation, in that the economists are being asked to use economic analysis to forecast what will happen when the tax is increased.

A very different situation will arise if the government asks whether it should raise the tax on cigarettes. This moves the economists beyond positive analysis because it entails a value judgement — so it is now a normative analysis. There are some words that betray normative statements, such as ‘should’ or ‘ought to’ — watch for these.

Most of this book is about positive economics. However, you should be aware that positive analysis is often called upon to inform normative judgements. If the aim of a policy is to stop people from smoking (which reflects a normative judgement about what ought to happen), then economic analysis may be used to highlight the strengths and weaknesses of alternative policy measures in a purely positive fashion.

Critics of economics often joke that economists always disagree with one another: for example, it has been said that if you put five economists in a room together, they will come up with at least six conflicting opinions. However, although economists may arrive at different value judgements, and thus have differences when it comes to normative issues, there is much greater agreement when it comes to positive analysis.
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Summary


•  A market is a set of arrangements that allows transactions to take place.

•  A barter economy is a highly inefficient way of conducting transactions, hence the importance of money in enabling exchange to take place.

•  Money plays key roles as a medium of exchange, a store of value, a unit of account, and a standard of deferred payment.

•  By fulfilling these various roles, money enables the smooth operation of markets, and allows prices to act as a guide in allocating resources.

•  Microeconomics deals with individual decisions made by consumers and producers, whereas macroeconomics analyses the interactions between economic variables in the aggregate — but both use similar ways of thinking.

•  Positive statements are about what is, whereas normative statements involve value judgements and are about what ought to be.
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Case study 1.1

Jacob is a subsistence farmer who lives in Nangare, a village in the west of Uganda. He lives in a mud hut and owns two sheep, two chickens and one mattress for his household of ten people. He farms a small piece of land, on which he grows plantains (a staple food crop in Uganda, related to the banana) and some tobacco. One of the key decisions that Jacob faces is how to allocate his land between plantains and tobacco. If he chooses to plant more tobacco in his field, he faces a cost, as growing more tobacco means growing fewer plantains.

A number of factors are likely to influence this decision. For example, the prices of plantains and tobacco may be important, and it may be that the costs involved in growing the two crops are different. Or it may be that some parts of the land are more suitable for growing one of the crops. There may also be other crops that could be grown on the land. All of these factors could affect Jacob’s decisions.
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Follow-up questions


a With reference to Jacob’s choice between growing plantains and tobacco, explain the concept of opportunity cost.

b Draw a possible production possibility curve to illustrate Jacob’s choice of producing plantains and tobacco.

c Identify a point on the diagram that you drew for part (b) to illustrate a situation in which:




    i  Jacob uses his land to produce only plantains.

    ii Jacob uses his land to produce a combination of plantains and tobacco.

    iii Jacob does not use all of the land available, but produces a combination of the two crops.
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SECTION 1

MICROECONOMICS

Part 2

How competitive markets work


Chapter 2

The coordination problem

The complexity of organising production, consumption, investment and government activity in an economy is extreme. Decisions need to be taken about Samuelson’s three questions of what to produce, how to produce it and for whom. But how can this be achieved in a way that ensures that the right things are produced in the right way and that the right people get to consume them? This chapter explores some of the issues that arise in this context and looks at some different approaches that have been adopted to cope with the problem of coordinating the activity of the various economic agents introduced in the previous chapter.
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Learning objectives

After studying this chapter, you should:


•  understand what is meant by resource allocation

•  be familiar with the possible objectives of economic agents

•  understand what is meant by maximisation in the context of economic thinking

•  be familiar with the impact of incentives in influencing the behaviour of economic agents

•  be aware of the importance and effectiveness of incentives in determining the behaviour of economic agents and how this affects resource allocation

•  be able to explain how market, planned and mixed economies allocate resources

•  be able to evaluate the advantages and disadvantages of different types of economy in allocating resources





[image: ]

Resource allocation

Chapter 1 highlighted the importance of scarcity as being the fundamental economic problem. This is because people have unlimited wants, but all societies have finite resources. This then forces choices to be made about how to make use of the resources at society’s disposal. These choices are complicated by the fact that many of society’s resources can be deployed in different ways or may have alternative functions. The choices about resource allocation are thus choices about how to deploy society’s available resources between their alternative uses, particularly in relation to society’s productive assets.
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Key term


resource allocation the way in which a society’s productive assets are used amongst their alternative uses
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As an example, think about a society that can use its productive assets (labour, land, capital, etc.) to produce either food for people to consume today or machinery to improve its potential for producing goods in the future. If resources are allocated entirely to improving the potential for future production, people may starve today and not get to benefit from those future improvements. On the other hand, if all resources are used to produce food for today’s consumers, society will not benefit in the future from gains in production. Jam today? Or jam tomorrow?

In practice, the choices are much more complex than that in a real economy, where there are so many alternative options for allocating resources — and so many people involved in the decision-making process. Making sense of this is one of the key challenges of economic analysis.

The behaviour of economic agents

Resource allocation is determined by the actions of the three key economic agents that operate in the economy: households, firms and the government. All take decisions that will influence the allocation of resources.

Think first about households, and the choices that they will make about economic issues. In their role as consumers, households take decisions about what goods and services they wish to consume. Of course, the range of goods and services that a household will consume is wide. Households consume food and drink, but also household goods, housing, leisure goods and services, education, healthcare…any number of different items. Even within these broadly defined items, there are decisions to be made about what sort of foodstuffs, what variety of drinks, and so on. This underlines the notion of the complexity of economic decisions.

Households also need to take decisions about their work patterns. What occupations should they pursue, which firms should they consider joining, how many hours of work should they offer?

Firms face decisions about what goods and services to produce, and about the technology and techniques of production to be employed. How many workers should they hire? How much land do they need to rent in order to be able to conduct their business?

Governments also take decisions about expenditure, impose taxation and establish the framework in which decisions can be taken by the other economic agents — for example, by regulating economic activity in various ways.
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Objectives of economic agents

In order to begin to analyse these decisions that will determine resource allocation, it is important to understand what it is that economic agents are trying to achieve (their motivations). In turn, this will set the incentives that will affect their behaviour.

For example, when a household takes decisions about how to allocate its expenditure, what is it that they are trying to achieve by their spending on goods and services? Economists typically think of this in terms of the satisfaction (or utility) that households receive from consuming goods and services. In other words, if you buy an apple, you do not simply want to own it and know that you have it, you want to be able to eat it, because that is what gives you satisfaction.
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Study tip

Make sure that you understand the objectives for the three main types of economic agent — households, firms and government. This is important as it is one of
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Maximisation



Incentives
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a a reduction in the consumption of alcohol by consumers

b an increase in the production of medical drugs by pharmaceutical firms

c an increase in the number of plumbers

d an improvement in air quality in cities

e a fall in the number of cars on the roads during peak hours
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The coordination problem



[image: ]




market economy market forces are allowed to guide the allocation of resources within a society

centrally planned economy decisions on resource allocation are guided by the state

mixed economy resources are allocated partly through price signals and partly on the basis of direction by government
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The working of a market economy
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capitalism a system of production in which there is private ownership of productive resources, and individuals are free to pursue their objectives with minimal interference from government

invisible hand term used by Adam Smith to describe the way in which resources are allocated in a market economy
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Centrally planned economies




A mixed economy
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•  Resource allocation concerns the way in which a society deploys its productive assets among alternative uses.

•  Alternative choices about resource allocation have implications for the wellbeing of society.

•  Economic agents take important decisions that affect resource allocation.

•  Households, firms and government have differing objectives.

•  If economic agents act rationally, they will set out to maximise achievement of these objectives.

•  In setting out to take good decisions, economic agents respond to incentives.

•  Economic behaviour may be influenced by changing incentives.

•  Society faces a coordination problem in seeking to find a good pattern of resource allocation.

•  The coordination problem is tackled in different ways in market, centrally planned and mixed economies.
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