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Introduction

“This textbook provides an introduction to economics. It has
been tailored explicitly to cover the content of the Cambridge
International Examinations specification for AS and A Level
Economics, module by module. The text provides the foundation
for studying Cambridge Economics, but you will no doubt wish
1o 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 intemnet, and by
reading such magazines as Economic Review.
The core content of the text follows closely the layout of the
Cambridge syllabus.
The text features the following:
 a statement of the intended learning outcomes for cach chapter
» clear and concise but comprehensive explanation and analysis
of economic terms and concepis
 definitions of key terms
» examples to show these concepts applied to real world
situations

Recent and historical data about the UK cconomy can be
found at the website of the Office for National Statistics (ONS) at:
www statistics gov.k. Also helpful is the site of HM Treasury at
wnow bm-treasury gov.tk.

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

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

For information about other countries, visit the following:

* www.oecd.org
o curopa.cu
» www.worldbank.org

provide useful data:

@ exercises to provide active
® a selection of past examination questions.

Assessment objectives

In common with other economics specifications, Cambridge

‘economics entails five assessment objectives. Candidates will thus

be expected to:

© Demonstrate knowledge and understanding of the specified
content,

@ Interpret economic information presented in verbal, numerical
or graphical form.

® Explain and analyse economic issues and arguments, using
relevant economic concepts, theorics and information.

 Evaluate economic information, arguments, proposals and
policies, taking into consideration relevant information and
theory, and distinguishing facts from hypothetical statements
and value judgements.

@ Organise, present and communicate economic ideas and
informed judgements in a dlear, logical and appropriate form.

(See the Cambridge Economics syllabus at www,cie.ong.uk.)

Economics

Economics is different from many other A Level subjects in that
relatively few students will have studied it before embarking
on the AS 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.

. . China www stats.gov.cn/english
with i 'y Brunei Darussalam | www.depd.govbn/dept_dos htm!
Malaysia www statistics.govmylportal/index.
php?lang=en
Mauritius www.govmu/portalisite/cso
Nepal cbs.govnp
New Zealand Wwwistats.govt.nz
Pakistan wiwwpbs govpk
Zimbabwe wiww zimstat.cozw

Another way of keeping up to date with economic topics and
events is to read Economic Review, a magazine specifically
‘written for A Level economics students, published by Philip Allan
Updates.

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 and A2 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.

1 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
Mast 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
AS/A Level studies.

Peter Smith

A new feature of the syllabus is Key concepts. These are the
essential ideas, theories, principles or mental tools that help
leamers to develop a deep understanding of their subject, and
make links between different topics. An icon indicates where
cach Key concept is covered:

2D Scarcity and choice
‘The fundamental problem in economics s that resources are
scarce and wants are unlimited, so there is always a choice
required between competing uses for the resources.

4P The margin and change
Decision-making by individuals, firms and governments is
based on choices at the margin; that is, once behaviour has
been optimised, any change will be detrimental as long as
conditions remain the same.

2® Equilibrium and efficiency
Prices are set by markets, are always moving in to and out
of equilibrium, and can be both efficient and incfficient in
different ways and over different time periods.

c Regulation and equity
There is a trade-off between freedom for firms and individuals
in unregulated markets, and greater social equality and equity
through the government regulation of individuals and markets.

e Progress and development
Economics studies how societies can progress in measurable
money terms and develop in a wider more normative sense.



AS Level

Part 1: Basic economic ideas and resource allocation

1 Introducing economics

Welcome to economics. Many of you opening this book will
e 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.

Learning outcomes

This chapter will introduce you to:

« the nature and scope of economic analysis

« the importance of scarcity

» the concept of opportunity cost

« market, centrally planned and mixed economies

» the distinction between microeconomics and macroeconomics
» the notion of factors of production

o 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

« private goods and public goods

® merit goods and demerit goods.

1.1 The economic problem

The fundamental economic problem faced by any society in the
world is that of scarcity. For countries in sub-Saharan Africa
or parts of South Asia, it seems obvious that there is scarcity.

However, it is also true of relatively prosperous economies such
as thase of Switzerland, the USA or the UK

Scarcity: a situation that arises because people have unlimited wants
in the face of limited resources,

Itis true in the sense that all societies have finite resources, but
people have unlimited wants. A big claim? Not really. There is
1o country in the world in which all wants can be met, and this
is clearly true at the global level,

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 basi
whereas even relatively prosperous people face scarcity because
resources are limited

s of life —

ne

Scarcity and choice

The key issue that arises from the existence of scarcity is
that it forces people to make choices.
choose which goods and services to consume. In other words,

Each ind

idual must

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 this need to choose that underlies the subject matter of
economics. Economic analysis is about analysing those choices
made by individual people, firms or 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, he or she does o at
the cost of the item that would b
priorities. For example, suppose you have enough money in
your pocket either for a can of cola or for a snack from a street
vendor. If you choose the cola, the opportunity cost of the cola
is the snack that you could have had instead. In other words,
the opportunity cost s the value of the next-best altemative
forgone.

we been next in their list of




n Introducing economics

Opportunity cost: in decision-making, the value of the nextbest
alternative fo

‘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 out with your friends.

Abdul 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 Abdul's opportunity cost of
choosing French?

As you move further into studying economics, you will
encounter the notion of opportunity cost again and again. For
example, firms take decisions about the sort of economic activity
in which to engage. A farmer with limited land available has to
decide whether to plant onions or sweet potatoes; if he decides
to grow anions, he has to forgo the opportunity to grow sweet
potatoes. From the government's point of view, if it decides to
devote more resources to the provision of healtheare, it will have
fewer resources available for, say, defence.

1f a farmer decices to grow sweet potatoes, he will have fewer resources
available to grow orions

The coordination problem

With so many different indlividuals and organisations (consumers,
firms, governments) all taking decisions, a major question is

how it all comes together. How are all these separate decisions
coordinated so that the overall allocation of resources in a society
is coherent In other words, how can it be ensured that firms
produce the commaodities that consumers wish to consume? And

how can the distribution of these products be organised? These
are some of the basic questions that economics sets out to answer.

A market economy is one in which market forces are
allowed to guide the allocation of resources within a society.
Prices play a key role in this sort of system, providing signals
and incentives to producers and consumers. Consumers express
changes in their preferences by their decisions to buy (or not
to buy) at the going price. This is then a signal to firms, which
are able to respond to changes in consumer demand, given the
incentive of profitability, which is related to price.

The govemment's role in a free market economy is limited,
but nonetheless important. A basic framework of property rights
is essential, together with a basic legal framework. However,
the state does not intervene in the production process directly.
Secure property rights are significant, as this assures the
incentives for the owners of capital.

‘Within such a system, consumers try to maximise the
satisfaction they gain from consuming a range of products, and
firms seek to maximise their profits by responding to consumer
demand through the medium of price signals.

In contrast, a centrally planned economy is one in which
the government undertakes the coordination role, planning and
directing the allocation of resources. Given the complexity of
modern economies, reliance on central planning poses enormous
logistical problems. In order to achieve a satisfactory allocation
of resources across the economy, the government needs to make
decisions on thousands of individual matters.

One example of this emerges from the experience of
central planning in Russia after the Revolution. Factories were
given production targets to fit in with the overall plan for the
development of the economy. These targets then had to be met
by the factory managers, who faced strong incentives to meet
those targets. Factories producing nails were given two sorts of
targets. Some factories were given a target to produce a certain
number of nails, whereas others were given targets in weight
terms. The former responded by producing large numbers of
very small nails; the latter produced a very small number of very
big nails. Neither were what the planners had in mind!

Micromanagement on this sort of scale proved costly to
implement administratively. The collapse of the Soviet bloc in
the 1990s largely discredited this approach, although a small
number of countries (such as North Korea and Cuba) continue to
stick with central planning. China moved away from pure central
planning by beginning to allow prices to be used as signals.

Most economies now operate a mixed economy system,
in which prices provide signals to firms and consumers, but
in which the government intervene by providing market
infrastructure and by influencing the allocation of resources
by a patiern of taxes and expenditure and by regulation. As
this course progresses, you will see a variety of ways in which
such intervention takes place, and will come to understand
the reasoning that underpins such intervention — especially
in situations where the free market fails to produce the best
possible allocation of resources,




It has been argued that any such state intervention should be
market-friendly: in other words, when govemnments do intervene
in the economy, they should do so in a way that helps markets to
work, rather than trying to have the government replace market
forces.

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

Centrally planned economy: decisions on resource allocation are
quided by the state.

Mixed economy: resources are allocated partly through price signals
and partly on the basis of direction by government.

‘The transition from a centrally planned economy to a mixed
cconomy can be painful. This was seen in the initial break-up of
the Soviet bloc, when countries in eastern Europe went through a
difficult time both economically and poliically. During the transition
period, both firms and consumers need to become accustomed to
the idea that they have increased freedom to make decisions, and
that prices need to adjust and take a more active role in providing
signals and incentives, People and firms needs to get used to the
idea that they need to take risk, rather than depending on the
State to take decisions for them. Governments need to move away
from trying to micro-manage economic decision-making and allow
market forces to take over the coordination role.

@ Decision-making at the margin
The notion of ‘the margin' is important in much of economic
analysis. Decision-makers — whether they be firms or consumers —
are seen to take decisions with reference to small changes in
behaviour. For example, a firm may decide whether to increase
its output by an extra unit by checking whether the additional
revenue that it would receive from selling the extra unit will
compensate for the additional cost of producing it. A consumer
may decide whether the extra benefit of consuming an additional
can of cola is worth the price to be paid for it.

Notice that the timescale over which decisions are made is
important. Firms and consumers may not be able to adjust their
behaviour very much in the short run, as they may be committed
to decisions already made. In the long run, they may be able to
be more flexible — for example, firms can hire more labour and
install new capital. In the very long run, whole industries and
markets may be able to adjust.

Factors of production

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

1.1 The economic problem

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.

Factors of production: resources used in the producton process;
inputsinto production, including labou, capita, land and enterprise.

‘The most obvious human resource is /abour. 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. Enterprise (or ‘entrepreneurship’) is another
human resource that is seen as increasingly important in

the economy. An entrepreneur is someone who organises
production and identifies potentially profitable projects to be
undertaken, bearing the risk of the activity. Enterprise provides
dynamism and innovation in an economy, especially within

the sector dominated by small and medium-sized firms. Many
governments in countries around the world have looked for
ways of encouraging an enterprise culture as a key component
of a mixed economy.

Management is also sometimes classified as a human
resource, although it might be seen as a particular form of
labour. Natural resources ase also inputs into the production
process. In particular, all economic activities require some use
of land, and most use some raw materials. An i
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 fived
capital, which includes things like factory buildings and transport
equipment as well as plant and machinery. Firms also need
working capital, made up of goods that are used up during the
production process.

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 o produce their output. Such decisions are
required in whatever form of economic activity a firm
is engaged.

When a worker supplies the factor of production labou, it is in
retum for wages, and the wage can be seen as the reward to labour.
Similarly, rent is the reward for the supply of land, and profits are
the reward o the owners of capital and the entrepreneurs that
determine how the factors of production are used.



n Introducing economics

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

timber

services of a window cleaner

natural gas

solar energy

a combine harvester

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

a computer

—saAToy

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 Houw? 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?

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

a Afirm 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.

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

d There is an increase in social security benefits.

@ The owner of a curry house decides to close down and
take a job in a local factory.

)

« 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.

» Decisions need to be coordinated within a society, either by
market forces or by state intervention, or a mixture of the two.

« 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.

1.2 The production
possibility curve

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.

Model: a simplified representation of reality used to provide insight
into economic decisions and events.

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  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 objectives 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 cconomic events, then it has some
value, even if it scems remote from reality.

However, it is always important o 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 sometimes
known as the production possibility frontier or the production
transformation curve, This shows the maximum combinations of
goods that can be produced with a given set of resources.

Production possibility curve: a curve showing the maximum
combinations of goods or services that can be produced in a set
of time given available resources.
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1.2 The production possibility curve
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Figure 1.1 The production possiilty curve

First consider a simple example. In Exercise 1.1, Abdul 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 either tackle 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. Figure 1.1 shows his options.

He can devote all of his efforts to maths, and leave the
economics for another day. He will then be at point 4 in the
figure. Alteratively, he can do all the economics exercises and
0 maths, and be at point B. The line joining these two extreme
points shows the intermediate possibilities. For example, at C he
does two economics exercises and three maths problems.

‘The line shows the maximum combinations that Abdul
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 he does not have the time Gi.e.
resources) to do so. However, he could end up inside the
frontier, at a point such as £. 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 Abdul moves down the line from left to right, he is
spending more time on cconomics and less on maths. The
opportunity cost of tackling an additional economics question is
an additional maths exercise forgone.

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 sweet 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
sweet potatoes could be produced from the remaining land.

In order to increase production of pofatoes by 70 tonnes from
180 to 250, 50 tonnes of onions must be given up. Thus, the
opportunity cost of 70 extra tonnes of sweet potatoes is seen to
be 50 tonnes of onions.

°
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Figure 1.2 Opportu roduction possibility curve

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 that an economy produces just two types of good:
capital goods and consumer goods. Capital goods are goods that
are to be 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 or private cars. This sort of
expenditure is known as consumption.

Investment: expenditure undertaken by firms to add to the capital
stock; an increase in the capital stock.

Consumption: household spending on goods and services in the
economy.

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,

-
H
[
£
2
g
' o 8
3
8k, g
oC
PPC
b 1
Consumer goods per period

Figure 1.3 Capital and consum
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point A represents one possible combination of outputs, in which
the economy produces C, consumer goods and K, capital goods.

As with the simpler examples, if society were to move to the
sight 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 4, 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 1.2 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.

Capital goods per period

PPCiors
PPCo1z

Consumer goods per period

ure 1.4 Econornic growth

Suppose that in the year 2012 the production possibility curve:
was at PPC,,,. However, in the following year the increased
availability of resources enables greater production, and the
frontier moves to PPG,,,.. This is a process of economic growth,
an expansio