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2 PART 1 N]BODUCTION TO ECONON/ICS

There are three questions that any economy must face:

. What goods and servlces should be produced?
o How should these goods and services be produced?
. Who should get the goods and services that have been produced?

To satisfy these questions, economies have resources at their disposalwhich are classified as land, labour
and capital

o Land - all the natural resources of the earth This includes mlneral deposits such as iron ore, coal, gold
and copper; oil and gas; fish in the sea; and all the food and raw materials produced from the land

. Labour-the human effort, both mental and physical, that goes into production, A worker in a factory
producing precision tools, an investment banker, an unpaid carer, a road sweeper, a teacher-these are

all forms of labour
. Capital - the equipment and structures used to produce goods and services. Capital goods include

machinery in factories, buildings, tractors, computers, cooking ovens - anything where the good is not
used for its own sake but for the contribution it makes to production,

land all the natural resources of the earth

labour the human effort, both mental and physical, that goes into production

capital the equipment and structures used to produce goods and services

It is often assumed that these resources are ultimately scarce in relation to the demand for them As
members of households, we invariably do not have the ability to meet all our wants and needs Our needs
are the necessities of life which enable us to survive -food and water, clothing, shelter and proper health
care - and our wants are the things which we believe make for a more comfortable and enjoyable life -
holidays, different styles of clothes, smartphones, leisure activities, the furniture and items we have in our
houses, and so on Our demand for these wants and needs is generally greater than our ability to satisfy
them Scarcity means that society has limited resources and therefore cannot produce all the goods and
services households demand. Just as a household cannot give every member everything they want, a

society cannot give every individual the highest standard of living to which they might aspire Because of
the tension between our wants and needs and scarcity, decisions must be made by households and firms
about how to allocate our incomes and resources to meet our wants and needs

scarcity the limited nature of society's resources

Economics investigates the issues arising due to the decisions that households and firms make as
a result of this tension A typical textbook definition of economics is 'the study of how society makes
choices in managing its scarce resources and the consequences of this decision-makrng'This definition
can, however, mask the complexity and extent of the reach of economics We might characterize house-
holds as having unlimited wants, but not everyone in society is materialistic, which the idea of unlimited
wants might imply Some people are more content with the simple things in life and their choices are based
on what they see as being important These choices are no less valid but reflect the complexity of the sub-
ject Some people choose to maintain their standard of living through crime A decision to resort to crime
has reasons and consequences, and these may be of as much interest to an economist as the reasons why
f irms choose to advertise their products or why central banks make decisions on monetary policy

economics the study of how society manages its scarce resources
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PABT 1 iNTBODUCT ON TO ECONON/ICS

Efficiency and Equity An important trade-off that has interested economists for many years is the trade-

off between efficiency and equity In economics, efficiency deals with ways in which society gets the

most it can (depending how this is defined) from its scarce resources An outcome can be identified as

being efficient by some measure, but not necessarily desirable Equity looks at the extent to which the

benefits of outcomes are distributed fairly among society's members Often, when government policies

are being designed, these two goals conflict. Because equity is about'fairness'it inevitably involves value
judgements Differences in opinion lead to disagreements among policymakers and economists,

equity the property of distributing economic prosperity fairly among the members of society

There are some economists who dismiss the idea of a trade-off between equity and efficiency as a

myth in some contexts, because the idea has been generalized to all situatlons The historical context and

origins of many economic ideas are important to understand The origins of the equity and eff iciency trade-

off came from Arthur Okun in the 1970s There are some economists who argue that improving equality

can lead to improvements in efficiency - in effect that it is possible to have a bigger cake and to eat it

Policies aimed at achieving a more equal distribution of economic well-being, such as the social security

system, involve a trade-off between the effects of a benefits system versus the effects on the efficiency

of the tax system that pays for it A government decision to raise the top rate of income tax on what it
considers 'the very rich' but to abolish income tax for those earning the minimum wage is effectively

a redistribution of income from the rich to the poor, lt provides incentive effects for some in society to
seek work, but may reduce the reward for working hard, so some in society choose to work less or even

move to another country where the tax system is less onerous Whether the trade-off is a 'good' thing is

dependent on the philosophy, belief sets and opinions of the decision-makers, and the power which they

have in society Recognizing that people face trade-offs does not by itself tell us what decisions they will

or should make Acknowledging and understanding the consequences of trade-offs is important, because
people are likely to make more informed decisions if they understand the options they have available

SELF TEST You will often hear the adage 'there is no such thing as a free lunch'. Does this simply refer to the

fact that someone must have paid for the lunch to be provided and served? 0r does the recipient of the 'free

lunch'also incur a cost?

0pportunity Cost

Because people face trade-offs, making decisions requires comparing the costs and benefits of alternative
courses of action In many cases, however, the costs of an actlon are not as obvious as mlght first appear.

Consider, for example, the decision whether to go to university The benefits are intellectual enrich-
ment and a lifetime of better job opportunities In considering the costs, you might be tempted to add

up the money you spend on tuition fees, resources and living expenses over the period of the degree,
This approach is intuitive and might be a way in which non-economists would approach the decision. An

economist would point out that even if you decided to leave f ull-time education, you would still incur living

expenses and so these costs would be incurred in any event Accommodation becomes a cost of higher

education only if it is more expensive at university than elsewhere
This calculation of costs ignores the largest cost of a university education - your time. For most stu-

dents, the wages given up attending unlversity are the largest single cost of their higher education When

making decisions it is sometimes more helpful to measure the cost in terms of what other options have

had to be sacrificed rather than in money terms. Opportunity cost is the measure of the options sacri-

ficed in making a decision The opportunity cost of going to university is the wages from full-time work
that you have had to sacrifice

opportunity cost whatever must be given up to obtain some item; the value of the benefits foregone (sacrificed)

l-
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6 PART 1 INTRODUCTION TO ECONON/ICS

is, people respond to incentives The threat of a fine and the removal of a drlving lcence s deslgned to
regulate the way in which people drive and park their cars; putting a price on the prov s on of plastic bags
in supermarkets aims to encourage people to re-use bags and reduce the total number used

There has been an increase in the amount of research conducted on incentives because the intentions
of policymakers do not always lead to the outcomes expected or desired, A f ine imposed on parents who
are late picking up their children from day care centres might be expected to reduce the number of late
pickups, but one study in lsrael showed that far from reducing the number of late pickups, parents were
willing to pay the fine and the number arriving late actually increased Such consequences are referred to
as'unintended consequences'.

SELF TEST What sort of incentives might governments put in place to encourage workers to find work and

get off welfare benefits? What might be the unintended consequences of the incentives you identify?

HOW PEOPLE INTERACT

Decision-making not only affects ourselves but other economic agents as well. We will now explore some
lssues which arise when economic agents interact with others

Trade Gan Make Everyone Better Off

The United States and China are competitors with Europe in the world economy because US and Chinese
firms produce many of the same goods as European firms. lt might be thought that if China increases its
share of world trade at the expense of Europe this might be bad news for people in Europe. This might
not be the case.

Trade between Europe and the United States and China is not like a sports contest, where one side
wins and the other side loses (a zero-sum game). In some circumstances trade between economies can

make all better off Households, firms and countries have different resource endowments; individuals
have talents and skills that allow them to produce some things more efficiently than others; some firms
have experience and expertise in the production of goods and services; and some countries, like Spain,
are blessed by plenty of sunshine which allows their farmers to grow high quallty soft f ruit. Trade allows
indlviduals, firms and countries to specialize in the activities they do best. With the income they receive
from specializing they can trade with others who are also specializing and can improve their standard of
living as a result

However, while trade can provide benefits and winners, there are also likely to be costs and losers The
economic development of some countries in the last 50 years has meant that many people have access to
cheap, good quallty goods and services as a result of the export of these goods and services For workers
and employers in these industries in developed economies, the competition from developing countries
might mean that they find themselves without work or must close their businesses In some situations, it
is diff icult for these people to find alternative work, and whole communities can be greatly affected by the
changes being experienced They may not agree that 'trade can benefit everyone'.

The Gapitalist Economic System

The economic problem highlights three questions that any society must answer What goods and services
should be produced, how they are to be produced and who will get what is produced are determined
by the economic system An economic system is the way in which resources are organized and allo-
cated to provide for the needs of an economy's citizens ln many countries of the world, a capitalist
economic system based on markets is the primary way in which the three questions are addressed.
A capitalist economic system incorporates the principles of the private ownership of factors of pro-
duction to produce goods and services which are exchanged through a price mechanism, Production is

operated primarily for prof it.
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