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TO THE STUDENT

Economics affects all our lives. As consumers we try to make
the best of our limited incomes. As workers — or future
workers! — we take our place in the job market. As citizens
of a country our lives are affected by the decisions of our
government: decisions over taxes, decisions over spending
on health and education, decisions on interest rates, deci-
sions that affect unemployment, inflation and growth. As
dwellers on the planet Earth we are affected by the economic
decisions of each other: the air we breathe, the water we
drink and the environment we leave to our children are all
affected by the economic decisions taken by the human race.

Economics thus deals with some of the most challenging
issues we face. It is this that still excites me about eco-
nomics after many years of teaching the subject. I hope
that some of this excitement rubs off on you.

The first five editions of Economics have been widely used
in Britain and throughout the world. Like them, this new
edition is suitable for all students of economics at first-year
degree level, A level or on various professional courses where
a broad grounding in both principles and applications is
required. It is structured to be easily understood by those of
you who are new to the subject, with various sections and
boxes that can be left out on first reading or on shorter
courses; yet it also has sufficient depth to challenge those
of you who have studied the subject before, with starred
sections (*) and case studies that will provide much that is
new. There are also optional short mathematical sections
for those of you studying a more rigorous course.

The book gives a self-contained introduction to the
world of economics and is thus ideal for those who will not
study the subject beyond introductory level. But by care-
fully laying a comprehensive foundation and by the inclu-
sion of certain materials in starred sections that bridge the
gap between introductory and second-level economics, it
provides the necessary coverage for those of you going on
to specialise in economics.

The book is designed with one overriding aim: to make
this exciting and highly relevant subject as clear to under-
stand as possible. To this end the book has a number of
important features (see also the Guided Tour):

e Full and consistent use of colour to guide you through
the text and make the structure easy to follow.

e A direct and straightforward written style; short para-
graphs to aid rapid comprehension.

e Key ideas highlighted and explained where they first
appear. These ideas are key elements in the economist’s
‘toolkit’ and whenever they recur later in the book, an
icon appears in the margin and you are referred back to
the page where they are defined and explained.

e Fifteen ‘threshold concepts’ (a new feature for this edi-
tion). Each one is explained in a separate panel. Grasping
these fundamental concepts that recur throughout the
subject will help you to ‘think like an economist’. Like
the key ideas, an icon is used to refer to them whenever
they occur.

e Full-page chapter introductions that raise the key issues
of the chapter and also give a map to help you ‘navigate’
through the contents of the various sections.

e Numerous examples given from around the world: some
serious, some lighthearted.

e Summaries at the end of each section (rather than each
chapter).

e Definitions of all key terms at the bottom of the page.

e A comprehensive index, including reference to all defined
terms.

e Questions throughout the text (typically one or two per
page) to test comprehension and stimulate thought while
you are learning. Answers to all these questions are given
on the book’s website at www.pearsoned.co.uk/sloman.

e Questions at the end of each chapter for either indi-
vidual or class use.

e Many boxes (around seven per chapter) providing case
studies, institutional material, news items, contempo-
rary and historical debates and issues, anecdotes and
advanced topics.

e Advanced material in starred sections/boxes, which can
be omitted without affecting the flow of argument.

e Many additional case studies, which are listed at the
end of each chapter, can be accessed on the book’s
website.

e Many issues are examined in their historical as well as
contemporary context.

e ‘Looking at the maths’ sections. These optional sections
are designed for students on more rigorous courses that
make use of mathematics. These sections express things
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mathematically that have just been covered in words
and/or graphically. Most of them link to Maths Cases on
the book’s website. These cases give worked mathemat-
ical examples and also include one or more numerical
questions for you to work through, either at home or in
class.

e Website references. Extensive web references are given at
the end of each chapter. These refer you to the websites
listed at the end of the book in Appendix 2. These can all
be accessed directly from the ‘hotlinks’ section of the
book’s website at www.pearsoned.co.uk/sloman.

All these features are designed to make your studies more
interesting and to help you learn in a deeper and more
active way.

The book looks at the world of the early 21st century.
Despite huge advances in technology and despite the com-
fortable lives led by many people in the industrialised
world, we still suffer from unemployment, poverty and
inequality, and in many countries (the UK included) the
gap between rich and poor has grown much wider; our
environment is polluted; our economy still goes through
periodic recessions; conflict and disagreement often domin-
ate over peace and harmony.

What is more, the world order has been changing. With
repeated bouts of turmoil on international financial mar-
kets; with a growing interdependence of the economies
of the world; with an inexorable process of ‘globalisation’,

which links us all through a web of telecommunications
and international trade into a world of Coca-Cola, Nike
trainers, Microsoft, football and American chat shows; with
Japan, once seen as the most dynamic of all industrialised
countries, struggling to emerge from a paralysing recession;
with Chinese economic growth increasingly becoming the
powerhouse of the global economy; with fears that eco-
nomic problems in one country will spread like a conta-
gion, not only to its direct neighbours, but possibly around
the world; with the move away from the ideological sim-
plicity of a ‘free-market’ solution to all economic problems;
with a powerful but economically sluggish ‘eurozone’ and a
rapidly evolving European Union with ten new members
and soon three more; with an uncertain future for the USA
with its ever-growing level of debt; and with an ever deep-
ening crisis for many developing countries; so there are
many new economic challenges that face us. Economists
are called on to offer solutions.

But despite our changing environment, there are certain
economic fundamentals that do not change. Despite dis-
agreements among economists — and there are plenty — there
is a wide measure of agreement on how to analyse these
fundamentals.

I hope that this book will give you an enjoyable intro-
duction to the economist’s world and that it will equip you
with the tools to understand and criticise the economic
policies that others pursue.

Good luck and have fun.

TO TUTORS

This new edition retains many of the popular features of
the previous edition (see also the Guided Tour):

e A style that is direct and to the point, with the aim all
the time to provide maximum clarity. There are numer-
ous examples to aid comprehension.

e All key terms highlighted in the text where they first
appear and defined at the foot of that page. Each term is
also highlighted in the index, so that the student can
simply look up a given definition as required. By defin-
ing them on the page where they appear, the student
can also see the terms used in context in the text.

e Key ideas highlighted and explained when they first
appear. There are 36 of these ideas, which are fundamental
to the study of economics. Students can see them recurring
throughout the book, and an icon appears in the margin
to refer back to the page where the idea first appears.

e (New to this edition) Fifteen ‘threshold concepts’. Under-
standing and being able to relate and apply these core
economic concepts helps students to ‘think like an
economist’ and to relate the different parts of the subject
to each other.

e A wealth of applied material in boxes (167 in all), making
learning more interesting for students and, by relating
economics to the real world, bringing the subject alive. The
boxes allow the book to be comprehensive without the
text becoming daunting. Many of the boxes can be used as
class exercises and virtually all have questions at the end.

e Full-page chapter introductions. These set the scene for
the chapter by introducing the students to the topics
covered and relating them to the everyday world. The
introductions also include a ‘chapter map’. This provides
a detailed contents listing, helping students to see how
the chapter is structured and how the various topics
relate to each other.

e A consistent use of colour in graphs and diagrams that
makes them easier to comprehend and more appealing.

e Starred sections and boxes for more advanced mater-
ial. These can be omitted without interrupting the flow
of the argument. This allows the book to be used by
students with different abilities and experience, and on
courses of different levels of difficulty.

e (New to this edition) ‘Looking at the maths’ sections.
These short sections express a topic mathematically.



Some use calculus; some do not. They are designed to be
used on more rigorous courses and go further than other
textbooks at introductory level in meeting the needs of
students on such courses. Most refer students to worked
examples in Maths Cases on the book’s website. Some
of these use simultaneous equations; some use simple
unconstrained optimisation techniques; others use
constrained optimisation, using both substitution and
Lagrange multipliers. The ‘Looking at the maths’ sec-
tions are short and can be omitted by students on non-
mathematical courses without any loss of continuity.

e An open learning approach, with questions incorpor-
ated into the text so as to test and reinforce students’
understanding as they progress. This makes learning a
much more active process.

¢ End-of-chapter questions. These can be set as work for
students to do in class or at home. Alternatively, students
can simply use them to check their comprehension at
the end of a topic.

e Summaries given at the end of each section, thus provid-
ing a point for reflection and checking on comprehension
at reasonably frequent intervals.

¢ An even micro/macro split.

e The book is divided into six parts. This makes the struc-
ture more transparent and makes it easier for the student
to navigate.

Despite retaining these popular features, there have been
many changes to this sixth edition.

Extensive revision

Economics (sixth edition) uses a lot of applied material,
both to illustrate theory and policy, and to bring the sub-
ject alive for students by relating it to contemporary issues.
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This has meant that, as with the previous edition, much of
the book has had to be rewritten to reflect contemporary
issues. Specifically this means that:

e Many of the boxes are new or extensively revised.

e There are many new examples given in the text.

e All policy sections reflect the changes that have taken
place in the last three years. For example, changes in
competition policy, monetary policy and environmental
policy are fully discussed.

e There is extended coverage of various aspects of glob-
alisation, including strategic alliances in business, the
growth in the US trade deficit, the rapid economic
growth in China, attempts to reduce developing-country
debt, the ratification of the Kyoto Treaty, the advent of
emissions trading and the volatility of world financial
markets.

e All tables and charts have been updated, as have factual
references in the text.

e Theoretical coverage has been strengthened at various
points of the books. For example, there is an expanded
section on oligopoly and game theory, which now
includes discussion of the Cournot and Bertrand models.
The sections on monetary and fiscal policies, in both the
closed and open economy contexts, have been tightened.
The sections on the Romer/Taylor model have been
sharpened and extended (in Box 20.2) to distinguish
different types of inflation. Also the sections on infla-
tion targeting have been expanded.

Most importantly, every single section and every single
sentence of the book has been carefully considered, and if
necessary redrafted, to ensure both maximum clarity and
contemporary relevance. The result, I hope, is a text that
your students will find exciting and relevant to today’s
world.

SUGGESTIONS FOR SHORTER OR LESS ADVANCED COURSES

The book is designed to be used on a number of different
types of course. Because of its comprehensive nature,
the inclusion of a lot of optional material and the self-
contained nature of many of the chapters and sections, it
can be used very flexibly.

It is suitable for one-year principles courses at first-year
degree level, two-year economics courses on non-economics
degrees, A level, HND and professional courses. It is also
highly suitable for single-semester courses, either with a
micro or a macro focus, or giving a broad outline of the
subject.

The following shows which chapters are appropriate to
which types of course.

Alternative 1: Less advanced but
comprehensive courses

Omit all starred sections, starred sub-sections and starred
boxes.

Alternative 2: Business studies courses

Chapters 1-3, 5-9, 12-14, 17, 19, 22-35.

Alternative 3: Introduction to
microeconomics

Chapters 1-12, 23. The level of difficulty can be varied by
including or omitting starred sections and boxes from
these chapters.
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Alternative 4: Introduction to
macroeconomics

Chapters 1, 2, 13-25. The level of difficulty can be varied by
including or omitting starred sections and boxes from these
chapters.

Alternative b: Outline courses

Chapters 1, 2, 5, 6, 13, 14, 16, 17, 23, 24 (section 24.1).
Omit boxes at will.

Alternative 6: Courses with a theory bias

Chapters 1, 2, 4-9, 11, 13-18, 20, 21, 23, 24. The level of
difficulty can be varied by including or omitting starred
sections and boxes from these chapters.

Alternative 7: Courses with a policy bias
(and only basic theory)

Chapters 1-3, 5, 6, 10-14, (16), 19, 22-5.

COMPANION BOOKS AND MATERIALS

Student Workbook, 6th Edition (by John
Sloman and Peter Smith)

A new edition of the Student Workbook has been
designed to accompany this text. Each chapter of the work-
book matches a chapter of Economics and consists of four
sections.

A. Review questions. This section is a mixture of narrative
and questions and goes through all the key material in the
textbook chapter. Questions are a mixture of multiple
choice, true/false, either/or, filling in blank words or
phrases, matching a series of answers to a series of ques-
tions, short written answers and brief calculations. Each
type of question is clearly marked with an appropriate
symbol.

B. Problems, exercises and projects. This section includes
multiple-part calculations and exercises, and student
projects (including data search exercises, games, role
playing and questionnaires).

C. Discussion topics and essays. This includes various
thought-provoking questions that can be used for class
discussion and more traditional essay questions.

D. Answers and comments. This includes answers to and
comments on all questions in section A of each chapter
(answers to section B questions are given on the CD and
in the Tutor’s section of the website).

MyEconLab

MyEconLab is a new set of online resources developed for
the sixth edition of Economics. Access is provided with every
new purchase of this text. MyEconLab provides a variety
of tools to enable students to assess their own learning. A
personalised Study Plan identifies areas to concentrate on
to improve grades, and specific tools are provided to each
student to direct their studies in the most efficient way.
See Guided Tour (pages xx—xxvi) for more details.

Website

Visit the Economics companion website at
www.pearsoned.co.uk/sloman

to find an extensive range of valuable teaching and learn-
ing material including:

For students:

e Study material designed to help you improve your results.

e Learning Objectives for each chapter written in ‘student-
friendly’ language.

e Topical Economic Issues, with analysis and links to key
concepts.

e Over 170 case studies with questions for self study. These
are ordered chapter by chapter and are referred to in
the text.

e Maths cases with exercises, related to the ‘Looking at the
Maths’ sections in the book.

e 20 self-test questions per chapter.

e Updated list of 200 hotlinks to sites of use for economics.

e Answers to all in-chapter questions.

e Economics news articles. These are updated monthly. As
well as hyperlinks to some 20 articles per month, there is
an introduction to each article and questions at the end.

For lecturers:

e A secure, password-protected site with material designed
to help you teach.

e Customisable lecture plans in PowerPoint®, including
diagrams.

e Key models animated as full-colour PowerPoint® slide
shows.

¢ Downloadable PowerPoint® slides of all figures and most
tables from the book.

e A range of teaching and learning case studies, with the
focus on improving student learning outcomes.



e Tutor guide to using chapters and discussion of teaching/
learning issues.

¢ Answers to end-of-chapter questions (password protected).

e Testbank with over 2000 questions to help you prepare
tests and exams (password protected).

e Workshops, with answers (password protected).

e Answers to the Case Studies and Maths Cases found on the
Student Companion Website (password protected).

This site is regularly updated.

CD-ROM (new edition)

The CD produced for tutors using the 5th edition of Eco-
nomics has proved very popular. The CD has been updated,
revised and extended for the 6th edition. It is available free
of charge from Pearson Education to tutors using the book
as a course text. The CD contains the following:

¢ PowerPoint® slide shows in full colour for use with a data
projector in lectures and classes. These can also be made
available to students by loading them on to a local net-
work. All PowerPoint® files are available in light on dark
background, and dark on light background versions. The

CD contains several types of these slide shows:

— All figures from the book and most of the tables. Each
figure is built up in a logical sequence, thereby allowing
tutors to show them in lectures in an animated form.

— Arange of models. There are 39 files, each containing
one of the key models from the book, developed in an
animated sequence of between 20 and 80 screens.

— Lecture plans. These are a series of bullet-point lecture
plans. There is one for each chapter of the book. Each
one can be easily edited, with points added, deleted or
moved, so as to suit particular lectures. A consistent use
of colour is made to show how the points tie together.

— Lecture plans with integrated diagrams. These lecture
plans include animated diagrams and charts at the
appropriate points.

PREFACE xvii

e PowerPoint® slides for printing on to acetate for use with
a conventional OHP. These are reverse image slides (i.e.
dark lines on a clear background) designed to minimise
printer ink. They can be printed in colour, or in black
and white (and grey). These slides contain the figures,
tables and lecture plans referred to above.

e Tutor’s Guide in Word®. This contains the following
features:

— Answers to all questions in Economics (6th edition):
i.e. questions embedded in the text, box questions
and end-of-chapter questions. These can be edited as
desired and distributed to students.

— Suggestions on how to use the text.

- Learning objectives that can be used for syllabus
design and course planning.

e Multiple-choice questions. This test bank is completely
redesigned and contains many new questions. It is more
flexible and easier to use.

e Case studies. These, also available on the book’s website,
can be reproduced and used for classroom exercises or
for student assignments. Answers are also provided.

e Workshops. There are 18 of these (9 micro and 9 macro/
international). They are in Word® and can be reproduced
for use with large groups of students (up to 200). Sugges-
tions for use are given on the CD. Answers to all workshop
questions are given in separate Word® files.

WinEcon (Sloman version)

The widely acclaimed WinEcon software, produced and
authored by the Economics Consortium of the Teaching
and Learning Technology Programme (TLTP) and designed
to support courses in introductory economics, is now avail-
able on CD in a version specially designed for Economics
(6th edition). There is a separate chapter in the Sloman
version of WinEcon to correspond with the relevant chapter
in the book. The software is highly interactive and is attrac-
tive to use.

ACKNOWLEDGEMENTS

As with previous editions, I owe a debt to various people. The
whole team from Pearson has, as always, been very helpful
and supportive. Thanks in particular to Justinia Seaman,
Linda Dhondy and Peter Hooper who have been of great
help at editorial level and to Karen Mclaren and Sarah Wild
who have steered the book smoothly through production.
Thanks also to Chris Bessant, who has once again copy-
edited the manuscript. He’s done this since the first edition
and has helped to ensure that it remains error free!

Thanks too to colleagues and students from many
universities who have been helpful and encouraging and,
as in previous editions, have made useful suggestions for

improvement. As before, I have attempted to incorporate
their ideas wherever possible. Please do write or email if
you have any suggestions. Especially I should like to thank
the following reviewers of the Sth edition. Their analysis
and comments have helped to shape this new edition.

Lars Bach, The International Business Academy, Kolding,
Denmark

Roy Bailey, University of Essex, UK

Professor Sue Bowden, University of York, UK

Leslie Christensen, CBS, Copenhagen Business School,
Denmark



xviii PREFACE

Dr Christopher J. Gerry, University College London,
SSESS, UK

Professor Mark J. Holmes, Waikato University,
New Zealand

Ian Jackson, Staffordshire University, UK

Tony McGough, Course Director, Cass Business School,
City University, London, UK

Wilfried Pauwels, University of Antwerp, Belgium

Stuart Sayer, University of Edinburgh, UK

Walter Vanthielen, Hasselt University, Belgium

A special thanks to Peter Smith from the University of
Southampton who has revised the Workbook to accompany
this edition of the book and has contributed to the Tutor
Guide and the MyEconLab online course. It’s great to have
his input and ideas for improvements to the books and
supplements.

My biggest thanks go to my family, and especially to
Alison, my wife and soulmate. As always she remains patient
and supportive, despite my long hours at the computer.



We are grateful to the following for permission to repro-
duce copyright material:

Box 5.8 table (b) from Economies of Scale, The Single
Market Review Subseries V Vol. 4, Office for Official
Publications of the European Communities (European
Commission/Economists Advisory Group Ltd. 1997);
Box 7.3 figure from chart showing crude oil prices,
1970-2004 in Annual Statistical Bulletin 2004,
(Organization of the Petroleum Exporting Countries
2004); Box 8.5 figure (b) from Mergers & Acquisitions Note,
graph 2, DG ECFIN (European Commission/Economists
Advisory Group Ltd., October 2004); Box 9.7 tables from
Annual Survey of Hours and Earnings, Figure 10.1 from
The Effect of Taxes and Benefits on Household Income,
2003-4, Figures 10.5, 10.7, 10.8, 12.4 and Table 10.1
from Family Spending, Figure 10.6 from Annual Survey

of Hours and Earnings, Figure 10.9 and Table 10.2 from
Inland Revenue Statistics, Box 10.6 table from the Inland
Revenue, Table 12.3 from Transport Statistics of Great
Britain (Department for Transport), Figures A13.1 and
A13.2 and Tables A13.1 and A13.2 from UK National
Income and Expenditure, Tables 14.2 and 14.3 from
Labour Market Trends, Table 14.6 from UK Economic
Accounts, Box 16.2 figure from Financial Statistics,

Box 19.4 figure (b) from Financial Statement and Budget
Report (HM Treasury 2005), Table 19.6 from
www.statistics.gov.uk, Figure 21.1 from National
Statistics time series data, Box 21.1 figure (b) from
Advancing Long-term Prosperity: Economic Reform in an
Enlarged Europe, p. 20 (HM Treasury 2004), Table 22.2
from National Statistics, Table 22.3 from The
Communities Plan (Office of the Deputy Prime Minister),
Box 24.1 figure from Financial Statement and Budget
Report (HM Treasury 2005), Table A1:3 from Social
Trends, Table A1:5 from Economic Trends, Crown

copyright material is reproduced with the permission
of the Controller of Her Majesty’s Stationery Office and
the Queen’s Printer for Scotland; Box 12.7 figure from
Electricity supply: reorganization and privatization

in Economic Review Vol. 7 No. 4, March, Philip Allan
Updates (Green, R. 1991); Box 14.2 table from German
Macroeconomic History 1880-1979: A Study of the Effects of
Economic Policy on Inflation, Currency Depreciation and
Growth, Palgrave Macmillan (Sommariva, A. and Tullio, G.
1987); Box 19.11 figure from Inflation Report, Charts 1
and 2 (Bank of England 2005); Table 23.5 from The
competition effects of the single market in Europe in
Economic Policy Vol. 27, 441-486, Blackwell Publishing
(Allen, C., Gasiorek M. and Smith A. 1998); Box 23.10
figure from Internal Market Scoreboard, Figure 1, Office
for Official Publications of the European Communities
(European Commission/Economists Advisory Group
Ltd. 2005); Box 24.3 table from The Economist, 9 June
(The Economist 2005); Box 26.1 table in Human
Development Report 2004 — Human Development Index
(Human Development Report Office and Oxford
University Press 2004).

We are also grateful to the following for permission to
reproduce textual material; PFD for permission to reproduce
the poem ‘The Castaways or Vote for Caliban’ by Adrian
Mitchell © Adrian Mitchell 1997 published in Heart on
the Left. Educational Health Warning! Adrian Mitchell asks
that none of his poems be used in connection with any
examinations whatsoever!; and The Economist for an
extract from ‘Fast Food and Strong Currencies’ published in
The Economist 9" June 2005.

In some instances we have been unable to trace the
owners of copyright material, and we would appreciate any
information that would enable us to do so.



NAVIGATION AND SETTING THE SCENE

The book is divided into six parts, each with a full page
introduction and part map to help you navigate around
the book.

Microeconomics

— Full page chapter openers provide an overview of the
topics to be covered in each chapter, and a map of all
chapter sections and sub-sections. These overviews,
as well as full learning objectives per chapter, can be \
found on the Student Companion Website at
www.pearsoned.co.uk/sloman.
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PRACTISING AND TESTING YOUR LEARNING

Questions throughout the text enable you to test

your understanding of what you have just read.
Answers appear on the Student Companion Website at
www.pearsoned.co.uk/sloman.

End of chapter questions can be

used for self-testing or in class. For each chapter there are 20 Multiple Choice Questions on the

Student Companion Website at www.pearsoned.co.uk/sloman,
giving you the chance to check what you have learnt and get
instant feedback.
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Take the Chapter Tests in MyEconLab to generate a personalised Study Plan.
You will then be directed to specific resources in MyEconLab to help you focus
your studies and improve your grades. For details on how to access MyEconLab,
see the access card that is packaged with every new copy of this book.

A printed Workbook is available for purchase (from www.pearson-books.com,
ISBN 027370517 2), which contains over 1500 questions of various types, carefully
matched to the content of the main text.
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In this first chapter we start by looking at the subject matter of economics. What is it that

Although all counties face economic problems, they nevertheless tackle them in different
ways. In some countries the government plays a major role in economic decision making. In
others decisions are left much more to individuals. Section 1.2 examines how these different
types of economy operate.
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AIDING YOUR UNDERSTANDING

Threshold Concept boxes cover the fundamental concepts that

4.2 DEMAND UNDER CONDITIONS OF RISK AND UNCERTAINTY 101

PEOPLE'S ACTIONS DEPEND ON THEIR EXPECTATIONS

you need to grasp in order to think like an economist. An icon

appears in the margin when these concepts are referred to later
in the text, and highlights the links between different parts of the
subject.

Section Summaries allow you to recap on your learning at
frequent intervals and provide an important revision tool.

5 BACKGROUND T0 SUPPLY

Section summary

/ g costsofproduction

The Key Ideas in an economist’s toolkit are highlighted and
explained where they first appear. Again, an icon appearsin — — |
the margin whenever they recur later in the book.

All key terms are highlighted where
they first appear in the text, and
definitions are provided in boxes
nearby. The full glossary also appears
at the back of the book and on the
Student Companion Website at
www.pearsoned.co.uk/sloman.

Your personalised MyEconLab Study Plan shows
you how well you are doing, and areas you need to
concentrate on to improve. Extra resources such as
animated graphs are provided to further explain the
topics you need to focus on to improve your grades.
For details on how to access MyEconLab, see the
access card that is packaged with every new copy of
this book.
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APPLYING ECONOMICS TO THE REAL WORLD

16.1 BACKGAOUND TO THE THEORY 457

‘CASE STUDIES AND APPLICATIONS

CONSUMPTION AND SAVING IN PRACTICE
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Additional Case Studies relevant for
each chapter can be found on the

Case Studies and Applications boxes include examples, data
and scenarios from the real world to show you why this subject
really matters in everyday life.

364 12 APPLIED MICROECONOMICS

Student Companion Website at
www.pearsoned.co.uk/sloman.
These cases are listed at the end of
each chapter.

Additional case studies on the book’s website (www.pearsoned.co.uk/sloman)
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Websites relevant to each chapter are
listed at the end of the chapter, and are

linked to from the Hotlinks section of
the Student Companion Website at
www.pearsoned.co.uk/sloman.



Topical Economic Issues on the Student Companion Website at
www.pearsoned.co.uk/sloman provide discussion of some of the
key economic issues over the past six months related to passages
in the book, with links to relevant websites.

Economics News Articles on the Student Companion Website at
www.pearsoned.co.uk/sloman are updated monthly, and provide
hotlinks to recent economics articles from newspapers and
magazines related to passages in the book.
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FLEXIBLE LEARNING

Starred sections contain optional, more advanced —_
material. These can be omitted without interrupting I ———
the flow of the argument.

Optional Looking at the Maths boxes are designed
for students on more rigorous courses which make
use of maths. They express mathematically what is
also covered in words or graphically. Most link to
Maths Cases with worked mathematical examples and
numerical questions, found on the Student Companion
Website at www.pearsoned.co.uk/sloman.




Introduction






Introducing Economics

You may never have studied economics before, and yet when you open a newspaper
what do you read? - a report from ‘our economics correspondent’. Turn on the tele-
vision news and what do you see? — an item on the state of the economy. Talk to friends
and often the topic will turn to the price of this or that product, or whether you have got
enough money to afford to do this or that.

The fact is that economics affects our daily lives. Continually we are being made
aware of local, national and international economic issues: whether it be price increases,
interest rate changes, fluctuations in exchange rates, unemployment, economic reces-
sions or the effects of globalisation.

We are also continually faced with economic problems and decisions of our own.
What should | buy in the supermarket? Should | save up for a summer holiday, or spend
more on day-to-day living? Should | go to university, or should I try to find a job now?

So just what is economics about? In this chapter we will attempt to answer this
question and give you some insights into the subject that you will be studying by using
this book. We will see how the subject is divided up, and in particular we will distinguish
between the two major branches of economics: microeconomics and macroeconomics.

We will also look at the ways in which different types of economy operate: from the
centrally planned economies of the former communist countries, to the free-market
economies of most of the world today. We will ask just how do ‘markets” work?

CHAPTER MAP

1.1 What do economists study? 4 The command economy 17
The problem of scarcity 4 Assessment of the command economy 19
Demand and supply 5 The free-market economy 20
Dividing up the subject 5 Assessment of the free-market economy 23
Macroeconomics 6 The mixed economy 25
Mlcroecon0|:n|cs - 6 1.3 The nature of economic reasoning 27
The production possibility curve 12 . .
. . Economics as a science 27
The circular flow of goods and incomes 15 . . .
Economics as a social science 28
1.2 Different economic systems 16 Economics and policy 28

The classification of economic systems 16



4 1 INTRODUCING ECONOMICS

1.1 WHAT DO ECONOMISTS STUDY?

Many people think that economics is about money. Well, to
some extent this is true. Economics has a lot to do with
money: with how much money people are paid; how much
they spend; what it costs to buy various items; how much
money firms earn; how much money there is in total in the
economy. But despite the large number of areas in which
our lives are concerned with money, economics is more
than just the study of money.
It is concerned with the following:

e The production of goods and services: how much the
economy produces, both in total and of individual
items; how much each firm or person produces; what
techniques of production are used; how many people are
employed.

e The consumption of goods and services: how much the
population as a whole spends (and how much it saves);
what the pattern of consumption is in the economy;
how much people buy of particular items; what par-
ticular individuals choose to buy; how people’s consump-
tion is affected by prices, advertising, fashion and other
factors.

? Could production and consumption take place
without money? If you think they could, give some
examples.

But we still have not quite got to the bottom of what
economics is about. What is the crucial ingredient that
makes a problem an economic one? The answer is that
there is one central problem faced by all individuals and
all societies. From this one problem stem all the other
economic problems we shall be looking at throughout this
book.

This central economic problem is the problem of scarcity.
This applies not only in countries like Ethiopia and the
Sudan, but also in the UK, the USA, Japan, France and all
other countries of the world. For an economist, scarcity has
a very specific definition . . .

? Before reading on, how would you define ‘scarcity’?
k Must goods be at least temporarily unattainable to
be scarce?

Definitions

Production The transformation of inputs into outputs
by firms in order to earn profit (or meet some other
objective).

Consumption The act of using goods and services to
satisfy wants. This will normally involve purchasing the
goods and services.

Factors of production (or resources) The inputs into the
production of goods and services: labour, land and raw
materials, and capital.

The problem of scarcity

Ask people if they would like more money, and the vast
majority would answer ‘Yes’. They want more money so
that they can buy more goods and services; and this applies
not only to poor people but also to most wealthy people
too. The point is that human wants are virtually unlimited.
Yet the means of fulfilling human wants are limited. At
any one time the world can only produce a limited amount
of goods and services. This is because the world only has a
limited amount of resources. These resources, or factors of
production as they are often called, are of three broad types:

e Human resources: labour. The labour force is limited
both in number and in skills.

e Natural resources: land and raw materials. The world’s
land area is limited, as are its raw materials.

e Manufactured resources: capital. Capital consists of all
those inputs that have each had to be produced in the
first place. The world has a limited stock of capital: a
limited supply of factories, machines, transportation and
other equipment. The productivity of capital is limited
by the state of technology.

So here is the reason for scarcity: human wants are virtu-
ally unlimited, whereas the resources available to satisfy
these wants are limited. We can thus define scarcity as
follows:

LCB Scarcity is the excess of human wants over what
= can actually be produced. Because of scarcity,
various choices have to be made between
alternatives.

? If we would all like more money, why does the
government not print a lot more? Could it not thereby
solve the problem of scarcity ‘at a stroke’?

Of course, we do not all face the problem of scarcity to
the same degree. A poor person unable to afford enough to
eat or a decent place to live will hardly see it as a ‘problem’
that a rich person cannot afford a second BMW. But

Labour All forms of human input, both physical and
mental, into current production.

Land and raw materials Inputs into production that are
provided by nature: e.g. unimproved land and mineral
deposits in the ground.

Capital All inputs into production that have themselves
been produced: e.g. factories, machines and tools.

Scarcity The excess of human wants over what can actually
be produced to fulfil these wants.
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e Budget news: Chancellor cuts 2p off the basic rate of
income tax; government hopes that this will provide
an incentive for people to work harder.

e Mortgage interest rates reduced: resulting boost to
the housing market expected to lead to higher house
prices.

e Recent survey reveals that business confidence is
low: fall in investment predicted.

e The country continues to bask in a heatwave: record
ice-cream sales reported.

¢ Floods hit Bangladesh: two-thirds of the country’s
crops ruined; massive food price rises expected.

e Consumer spending growing too fast: forecasters
predict that inflation will soon begin to rise.

economists do not claim that we all face an equal problem
of scarcity. In fact this is one of the major issues economists
study: how resources are distributed, whether between dif-
ferent individuals, different regions of a country or different
countries of the world.

But given that people, both rich and poor, want more
than they can have, this makes them behave in certain ways.
Economics studies that behaviour. It studies people at
work, producing the goods that people want. It studies
people as consumers, buying the goods that they themselves
want. It studies governments influencing the level and
pattern of production and consumption. In short, it studies
anything to do with the process of satisfying human wants.

Demand and supply

We said that economics is concerned with consumption
and production. Another way of looking at this is in terms
of demand and supply. In fact, demand and supply and the
relationship between them lie at the very centre of eco-
nomics. But what do we mean by the terms, and what is
their relationship with the problem of scarcity?

Demand is related to wants. If goods and services were
free, people would simply demand whatever they wanted.
Such wants are virtually boundless: perhaps only limited by
people’s imagination. Supply, on the other hand, is limited.
It is related to resources. The amount that firms can supply
depends on the resources and technology available.

Given the problem of scarcity, given that human wants
exceed what can actually be produced, potential demands
will exceed potential supplies. Society therefore has to find
some way of dealing with this problem. Somehow it has got
to try to match demand with supply. This applies at the
level of the economy overall: aggregate demand will need to
be balanced against aggregate supply. In other words, total
spending in the economy should balance total production.
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CASE STUDIES AND APPLICATIONS BOX 1.1

WHAT’'S THE LATEST ECONOMICS NEWS?

¢ Increased expenditure on education announced:
government claims that this will help the economy
to become more competitive and unemployment to
fall. Opposition claims that it will lead to rising prices
and to higher unemployment.

e Record balance of trade deficit announced today:
further rises in interest rates seem inevitable.

e Rumours of a takeover bid for ABC plc: ABC shares
close 25p up on the day.

e Tuition fees increased: Student Union president says
that this will create real hardship for many students.

What is it that makes each one of the above news
o items an economics item?

It also applies at the level of individual goods and services.
The demand and supply of cabbages should balance, and
so should the demand and supply of DVD recorders, cars,
houses and package holidays.

But if potential demand exceeds potential supply, how
are actual demand and supply to be made equal? Either
demand has to be curtailed, or supply has to be increased,
or a combination of the two. Economics studies this pro-
cess. It studies how demand adjusts to available supplies,
and how supply adjusts to consumer demands.

Dividing up the subject

Economics is traditionally divided into two main branches
— macroeconomics and microeconomics, where ‘macro’ means
big, and ‘micro’ means small.

Macroeconomics is concerned with the economy as a
whole. It is thus concerned with aggregate demand and
aggregate supply. By ‘aggregate demand’ we mean the total
amount of spending in the economy, whether by consumers,
by customers outside the country for our exports, by the
government, or by firms when they buy capital equipment
or stock up on raw materials. By ‘aggregate supply’ we
mean the total national output of goods and services.

Definitions

Macroeconomics The branch of economics that
studies economic aggregates (grand totals): e.g. the
overall level of prices, output and employment in the
economy.

Aggregate demand The total level of spending in the
economy.

Aggregate supply The total amount of output in the
economy.
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Microeconomics is concerned with the individual parts
of the economy. It is concerned with the demand and
supply of particular goods and services and resources: cars,
butter, clothes and haircuts; electricians, secretaries, blast
furnaces, computers and oil.

? Which of the following are macroeconomic issues,
which are microeconomic ones and which could be

either depending on the context?

(a) Inflation.

(b) Low wages in certain service industries.

(c) The rate of exchange between the pound and the
euro.

(d) Why the price of cabbages fluctuates more than
that of cars.

(e) The rate of economic growth this year compared
with last year.

(f) The decline of traditional manufacturing industries.

Macroeconomics

Because things are scarce, societies are concerned that their
resources should be used as fully as possible, and that over
time their national output should grow.

The achievement of growth and the full use of resources
is not easy, however, as demonstrated by the periods of high
unemployment and stagnation that have occurred from
time to time throughout the world (for example, in the 1930s,
the early 1980s, the early 1990s and the early 2000s). Further-
more, attempts by government to stimulate growth and em-
ployment have often resulted in inflation and a large rise in
imports. Even when societies do achieve growth, it can be
short lived. Economies have often experienced cycles, where
periods of growth alternate with periods of stagnation, such
periods varying from a few months to a few years.

Macroeconomic problems are closely related to the bal-
ance between aggregate demand and aggregate supply.

If aggregate demand is too high relative to aggregate
supply, inflation and trade deficits are likely to result.

e Inflation refers to a general rise in the level of prices
throughout the economy. If aggregate demand rises
substantially, firms are likely to respond by raising their

Definitions

Microeconomics The branch of economics that studies
individual units: e.g. households, firms and industries.
It studies the interrelationships between these units in
determining the pattern of production and distribution
of goods and services.

Rate of inflation The percentage increase in the level of
prices over a 12-month period.

Balance of trade Exports of goods and services minus
imports of goods and services. If exports exceed imports,
there is a ‘balance of trade surplus’ (a positive figure). If
imports exceed exports, there is a ‘balance of trade deficit’
(a negative figure).

prices. After all, if demand is high, they can probably
still sell as much as before (if not more) even at the
higher prices, and thus make more profits. If firms in
general put up their prices, inflation results.

e Balance of trade deficits are the excess of imports over
exports. If aggregate demand rises, people are likely to buy
more imports. In other words, part of the extra expendi-
ture will go on Japanese LCD TVs, German cars, French
wine, etc. Also if inflation is high, home-produced goods
will become uncompetitive with foreign goods. We are
likely, therefore, to buy more foreign imports and people
abroad are likely to buy fewer of our exports.

If aggregate demand is too low relative to aggregate supply,
unemployment and recession may well result.

® Recession is where output in the economy declines: in
other words, growth becomes negative. A recession is
associated with a low level of consumer spending. If
people spend less, shops are likely to find themselves
with unsold stock. As a result they will buy less from
the manufacturers, which in turn will cut down on
production.

e Unemployment is likely to result from cutbacks in pro-
duction. If firms are producing less, they will need to
employ fewer people.

Macroeconomic policy, therefore, tends to focus on the
balance of aggregate demand and aggregate supply. It can
be demand-side policy, which seeks to influence the level
of spending in the economy. This in turn will affect the
level of production, prices and employment. Or it can be
supply-side policy. This is designed to influence the level of
production directly: for example, by trying to create more
incentives for firms to innovate.

Microeconomics

Microeconomics and choice

Because resources are scarce, choices have to be made.
There are three main categories of choice that must be
made in any society.

Recession A period where national output falls for six
months or more.

Unemployment The number of people who are actively
looking for work but are currently without a job. (Note that
there is much debate as to who should officially be counted
as unemployed.)

Demand-side policy Government policy designed to alter
the level of aggregate demand, and thereby the level of
output, employment and prices.

Supply-side policy Government policy that attempts to
alter the level of aggregate supply directly.
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- CASE STUDIES AND APPLICATIONS BOX 1.2

LOOKING AT MACROECONOMIC DATA

Assessing different countries’ macroeconomic performance

Rapid economic growth, low unemployment, low
inflation and the avoidance of current account deficits’
are major macroeconomic policy objectives of most
governments round the world. To help them achieve
these objectives they employ economic advisers. But

when we look at the performance of various

economies, the success of government
macroeconomic policies seems decidedly ‘mixed’.

The table shows data for the USA, Japan, Germany?
and the UK from 1961-2005.

Macroeconomic performance of four industrialised economies (average annual figures)

Unemployment Inflation
(% of workforce) (%)

Economic growth Balance on current account

(%) (% of national income)

USA Japan Germany UK USA Japan

Germany UK USA Japan

Germany UK USA Japan Germany UK

1961-70 4.8 {i=s 0.6 1.7 24 5.6 287
1971-80 6.4 1.8 2.2 38 7.0 8.8 5.1
1981-90 245 245 6.0 9.6 45 2.2 225)
1990-2000 3.3 3.3 78 79 22 0.4 2.3
2000-05 5.0 5.0 9.2 5.0 2.1 =1.3 1:3

3.9 4.2 10.1 4.4 3.0 05 0.6 0.7 0.2
13.2 3.2 4.4 2.8 20 09 0.5 1.1 -0.7
6.2 3.2 S0 2.3 26 -1.7 25 2.6 -1.4
33 33 149 1.9 24 -16 25 -0.7 =1
19 2.6 1.7 0.8 25 -4.8 229 2.8 =18

Source: European Economy Statistical Annex, various tables (European Commission).

? 1. Has the UK generally fared better or worse
than the other three countries?
2. Was there a common pattern in the
macroeconomic performance of each of
the four countries over these 45 years?

If the government does not have much success in
managing the economy, it could be for the following
reasons:

e Economists have incorrectly analysed the problems
and hence have given the wrong advice.

e Economists disagree and hence have given
conflicting advice.

What goods and services are going to be produced and in
what quantities, since there are not enough resources
to produce all the things people desire? How many cars,
how much wheat, how much insurance, how many rock
concerts, how many coats, etc. will be produced?

How are things going to be produced, given that there
is normally more than one way of producing things?
What resources are going to be used and in what quan-
tities? What techniques of production are going to be
adopted? Will cars be produced by robots or by assembly
line workers? Will electricity be produced from coal, oil,
gas, nuclear fission, renewable resources or a mixture of
these?

For whom are things going to be produced? In other
words, how will the nation’s income be distributed?
After all, the higher your income, the more you can con-
sume of the nation’s output. What will be the wages of
farm workers, printers, cleaners and accountants? How

e Economists have based their advice on inaccurate
forecasts.

e Governments have not heeded the advice of
economists.

e There is little else that governments could have
done: the problems were insoluble.

" The current account balance is the trade balance plus any incomes
earned from abroad minus any incomes paid abroad. These incomes
could be wages, investment incomes or government revenues (see
section 14.4 for details).

2 West Germany from 1961 to 1991.

much will pensioners receive? How much of the nation’s
income will go to shareholders or landowners?

All societies have to make these choices, whether they
be made by individuals, groups or the government. These
choices can be seen as microeconomic choices, since they
are concerned not with the fofal amount of national out-
put, but with the individual goods and services that make it
up: what they are, how they are made, and who gets the
incomes to buy them.

Choice and opportunity cost

Choice involves sacrifice. The more food you choose to
buy, the less money you will have to spend on other goods.
The more food a nation produces, the fewer resources
will there be for producing other goods. In other words, the
production or consumption of one thing involves the
sacrifice of alternatives. This sacrifice of alternatives in
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Scarcity, as we have seen, is at the heart of economics.

We face scarcity as individuals. Each of us has a limited
income and hence we cannot buy everything we want.
And it’s not just a question of what we can afford. Even
the richest person has limited time. There are only
24 hours in a day and we will all die. So even if we had
the money, we would not be able to enjoy every pos-
sible good we would like to consume or take part in
every possible activity.

The same applies to nations. A nation has limited
resources and hence cannot produce everything
people would like. So too with the world. Our planet
has finite resources, and the technology and human
abilities to exploit these resources are also limited.

We thus have to make choices. In fact, virtually every
time we do something, we are making a choice between
alternatives. If you choose to spend your time staying
in and watching television, you are choosing not to go
out. It's the same when you spend money. If you buy a
CD for £10, you are choosing not to spend that £10 on
something else. Likewise, if a nation devotes more of
its resources to producing manufactured goods, there
will be less to devote to the production of services
or agricultural goods. If we devote more resources
to producing a cleaner environment, we may have to
produce less of the material goods that people want to
consume.

What we give up in order to do something is known as
its opportunity cost. Opportunity cost is the cost of
doing something measured in terms of the best alter-
native forgone. It's what you would have chosen to do
with your time or money, if you had not made the
choice you did. This is one of the most fundamental
concepts in economics. It is a threshold concept: once
you have seen its importance, it affects the way you
look at economic problems. When you use the concept

the production (or consumption) of a good is known as its
opportunity cost.

LGB The opportunity cost of any activity is the
& sacrifice made to do it. It is the best thing that
could have been done as an alternative.

If the workers on a farm can produce either 1000 tonnes
of wheat or 2000 tonnes of barley, then the opportunity
cost of producing 1 tonne of wheat is the 2 tonnes of barley
forgone. The opportunity cost of buying a textbook is the
new pair of jeans you also wanted that you have had to go
without. The opportunity cost of working overtime is the
leisure you have sacrificed.

Opportunity cost as the basis for choice is the first of
our ‘Threshold Concepts’ (see panel below). There are 15
of these threshold concepts, which we shall be exploring

THINKING LIKE AN ECONOMIST THRESHOLD CONCEPT 1

CHOICE AND OPPORTUNITY COST

of opportunity cost, you are thinking like an economist.
And this may be different from thinking like an accoun-
tant or from the way you thought before. We will come
across this concept many times throughout this book.

By looking at opportunity cost we are recognising that
we face trade-offs. To do more of one thing involves
doing less of something else. For example, we trade off
work and leisure. The more we work, the less leisure
time we will have. In other words, the opportunity cost
of working is the leisure we have sacrificed. Nations
trade off producing one good against others. The more
a country spends on defence, whether on weapons or
employing military personnel, the less it will have to
spend on consumer goods and services. This has
become known as the ‘guns versus butter’ trade-off. In
other words, if a country decides to use more of its
resources for defence, the opportunity cost is the con-
sumer goods sacrificed. We examine such trade-offs at
a national level on pages 12-14, when we look at the
‘production possibility curve’.

We thus have to make decisions between alternatives.
To make sensible decisions we must weigh up the
benefits of doing something against its opportunity
cost. Understanding this involves Threshold Concept 2
(see page 10).

? 1. Think of three things you did yesterday. What

was the opportunity cost of each one?

2. Assume that a supermarket has some fish that
has reached its sell-by date. It was originally
priced at £10, but yesterday was marked down
to £5 ‘for quick sale’. It is now the end of the day
and it still has not been sold. The supermarket is
about to close and there is no one in the store
who wants fish. What is the opportunity cost for
the store of throwing the fish away?

throughout the book. Once you have grasped these con-
cepts and seen their significance, they will affect the way
that you understand and analyse economic problems. They
will help you to ‘think like an economist’.

Rational choices

Economists often refer to rational choices. This simply means
the weighing-up of the costs and benefits of any activity,
whether it be firms choosing what and how much to

Definitions
Opportunity cost The cost of any activity measured in
terms of the best alternative forgone.

Rational choices Choices that involve weighing up the
benefit of any activity against its opportunity cost.



produce, workers choosing whether to take a particular job
or to work extra hours, or consumers choosing what to buy.

Imagine you are doing your shopping in a supermarket
and you want to buy a bottle of wine. Do you spend a lot of
money and buy a top-quality French wine, or do you buy a
cheap eastern European one instead? To make a rational
(i.e. sensible) decision, you will need to weigh up the costs
and benefits of each alternative. The top-quality wine may
give you a lot of enjoyment, but it has a high opportunity
cost: because it is expensive, you will need to sacrifice quite
a lot of consumption of other goods if you decide to buy it.
If you buy the cheap bottle, however, although you will
not enjoy it so much, you will have more money left over
to buy other things: it has a lower opportunity cost.

Thus rational decision making, as far as consumers are
concerned, involves choosing those items that give you the
best value for money - i.e. the greatest benefit relative to cost.

The same principles apply to firms when deciding what
to produce. For example, should a car firm open up another
production line? A rational decision will again involve
weighing up the benefits and costs. The benefits are the
revenues the firm will earn from selling the extra cars. The
costs will include the extra labour costs, raw material costs,
costs of component parts, etc. It will be profitable to open
up the new production line only if the revenues earned
exceed the costs entailed: in other words, if it adds to profit.

In the more complex situation of deciding which model
of car to produce, or how many of each model, the firm
must weigh up the relative benefits and costs of each —i.e.
it will want to produce the most profitable product mix.

? Assume that you are looking for a job and are offered
two. One is more pleasant to do, but pays less.

How would you make a rational choice between

the two jobs?

Marginal costs and benefits
In economics we argue that rational choices involve weigh-
ing up marginal costs and marginal benefits. These are the
costs and benefits of doing a little bit more or a little bit less
of a specific activity. They can be contrasted with the total
costs and benefits of the activity.

Take a familiar example. What time will you set the
alarm clock to go off tomorrow morning? Let us say that
you have to leave home at 8.30. Perhaps you will set the

Definitions

Marginal costs The additional cost of doing a little bit
more (or 1 unit more if a unit can be measured) of an
activity.

Marginal benefits The additional benefits of doing a little
bit more (or 1 unit more if a unit can be measured) of an
activity.
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alarm for 7.00. That will give you plenty of time to get up
and get ready, but it will mean a relatively short night’s
sleep. Perhaps you will decide to set it for 7.30 or even 8.00.
That will give you a longer night’s sleep, but much more of
arush in the morning to get ready.

So how do you make a rational decision about when the
alarm should go off? What you have to do is to weigh up
the costs and benefits of additional sleep. Each extra minute
in bed gives you more sleep (the marginal benefit), but
gives you more of a rush when you get up (the marginal
cost). The decision is therefore based on the costs and
benefits of extra sleep, not on the fotal costs and benefits of
a whole night’s sleep.

This same principle applies to rational decisions made
by consumers, workers and firms. For example, the car firm
we were considering just now will weigh up the marginal
costs and benefits of producing cars: in other words, it will
compare the costs and revenue of producing additional cars.
If additional cars add more to the firm’s revenue than to its
costs, it will be profitable to produce them.

Rational decision making, then, involves weighing up
the marginal benefit and marginal cost of any activity.
If the marginal benefit exceeds the marginal cost, it is
rational to do the activity (or to do more of it). If the
marginal cost exceeds the marginal benefit, it is rational
not to do it (or to do less of it).

Rational decision making is Threshold Concept 2.

? How would the principle of weighing up marginal costs
and benefits apply to a worker deciding how much
overtime to work in a given week?

Microeconomic objectives

Microeconomics is concerned with the allocation of scarce
resources: with the answering of the what, how and for
whom questions. But how satisfactorily will these questions
be answered? Clearly this depends on society’s objectives.
There are two major objectives that we can identify:
efficiency and equity.

Efficiency.
was produced, we could all be made better off (or at least

If, by altering what was produced or how it

some of us could without anyone losing), then it would
be efficient to do so. For a society to achieve full economic
efficiency, three conditions must be met:

Rational decision making Doing more of an activity if its
marginal benefit exceeds its marginal cost and doing less if
its marginal cost exceeds its marginal benefit.

Economic efficiency A situation where each good is
produced at the minimum cost and where individual
people and firms get the maximum benefit from their
resources.
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Rational decision making involves weighing up the
marginal benefit and marginal cost of any activity. If
the marginal benefit exceeds the marginal cost, it is
rational to do the activity (or to do more of it). If the
marginal cost exceeds the marginal benefit, it is rational
not to do it (or to do less of it).

Let’s take the case of when you go to the supermarket
to do shopping for the week. Assume that you have £30
to spend. Clearly, you will want to spend it wisely. With
each item you consider buying, you should ask your-
self what its marginal benefit is to you: in other words,
how much you would be prepared to spend on it. This
will depend on the prices and benefits of alternatives.
Thus if you were considering spending £2 from the £30
on wholemeal bread, you should ask yourself whether
the £2 would be better spent on some alternative, such
as white bread, rolls or crackers. The best alternative
(which might be a combination of products) is the
marginal opportunity cost. If the answer is that you feel
you are getting better value for money by spending
it on the wholemeal bread, then you are saying that
the marginal benefit exceeds the marginal opportunity
cost. It is an efficient use of your money to buy the
wholemeal bread and forgo the alternatives.

Most decisions are more complex than this, as they
involve buying a whole range of products. In fact, that
is what you are doing in the supermarket. But the prin-
ciple is still the same. In each case, a rational decision
involves weighing up marginal benefits and marginal
costs. Is buying an extra jar of this, or packet of that,
worth the sacrifice of the alternative you could have
purchased with the money?

e Efficiency in production (productive efficiency). This is
where production of each item is at minimum costs.
Producing any other way would cost more.

e Efficiency in consumption. This is where consumers
allocate their expenditures so as to get maximum satis-
faction from their income. Any other pattern of con-
sumption would make people feel worse off.

e Efficiency in specialisation and exchange. This is where
firms specialise in producing goods for sale to consumers,
and where individuals specialise in doing jobs in order
to buy goods, so that everyone maximises the benefits
they achieve relative to the costs of achieving them.

Definitions

Productive efficiency A situation where firms are
producing the maximum output for a given amount of
inputs, or producing a given output at the least cost.

Allocative efficiency A situation where the current
combination of goods produced and sold gives the

THINKING LIKE AN ECONOMIST THRESHOLD CONCEPT 2

RATIONAL DECISION MAKING INVOLVES CHOICES AT THE MARGIN

This is another example of a threshold concept because
it is a way of thinking about economic problems. It is a
general principle that can be applied in a whole host
of contexts: whether it is individuals deciding what
to buy, how much to work, what job to apply for, or
whether to study for a degree or take a job; or firms
deciding how much to produce, whether to invest in
new capacity or new products, or what type of people
to employ and how many; or governments deciding
how much to spend on various projects, such as roads,
hospitals and schools, or what rates of tax to impose
on companies that pollute the environment.

In each case, better decisions will be made by weighing
up marginal costs and marginal benefits.

1. Assume that a firm is selling 1000 units of a
? product at £20 each and that each unit on

average costs £15 to produce. Assume also
that to produce additional units will cost the
firm £19 each and that the price will remain
at £20. To produce additional products will
therefore reduce the average profit per unit.
Should the firm expand production? Explain.

2. Assume that a ferry has capacity for 500
passengers. Its operator predicts that it will
typically have only 200 passengers on each of its
midweek sailings over the winter. Assume also
that each sailing costs the company £10,000.
This means that midweek winter sailings cost
the company an average of £10,000/200= £50
per passenger. Currently tickets cost £60. Should
the company consider selling stand-by tickets
during the winter for (a) less than £60; (b) less
than £50? (Clue: think about the marginal cost
of taking additional passengers.)

These last two are collectively known as allocative effi-
ciency. In any economic activity, allocative efficiency will
be increased as long as doing more of that activity (and
hence less of an alternative) involves a greater marginal
benefit than marginal cost. Full efficiency will be achieved
when all such improvements have been made.

I'f‘ev Economic efficiency is thus achieved when each
[-X:] . a..a
En good is produced at the minimum cost and where

individual people and firms get the maximum
benefit from their resources.

maximum satisfaction for each consumer at their current
levels of income. Note that a redistribution of income
would lead to a different combination of goods that was
allocatively efficient.
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You may not have realised it, but you probably
consider opportunity costs many times a day. The
reason is that we are constantly making choices: what
to buy, what to eat, what to wear, whether to go out,
how much to study, and so on. Each time we make a
choice to do something, we are in effect rejecting doing
some alternative. This alternative forgone is the
opportunity cost of the action we choose.

Sometimes the opportunity costs of our actions are
the direct monetary costs we incur. Sometimes it is
more complicated.

Take the opportunity costs of your choices as a
student of economics.

What are you sacrificing?

Buying a textbook costing £42.99

This does involve a direct money payment. What you
have to consider is the alternatives you could have
bought with the £42.99. You then have to weigh up the
benefit from the best alternative against the benefit of
the textbook.

What might prevent you from making the best
o decision?

Coming to classes

You may or may not be paying your own course fees.
Even if you are, there is no extra (marginal) monetary
cost in coming to classes once the fees have been paid.
You will not get a refund by skipping classes!

So are the opportunity costs zero? No: by coming to
classes you are notworking in the library; you are not
having an extra hour in bed; you are not sitting drinking
coffee with friends, and so on. If you are making a
rational decision to come to classes, then you will
consider such possible alternatives.

Choosing to study at university or college

What are the opportunity costs of being a student in
higher education?

Equity. Even though the current levels of production and
consumption might be efficient, they might be regarded as
unfair, if some people are rich while others are poor. Another
microeconomic goal, therefore, is that of equity. Income
distribution is regarded as equitable if it is considered to be
fair or just. The problem with this objective, however, is that

Definition

Equity A distribution of income that is considered to be
fair or just. Note that an equitable distribution is not the
same as an equal distribution and that different people
have different views on what is equitable.
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- CASE STUDIES AND APPLICATIONS BOX 1.3

THE OPPORTUNITY COSTS OF STUDYING ECONOMICS

? 1. If there are several other things you could have

done, is the opportunity cost the sum of all of
them?

2. What is the opportunity cost of spending an
evening revising for an economics exam?
What would you need to know in order to
make a sensible decision about what to do
that evening?

At first it might seem that the costs would include
the following:

e Tuition fees.

e Books, stationery, etc.

e Accommodation expenses.

e Transport.

e Food, entertainment and other living expenses.

But adding these up does not give the opportunity
cost. The opportunity cost is the sacrifice entailed
by going to university or college ratherthan doing
something else. Let us assume that the alternative
is to take a job that has been offered. The correct
list of opportunity costs of higher education would
include:

e Books, stationery, etc.

e Additionalaccommodation and transport expenses
over what would have been incurred by taking the
job.

e Wages that would have been earned in the job /ess
any income received as a student.

e The proportion of tuition fees paid by the student.

? 1. Why is the cost of food not included?
2. Make a list of the benefits of higher education.
3. Is the opportunity cost to the individual of
attending higher education different from
the opportunity costs to society as a
whole?

people have different notions of fairness. A rich person will
probably favour a much higher degree of inequality than
will a poor person! Likewise socialist governments will gen-
erally be in favour of a larger redistribution of income from
the rich to the poor than will conservative governments.

LGB Equity is where income is distributed in a way
that is considered to be fair or just. Note that an
equitable distribution is not the same as an equal
distribution and that different people have

different views on what is equitable.

? Would it ever be desirable to have total equality in
. an economy?
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The social implications of choice

In practice, the consequences of the choices that people
make may be neither efficient nor equitable. Firms may use
inefficient techniques or be poorly managed; people often
make wrong decisions about what to buy or what job to
take; governments may be wasteful or inefficient in their
use of tax revenues; there may be considerable inequality
and injustice.

What is more, the effects of people’s choices often spill
over to other people. Take the case of pollution. It might be
profitable for a firm to tip toxic waste into a river. But what
is profitable for the firm will not necessarily be ‘profitable’
for society. Such an action may have serious environmental
consequences.

Throughout the book we will be considering how well
the economy meets various economic and social objectives:
whether micro or macro. We will examine why problems
occur and what can be done about them.

lllustrating economic issues:
the production possibility curve

Economics books and articles frequently contain diagrams.
The reason is that diagrams are very useful for illustrating
economic relationships. Ideas and arguments that might
take a long time to explain in words can often be expressed
clearly and simply in a diagram.

Two of the most common types of diagram used in
economics are graphs and flow diagrams. In this and the
next section we will look at one example of each. These
examples are chosen to illustrate the distinction between
microeconomic and macroeconomic issues.

We start by having a look at a production possibility
curve. This diagram is a graph. Like many diagrams in eco-
nomics it shows a simplified picture of reality — a picture
stripped of all details that are unnecessary to illustrate the
points being made. Of course, there are dangers in this. In
the attempt to make a diagram simple enough to under-

o2kl Maximum possible combinations of
food and clothing that can be produced

in a given time period

Units of food Units of clothing

(millions) (millions)
8.0 0.0
7.0 2.2
6.0 4.0
5.0 5.0
4.0 5.6
3.0 6.0
2.0 6.4
1.0 6.7
0.0 7.0

stand, we run the risk of oversimplifying. If this is the case,
the diagram may be misleading.

A production possibility curve is shown in Figure 1.1.
The graph is based on the data shown in Table 1.1.

Assume that some imaginary nation devotes all its
resources — land, labour and capital — to producing just two
goods, food and clothing. Various possible combinations
that could be produced over a given period of time (e.g.
a year) are shown in the table. Thus the country, by
devoting all its resources to producing food, could pro-
duce 8 million units of food but no clothing. Alternatively
by producing, say, 7 million units of food it could release
enough resources — land, labour and capital - to produce
2.2 million units of clothing. At the other extreme, it could

Definition

Production possibility curve A curve showing all the
possible combinations of two goods that a country can
produce within a specified time period with all its
resources fully and efficiently employed.
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The central economic problem is scarcity. But are al/
goods and services scarce? Is anything we desire truly
abundant?

First, what do we mean by abundance? In the
economic sense we mean something where supply
exceeds demand at a zero price. In other words, even
if it is free, there is no shortage. What is more, there
must be no opportunity cost in supplying it. For
example, if the government supplies health care
free to the sick, it is still scarce in the economic
sense because there is a cost to the government
(and hence the taxpayer).

Two things that might seem to be abundant are air
and water.

Is lunch ever free?

Air
In one sense air is abundant. There is no shortage of
air to breathe for most people for most of the time.

But if we define air as clean, unpolluted air, then
in some parts of the world it is scarce. In these cases,
resources have to be used to make clean air available.
If there is pollution in cities or near industrial plants, it
will cost money to clean it up. The citizen may not pay
directly — the cleaned-up air may be free to the

produce 7 million units of clothing with no resources at all
being used to produce food.

The information in the table can be transferred to a
graph (Figure 1.1). We measure units of food on one axis
(in this case the vertical axis) and units of clothing on the
other. The curve shows all the combinations of the two
goods that can be produced with all the nation’s resources
fully and efficiently employed. For example, production
could take place at point x, with 6 million units of food
and 4 million units of clothing being produced. Production
cannot take place beyond the curve. For example, produc-
tion is not possible at point w: the nation does not have
enough resources to do this.

Note that there are two simplifying assumptions in this
diagram. First, it is assumed that there are just two types of
good that can be produced. We have to assume this because
we only have two axes on our graph. The other assumption
is that there is only one type of food and one type of cloth-
ing. This is implied by measuring their output in particu-
lar units (e.g. tonnes). If food differed in type, it would be
possible to produce a greater tonnage of food for a given
amount of clothing simply by switching production from
one foodstuff to another.

These two assumptions are obviously enormous simpli-
fications when we consider the modern complex economies
of the real world. But despite this, the diagram still allows
important principles to be illustrated simply.
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SCARCITY AND ABUNDANCE

‘consumer’ — but the taxpayer or industry (and hence
its customers) will have to pay.

Another example is when extractor fans have to be
installed to freshen up air in buildings.

Even if you live in a non-polluted part of the country,
you may well have spent money moving there to
escape the pollution. Again there is an opportunity
cost to obtain the clean air.

Water

Whether water is abundant depends again on where
you live. It also depends on what the water is used for.

Water for growing crops in a country with plentiful
rain is abundant. In drier countries, resources have to
be spent on irrigation.

Water for drinking is not abundant. Reservoirs have
to be built. The water has to be piped, purified and
pumped.

? 1. There is a saying in economics, ‘There is no
such thing as a free lunch’ (hence the sub-title
for this box). What does this mean?
2. Are any other (desirable) goods or services truly
abundant?

Microeconomics and the production possibility curve TR
A production possibility curve illustrates the microeco-
nomic issues of choice and opportunity cost.
If the country chose to produce more clothing, it would
have to sacrifice the production of some food. This sacrifice JE2
of food is the opportunity cost of the extra clothing.
The fact that to produce more of one good involves pro-
ducing less of the other is illustrated by the downward-
sloping nature of the curve. For example, the country could
move from point x to point y in Figure 1.2. In doing so it
would be producing an extra 1 million units of clothing,
but 1 million units less of food. Thus the opportunity cost
of the 1 million extra units of clothing would be the 1 mil-
lion units of food forgone.
It also illustrates the phenomenon of increasing oppor-
tunity costs. By this we mean that as a country produces
more of one good it has to sacrifice ever increasing amounts
of the other. The reason for this is that different factors of
production have different properties. People have different
skills; land differs in different parts of the country; raw

Definition

Increasing opportunity costs of production When
additional production of one good involves ever
increasing sacrifices of another.
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IS 0N Increasing opportunity costs
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Units of food (millions)

Units of clothing (millions)

materials differ one from another; and so on. Thus as the
nation concentrates more and more on the production of
one good, it has to start using resources that are less and
less suitable — resources that would have been better suited
to producing other goods. In our example, then, the pro-
duction of more and more clothing will involve a growing
marginal cost: ever increasing amounts of food have to be
sacrificed for each additional unit of clothing produced.

It is because opportunity costs increase that the produc-
tion possibility curve is bowed outward rather than being a
straight line. Thus in Figure 1.2 as production moves from
point x to y to z, so the amount of food sacrificed rises for
each additional unit of clothing produced. The opportun-
ity cost of the fifth million units of clothing is 1 million
units of food. The opportunity cost of the sixth million
units of clothing is 2 million units of food.

? 1. What is the opportunity cost of the seventh million

units of clothing?

2. Ifthe country moves upward along the curve and
produces more food, does this also involve
increasing opportunity costs?

3. Under what circumstances would the production
possibility curve be (a) a straight line; (b) bowed in
towards the origin? Are these circumstances ever
likely?

Macroeconomics and the production

possibility curve

There is no guarantee that resources will be fully employed,
or that they will be used in the most efficient way possible.
The nation may thus be producing at a point inside the
curve: for example, point vin Figure 1.3.

What we are saying here is that the economy is producing
less of both goods than it could possibly produce, either
because some resources are not being used (for example,
workers may be unemployed), or because it is not using
the most efficient methods of production possible, or a
combination of the two. By using its resources to the full,
however, the nation could move out on to the curve:

TN EES Making a fuller use of resources

Food

Clothing

to point x or y, for example. It could thus produce more
clothing and more food.

Here we are concerned not with the combination of
goods produced (a microeconomic issue), but with whether
the total amount produced is as much as it could be
(a macroeconomic issue).

Over time, the production possibilities of a nation are
likely to increase. Investment in new plant and machinery
will increase the stock of capital; new raw materials may be
discovered; technological advances are likely to take place;
through education and training, labour is likely to become
more productive. This growth in potential output is illus-
trated by an outward shift in the production possibility
curve. This will then allow actual output to increase: for
example, from point x to point x” in Figure 1.4.

? Will economic growth necessarily involve a parallel
H outward shift of the production possibility curve?

Definition

Investment The production of items that are not for
immediate consumption.



Z NS Growth in potential output

Food

5 years’ time

Clothing

lllustrating economic issues: the circular
flow of goods and incomes

The process of satisfying human wants involves pro-
ducers and consumers. The relationship between them
is two-sided and can be represented in a flow diagram
(see Figure 1.5).

The consumers of goods