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Welcome to
Economics: A Complete
Introduction!


In 2008 the world economy contemplated disaster. Banks were in deep trouble, countries faced economic ruin, and the livelihoods of hundreds of millions worldwide were threatened. Suddenly, economic problems were again at the heart of public debate and no longer confined to classrooms, business seminars, or finance ministries.


As somebody with a PhD in economics, who has taught the subject for 30 years in schools, colleges and universities, and worked as an economic adviser to government, it might seem that I should have welcomed this development. Matters I had long studied were no longer the preserve of economists but were being discussed regularly in the media, workplaces, pubs, and perhaps even the gym.


Yet I did not see it that way. What had happened was a failure. Economists had made grievous errors. In the worst cases, we had forgotten lessons learned in the past and repeated mistakes made by previous generations. Instead of a triumph, the focus on economics felt more like an embarrassment.


This book represents a response to those events. I would like people who know of economics only from the failures of 2008 also to know of its successes and the insights it provides. Gaps in economic knowledge persist, as the 2008 crisis spectacularly demonstrated. But, I believe, economics still promotes progress in human societies. And, in my view, the more who know about economic ideas, the less likely we are to repeat past mistakes.


I hope this brief, introductory book shows what the subject can offer, stimulates interest in economic affairs, and promotes a continuing study of economic thought. I also hope that you, dear reader, enjoy the book.


Thomas Coskeran
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Introducing economics


Defining economics


Let us start at the heart of economics: the universal belief among economists that human beings have insatiable or infinite wants, are never satisfied with what they have and always want more. This belief is not based on scientific evidence or testing. Economists assert it as true. They are unlikely, though, to be the only ones holding it. Many parents probably share this view of human nature after spending so much time explaining to their children why they cannot have all they want.


Yet this take on people, even if shared by non-economists, can give economists a bad name. It suggests a jaundiced view of human beings as selfish, and is apparently confirmed by economists’ notion of ‘economic man’, a person who is selfcentred and always out to get the best for him or herself.


Insatiable wants need not, however, imply selfishness. We might want more for others and never be satisfied with what they have had given to them, which is a much more positive view of human beings. But, whatever our wants, whether for ourselves or others, experience suggests that believing we are insatiable is reasonable.


Despite granting that people might consider others, economists usually do think (although not always) that people want things for themselves. Economists accept that people can be concerned for others and most economists, if not all, would argue that they care for their fellow human beings. The difficulty is that economists have found they can better predict people’s actions by assuming they are self-absorbed. We might consider the economist’s view a triumph of experience over hope.


Humanity’s insatiable wants seem an odd starting point in a book about economics but they are central to the subject because of a harsh reality. The earth lacks the resources to satisfy these wants. The earth’s resources are, in the term used by economists, scarce. Although a few might be in enough supply to satisfy all wants, such as the air we breathe, they are the exception of ‘free goods’ which prove the rule that most resources are scarce.


[image: image] Economic and free goods


We can divide goods into economic goods and free goods. Any good that is scarce is an economic good. A free good is in enough supply to meet every imaginable human want. But goods that people do not pay for are not necessarily free. The NHS in the UK is free to users but for economists it is not a free good. Scarce resources are used in providing health care making it an economic good.
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The earth’s resources


Economists divide the earth’s scarce resources into four factors of production: land, labour, capital and enterprise. They are combined to produce goods and services people want. A good or a service satisfies a human want. Apples and Ferraris are goods; haircuts, music concerts, and taking an economics course at university are services. For each example, when the good or service is supplied a human want is satisfied and production has taken place.


[image: image] The factors of production



Land – resources provided by nature, such as oil and, yes, land. In economics, land includes the sea, a good example of economists giving a familiar word a different meaning



Labour – those available to work



Capital – goods used when producing other goods, for example buildings and machinery



Enterprise – those who, as entrepreneurs, combine the other three factors to produce goods and services
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The economic problem


Insatiable wants, combined with scarce resources, create a problem for human societies. If we cannot have all we want, we must choose how to allocate our scarce resources. This is the economic problem and economics is the discipline that studies how to tackle it. If all wants could be satisfied, or if resources were unlimited, the economic problem would disappear, no choices would be required and the subject of economics would be unnecessary. But these conditions do not exist.


[image: image] Production …


… is any activity that satisfies a human want. If you bake a cake for your mother’s birthday, you are engaged in production, even if you are not paid for it (which, presumably, you would not be). It is the satisfaction of a want, not receiving a payment, that makes your cake-baking production.
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Instead, economists study the economic problem to ensure that societies make choices which get the most from the available resources. Some wants will be unsatisfied, given the earth’s limited resources, but we should try to satisfy as many as possible. Failing to maximize the potential of existing resources would be wasteful.


John Maynard Keynes (1883–1946), arguably the most important economist of the twentieth century, had this idea in mind when he described economists as ‘the trustees not of civilization but of the possibility of civilization.’ By minimizing the effects of the economic problem economists create conditions that allow for a civilized life.


In these terms economics is a noble calling. Ensuring a society makes the most of its resources, means economists help people to enjoy better lives. If we are excessively concerned about material needs, such as having to feed and clothe ourselves, we cannot enjoy the important things in life. Economists can minimize these concerns by understanding the choices to be made and how best to make them.


What economics is not


Economics is a subject that attracts misconceptions. The first is that studying it makes people rich. But the discussion above shows it has other aims. Rather, as the old joke has it, economics might not make you rich but at least you understand why you are poor. Another common confusion is that economics is about money. Economists do study money as a topic (see, for example, Chapter 10 in this book), but only because it addresses the economic problem. Nor will knowledge of economics make somebody successful in business. They might be better at business, but economics alone does not provide the skills needed for success.


Economics does, though, help us to understand human societies. At all times and in all places societies must decide how resources are allocated. And how they make these choices is central to how people live. Economics helps us to think differently about social questions and applying the economist’s approach challenges conventional wisdom in many areas of human behaviour.


[image: image] Xenophon


Concerns about the economic problem in human societies have been around for centuries. The Greek philosopher, Xenophon, wrote Oeconomicus in the fourth century BC. His book was mainly concerned with the problems of running a household, but in discussing these he raised issues familiar to modern economists, such as efficient use of resources, trade, and the division of labour.
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The economy


The choices that the economic problem requires societies to make are:


•  which goods and services to produce with the available resources;


•  who receives the goods and services produced; and


•  which factors of production are used to produce them.


A country’s economy, such as that of the United Kingdom, is the system through which these choices are made. Economists establish how economic choices should be made, propose ideas on how to make them, and outline how different possible approaches affect the economy. But economists do not make the choices. Their role ends once they have formed ideas and proposed an action. After that, humility requires they leave decisions to others.


Somebody, though, must make the choices. Economists specify three principal groups or sectors that do this in the economy. We ignore for now a fourth: overseas residents. Economists often simplify a discussion like this to concentrate on the central features of a problem. Omitting the overseas sector leaves the basic argument unaffected, although it is considered later in this book.


The first of these sectors comprises consumers or households. Household is the term for a group of consumers, such as a family, who participate in the economy as though they are a single consumer. Consumers make choices about the goods and services they buy to satisfy their wants. Anybody buying this book (or deciding to consume it, as an economist would say) made such a choice.


The second sector comprises producers or firms that are the form of organization often used by producers. The sector produces some of the goods and services consumers buy. Producers make choices about how many people to employ, which goods to produce, and whether to buy new machines or buildings to help them produce. The large and small businesses that form this sector are well-known. We buy and use their goods and services and we might even work for one.


The third sector is the government or state. It includes national and local government, public corporations owned by the government that produce goods and services, and executive agencies that are independent of government but financed by them. The government sector decides which of society’s scarce resources it should use to provide goods and services to the other two sectors. These include health services, education, defence, and transport. The government usually obtains its resources from taxes but sometimes by charging consumers and producers for the goods and services. The government also passes and frames the laws by which the economy operates. In that sense, the government is both a player in the economy and the referee.


Each of us participates in the economy in one or more of these sectors. Some can be involved in all three, such as a businesswoman who is a local councillor. But however we participate, we all have an idea of how the economy works. We know some of its rules, even if we have not thought about them in detail. Studying economics allows us to do this systematically.


Economic systems


Economists have identified two ways to organize an economy: the market economy and the planned (or command) economy.


In a market economy, decisions of consumers and producers determine how scarce resources are allocated. We spend much of this book considering how market economies work. In a planned economy the government decides how to allocate resources. Whichever system is used, the economic problem remains and choices must be made.


[image: image] The market economy


The system in which producers (firms) and consumers (households) solve the economic problem by voluntarily exchanging goods and services with each other for their mutual benefit.
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In reality, neither exists in its pure form. Real economies combine the two. For example, the United States is often described as a market economy. But the government still allocates some resources, such as deciding the size of the country’s defence forces. Similarly, the former Soviet Union, often quoted as an example of a planned economy, contained features of the market economy, such as peasant farmers selling their own produce.


Although all economies are mixed, they differ in the nature of the mix. The United States relies on the market economy while others, like North Korea today, emphasize the planned. We can place a national economy on a spectrum, at one end of which is the pure market economy and at the other the pure planned economy. Figure 1.1 illustrates the idea and places some real economies along the spectrum.


[image: image]


Figure 1.1   A spectrum of economies


Classifying economies like this shows how economists work. Neither type of economy exists in reality, but identifying them creates a framework economists can use when seeking to improve how the economy works.


For example, the United States is the world’s largest economy. We might conclude this is because it relies on the market economy rather than the planned and then propose that all economies should become like the United States so they too become bigger.


By identifying ideal types and comparing them with reality, economists suggest how an economy might work better. While creating and understanding idealized models of how an economy works can seem pointless to non-economists, for economists it is central to their work.
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The theory of economics does not furnish a body of settled conclusions immediately applicable to policy. It is a method rather than a doctrine, an apparatus of the mind, a technique of thinking, which helps its possessor to draw correct conclusions.


John Maynard Keynes (1922)
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Positive and normative economics


A question often asked is whether economics is a science. To answer it, we must first define a science. It is a subject that allows positive statements which can be proved or disproved by checking them against facts. If economics is a science, economists should be able to make positive statements about the economy.


In positive economics, economists believe they can. They regard themselves as scientists seeking the truth, that they will ultimately find, about how to organize the economy. Their work leads them to a clear statement of how best to organize the economy. This view of an economist as an impartial observer of the economy links economics to the natural sciences, such as physics and chemistry.


[image: image] Economic experiments


Some economists perform experiments in laboratories, an approach matching that of the natural sciences. These experiments aim to discover how people react in different economic situations. Their reliability is questionable, but economics experiments have provided valuable insights, especially into consumer behaviour. These include the idea that consumers dislike losses much more than they like gains.
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A problem with positive economics, however, is the difficulty of using experiments to test and confirm positive statements, as happens in the natural sciences. Economists do not have the chance to verify another economist’s statement as a chemist might repeat a laboratory experiment to confirm results a colleague obtained. The economy cannot be re-run every year under different conditions to test different statements.


For this reason, economics is defined as a social science alongside subjects such as politics, sociology and anthropology. All are disciplines that study human behaviour, albeit from different perspectives. And all attempt to apply the positive methods of the natural sciences while recognizing the limits of doing so when studying the often random behaviour of human beings. Seeing economics as a social science acknowledges a limit to how far economists can deliver clear-cut results about the nature of economic activity. As economists have often failed to understand economic events, this cautious approach is probably correct.


That does not, however, imply failure. Scientists in subjects like physics are increasingly discovering that they cannot solve the problems they study with positive science. Reaching definitive conclusions based on experiment and observation might be unattainable. Physicists studying the universe’s origins face the same problems as economists in being unable to test ideas. But the uncertainties of economics are arguably part of its appeal. As long as debates about how economies work cannot be resolved using positive methods, economics will challenge and excite those studying it.
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(E)conomics consists largely of making explicit ideas which appeal strongly to commonsense and which are already held in a vague sort of way. This is a necessary step, because loose thinking about vaguely formed ideas is a quick route to error in economics. Furthermore, the jargon, the single word or phrase given to the common-sense idea becomes necessary in the interests of brevity of expression as the subject is built up.


R. G. Lipsey (1983)


[image: image]


Positive economics contrasts with normative economics. Normative statements about the economy are based on a person’s moral beliefs or value judgements. These statements are unsupported by evidence and can be neither proved nor disproved. They usually contain the word ‘should’ or ‘ought’, although not necessarily. Often they reflect opinions about how to organize the economy rooted in moral, religious or political beliefs and not economic argument. When an economist makes normative statements, which they are entitled to do as individuals, they act outside their professional capacity.


An example of how normative and positive economics are related occurs when economists work in government. A policy objective is a normative statement of a policymaker’s desired goal, which might be cutting unemployment from eight to four per cent, because everybody should have a job. Given this value judgement, the economist uses positive economics to show how best to achieve the cut. Ultimately, the economist’s mantra has to be to accentuate the positive, eliminate the normative.




Microeconomics and macroeconomics


When studying the economy, economists distinguish between microeconomics and macroeconomics. In microeconomics, economists analyse how individual consumers and producers behave. This includes examining how they interact with one another in markets. In contrast, in macroeconomics economists study the economy as a single entity.


[image: image] Political economy


For much of the nineteenth century a subject called economics did not exist. Instead, there was political economy. This had a normative character and political economists would discuss ethical and moral issues as well as economic.


The change to a positive approach began in the 1870s and has continued to this day. With the change came the subject’s new name of economics.


Today, the term political economy refers to that part of economics which studies: how different groups pursuing their own interests influence the economy; how these groups shape economic policy; how different economies organize production and consumption with different institutions; and the effects such institutions can have.
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This division of the subject is important. Most introductory books on the subject, including this one, and most courses in schools, colleges and universities are organized around the two headings. And professional economists tend to view themselves as specialists in one or the other. Even so, understanding both is important as the line between the two can become blurred. In particular, economists have wanted to understand the microeconomic foundations of macroeconomics. We cannot properly appreciate how the economy works as a whole unless we can relate that to how individuals behave in the economy.
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	Microeconomics and macroeconomics










Micro is Greek for ‘small’; while macro is Greek for ‘large’. Microeconomics studies households and firms or the small parts of the economy. Macroeconomics studies the entire or ‘large’ economy.
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Economic theory


Those new to economics are often bothered by the emphasis on studying economic theories that relate little to how economies work in practice, appear highly abstract, do not describe how people behave and are unlike the world that people themselves experience.


Unease over economic theory can arise from the belief that economics is about describing the economy. It is not. Instead, economics is a subject that aims to discover how the world might be different. We have already seen an example of this when defining the two main economic systems. Neither exists in reality, only as ideas designed to help us think about improving the economy.


From this viewpoint, economists are idealists that reject the world as it is and hope to improve it using their theories. Idealism might seem unhelpful, given that economists are meant to be tackling problems rooted in the ‘real world’. But a practical by-product of this approach is that governments and other large organizations value economists as problem-solvers whose training causes them to reflect on how the world could be changed.


[image: image] Economic theory


Economic theory attempts to capture the main features of an economic relationship without describing it in detail. An example is the economic theory that as wages rise workers will work more. While higher wages might not be the only reason workers work more, they are important enough to help economists understand how workers behave.
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The economist Milton Friedman (1912–2006) suggested that economists should judge a theory by how accurately it predicted. Whether it matched reality was irrelevant. Indeed, because Friedman thought simple theories were best, he thought most theories would be unrealistic. But a lack of realism can be ignored if a theory predicts well. Friedman’s view has been contested but remains influential.


In this book we meet many economic theories, some (if not all) of which might, at first, seem highly unrealistic. But the theories exist because economists have tried and tested them and found them valuable for understanding how the economy works and for delivering consistently good predictions about the future.


[image: image] Understanding theory


To understand a theory’s value, even when it is unrealistic, consider a sequence of words:


economics ordinal diminishing


and then identify the next word in the sequence.


To find the word, we must find a link between the three words in the sequence. We need a theory that explains why one word follows the next. Examining the sequence and, possibly, describing the words in it might help us derive a theory, but description alone will not help to predict the next word.


Economists think about the economy like this. They examine it not to describe it, but to help them derive theories. They then use the theories to explain what has been happening in the economy and to predict the future. Doing either is more valuable than any description.


Returning to our problem, we note that the third letter in ‘economics’, the first word, is the first letter in ‘ordinal’, the second word. Similarly, the third letter of ordinal is the first letter of diminishing, the third word. We have a ‘theory of the third letter.’


Based on this theory, which we have derived from observation and some limited description, we could now predict the fourth word. It should begin with the letter ‘m’, so we might predict the word marginal. Our theory provides a prediction. A description of the sequence could never do this. For predictive purposes, theory trumps description every time.
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Why do economists disagree?


Economic theory helps to explain why economists often disagree in contrast to, say, two chemists who, when asked about the likely result of a chemical reaction between different substances, will give the same answer. But ask two economists about the economy and two different answers are likely. It infuriates many politicians seeking economic advice and has given economists a poor reputation for making forecasts. At any given time, it is suggested, somebody wanting an economic forecast will have as many forecasts as there are economists available. It can seem that the recipient of the forecasts must decide which is correct.


One reason such differences occur is because theory only provides part of the answer. In the case study above, the prediction, based on a ‘theory of the third letter’, was that the next word in a sequence would be ‘marginal’. Yet somebody else, using the same theory, could reasonably have predicted ‘managerial’, ‘mystery’ or ‘mercury’, all of which fit the theory. Economists can disagree, even when using the same theory, because theory does not describe the future precisely.


Disagreement can also arise when theories, for reasons usually unknown at the time, cease to predict well. This happened during the world financial crisis that dominated the news in 2008 and 2009. Only a few economists predicted the crisis and this led to a dispute about what had happened and, importantly, why the crisis was not predicted. The dispute reflected disagreement about which theory economists should have used. Those who correctly predicted the crisis used different theories that now seem to explain recent events. They will replace the older, now discredited, theories until perhaps they, too, cease to predict accurately.


Such change is usual in economics. Economists must constantly review theories in the light of experience. In doing so, they will disagree about explaining events and what they imply for the future. And in the absence of a clear theory economists must find new theories with which to understand the world. The search for these is one of the subject’s fascinations.


[image: image] Economists and forecasting


Forecasting errors made by economists regularly inspire mockery. For example, a well-known joke goes: ‘Why is there economic forecasting? Because it makes astrology respectable.’ It is easy to agree that not only is this hurtful to economists, it is a bad joke.
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Disputes among economists can also occur because of different schools of economic thought. The economics in this book is drawn from the ideas of the neo-classical school. Although the mainstream school, to which most economists belong, it represents only one branch of economics. Economists with different viewpoints, the heterodox schools of thought as they are called, use different theories when analysing a problem from those used by economists in the neo-classical school. They are also likely to offer different explanations and predictions.


Examples of these schools include the Austrian school, institutional economics, Marxist economics and New Classical economics. It would take another few books to give these other schools proper attention, so they are not discussed here. But recognizing there are ideas about the economy besides those of the neo-classical school is important.


[image: image] Neo-classical economics


Neo-classical economics is the school of economic thought principally taught to students in schools, colleges and universities. Its main focus is on how producers and consumers interact in markets and how prices are determined by markets.
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We must acknowledge that economists do disagree, and sometimes the disputes are spectacular in their ferocity. And yet the reasons for the differences are usually small. Economists agree about far more than they disagree and often use the same theory to analyse a problem, but how they interpret the detail differs. When next you see or hear economists disagreeing in public, please try and remember this!


Key economic concepts


This introduction concludes with four key concepts that mark out economics from other subjects. Applying them with confidence is a sign of a competent economist. Used well, they give insights unavailable from other subjects.


OPPORTUNITY COST


Scarcity implies that when we use a resource we could have put it to another use. For example, if a government decides to build a hospital, insatiable wants mean that it has given up other opportunities. The government could have built a school or a road or done any of an infinite number of other things. The next best among these is the opportunity cost of the hospital.


The same applies to a person’s time. At any time, whatever a person is doing, they could be doing something else. Their next preferred option is the opportunity cost of their time. Any good that has an opportunity cost is an economic good. Opportunity cost is vital for economists as it highlights scarcity and choices that must be made. It is more important to them than the financial or money cost of a good.


THE MARGIN


Economists maintain that people decide based on the next event or ‘at the margin’. For example, a consumer wondering whether to buy a cup of coffee thinks only of whether they will enjoy drinking the next, or marginal, cup. The benefit they receive is the marginal benefit. It is hard to overstate how important the margin is as a concept in neo-classical economics, the school of thought where it originated.


THE COST-BENEFIT PRINCIPLE


The cost-benefit principle states that people make decisions by weighing the costs and benefits of an action. If benefits exceed costs, people act; if costs exceed benefits they do not. When economists talk of people being rational, they mean that they are adopting this principle.


[image: image] Rationality


Rationality in economics means adopting the cost-benefit principle. The word, though, creates difficulties. When economists argue an action is rational, it suggests that anybody disagreeing must be irrational, and who would want to be thought that? Being aware of how economists give meanings to words that differ from everyday usage is important, especially when it cuts off valid arguments about decisions.
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The principle connects with that of the margin. The consumer thinking about buying a cup of coffee compares marginal benefit from the coffee with the marginal cost, usually the price they must pay. The decision to buy, economists think, is made using the cost-benefit principle. This might not describe how consumers buy cups of coffee but remember why we have theory.


Adhering to the cost-benefit principle, economists argue, ensures a society makes the most of its available resources. By not making choices where costs exceed benefits, and sticking to those where benefits exceed costs, we will be as well off as possible. It is a valuable principle with which to confront the economic problem.


EQUILIBRIUM


Economists use the idea of equilibrium in both microeconomics and macroeconomics. The concept comes from physics where it refers to situations in which all forces are in balance and nothing changes. Economists give it the same meaning. When equilibrium exists in an economy, only a change shocks the economic system from its equilibrium to a new one. We will see in this book how economists spend time identifying where equilibrium occurs and examining how shocks disrupt the equilibrium.


Conclusion


That, then, is economics. The subject of scarcity and choice, a noble calling conducted by idealists seeking to change the world for the better, even if, occasionally, they disagree with one another.
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For all their quarrelsomeness, economists know a lot. Some of it is obvious, the common sense of adults, such as that many things are scarce and that therefore we can’t have everything. The postulate of scarcity is what makes economics hard to teach to young adults, who believe they live among the blessed.


D. McCloskey (1994)
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This picture is at odds with the often-quoted description of economics as the ‘dismal science’. But that label is associated with ideas promoted by the classical school of economic thought that prevailed in the nineteenth century. However, like many areas of human endeavour, economics has advanced since then. So in this book, we ignore outdated portrayals of the subject and stress how economics helps to tackle social problems and ensure society takes best advantage of its resources. We now address that agenda.
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  1    A good’s opportunity cost is:


        A     the total money cost of the factors of production used to produce it


        B     the alternative good that the factors of production could have produced


        C     the cost to the entrepreneur of the workers who produced the good


        D     the chance that the good benefits those who buy it


  2    Which of the following is a normative statement?


        A     unemployment should be reduced


        B     the price of coal is £20 per kilogram


        C     the inflation rate is 3%


        D     the market system is one way for societies to solve the economic problem


  3    In a planned economy the economic problem is mainly addressed by:


        A     applying the market system


        B     the wants of households and firms


        C     the government


        D     the price mechanism


  4    Scarcity means that:


        A     consumers cannot buy anything


        B     human wants exceed the earth’s finite resources


        C     the government can choose to tax firms and households


        D     employing factors of production is pointless


  5    Economic theory:


        A     describes the economy


        B     helps economists in understanding economic events


        C     helps businesses to reach their productive potential


        D     allows economists to show their intellectual superiority


  6    Neo-classical economics is the school of economic thought that:


        A     emphasizes the economic analysis of ancient Greek philosophers such as Xenophon


        B     uses the planned economy as a blueprint for tackling the economic problem


        C     studies the market’s role in tackling the economic problem


        D     is primarily concerned with how the government’s planning mechanism operates


  7    Which of the following best illustrates the economist’s concept of the margin?


        A     the benefit received from attending every home game played by your favourite football team


        B     the benefit received from attending the last home game played by your favourite football team


        C     the cost of building the stadium where your favourite football team plays


        D     none of the above


  8    A government’s decision to buy a new aircraft carrier best illustrates the economic concept of:


        A     the market


        B     equilibrium


        C     the margin


        D     opportunity cost


  9    Economists avoid normative statements because:


        A     they have no views on moral or ethical matters


        B     no agreed framework of moral values exists to which they can refer


        C     economic issues are not moral questions


        D     they have no authority to pronounce on moral or ethical matters


10    A consumer pays £100 to buy a ticket to attend the opera. What is her opportunity cost?


        A     £100


        B     £100 minus any benefits she might receive from being at the opera


        C     the other things she could have bought with the £100


        D     being able to avoid the queue at the ticket office on the night of the performance
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1  When people use the National Health Service in the UK for health care, their treatment is normally free. But the NHS is an economic good. To confirm that resources are scarce, go to the NHS website, www.nhs.uk, and find out which treatments patients must pay for. Then visit the website www.maryfreebed.com/About-Us/Patient-Visitor-Information/PatientFinancialServices. You will see how, in the United States, the scarce resource health care is treated as a market transaction, which has a price on it. The two systems also show the contrast between the market and the planned economy.



    Why do you think the two countries have different approaches to providing health care?



2  One of the few famous female economists, Joan Robinson, (1903–83) once said: ‘The purpose of studying economics is not to acquire a set of ready-made answers to economic questions, but to learn how to avoid being deceived by economists.’ Why do you think she said this?



3  Go to the website, www.nobelprize.org/nobel_prizes/economics/laureates/. You will see a list of economists who have won the Nobel Prize since it was first awarded in 1969. Select any five and see why they won it. Explain how their work fits with the idea that economics is a social science concerned with allocating scarce resources among infinite human wants.
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Part One


Microeconomics




2


How markets work


Introduction


Humans have achieved much that has contributed to our success as a species. The most significant of these achievements is a matter for debate. It could be discovering fire, inventing the wheel, steam engine and computer, or exploring space. But ask an economist and they are likely to identify the social arrangement called the market.


An economist with an artistic outlook might point to the market’s aesthetic qualities as engineers refer to those of, say, a suspension bridge. They might marvel at the inherent beauty of a system that ensures people co-ordinate their activities without coercion or instruction and in which everyone participates out of self-interest. But even though individuals in a market pursue their own interests the final outcome is in everybody’s interest. As Bernard Mandeville (1670–1733), an early economist, put it, there is private vice but public benefit, a feature which just enhances how wonderful the market is.


And yet at its core the market has a simple idea. People exchange goods and services they produce and consume out of self-interest using the prices attached to the goods and services to help their decision-making. And prices tell people what they need to know about a good. In this way, the market helps them to satisfy their material wants.


Like many of humanity’s best ideas, the invention of markets cannot be attributed to any individual or group of individuals. Its origins are lost in the fog of history. But while economists did not invent the market system it has fallen to them to analyse it and explain how it works. This chapter outlines some of their conclusions.


[image: image] What’s in a name?


The market economy goes under various guises: the market mechanism, the price mechanism, the market system, the free enterprise system, laissez-faire, and capitalism. But they all refer to a system that is supposed to produce the best for society by allowing individuals to pursue their own, often selfish, interests.
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Properties of the market


Economists suggest markets have the following features:


•  Consumers want to buy (or demand) goods and services from producers who are prepared to produce (or supply) them.


•  Both consumers and producers pursue their self-interest (they are all ‘economic man’)


•  Goods and services have prices usually denominated in money.


•  Demand and supply determine prices.


•  Prices inform everyone how scarce goods and services are. The lower a good’s price, the more abundant it is; the higher the price, the scarcer it is.


[image: image] Market locations


Markets occur where consumers and producers interact with each other. It can be, but does not have to be, a physical location. Markets can form on the telephone, the internet, or through mail order.
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The importance of prices in markets has caused economists to think carefully about them. Through this process they have concluded that prices are determined by the forces of supply and demand. In considering how markets work, we examine each of these forces separately before combining them to show how economists think prices are set. We consider first the nature of demand.
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The existence of a free market does not of course eliminate the need for government. On the contrary, government is essential both as a forum for determining the ‘rule of the game’ and as an umpire to interpret and enforce the rules decided on.


Milton Friedman (2002)
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Consumer demand and price


Demand is the amount of goods and services that consumers (or households) wish to buy in a particular time period. Consumers buy goods and services to try and maximize their own benefit or ‘utility’, as economists call it.


Economists maintain that demand for a good depends on:


•  The price of the good itself


•  The prices of other goods


•  Consumer incomes


•  Consumer tastes.


The good’s price is extremely important. Economists suppose that as price changes, quantity demanded also changes, an idea illustrated in economics by the demand curve. Figure 2.1 is an example. These curves show an idea with which we are almost certainly familiar. If goods get cheaper we buy more.
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Figure 2.1   The demand curve


[image: image] Supply and demand


‘Teach a parrot the terms “supply and demand” and you’ve got an economist’ (Thomas Carlyle). But it was Carlyle who thought economics a dismal science, which is clearly untrue, so we can ignore his implied insult.
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The demand curve can represent either an individual consumer’s demand or that for all consumers in a market. In this chapter, we consider the demand for all consumers in the market but in Chapter 3, we examine an individual consumer’s demand. The market demand curve is the horizontal sum of individual demand curves. That is, at each price we sum the demand of every consumer to give the total market demand.


The link between price and quantity demanded can also be presented in a demand schedule as in Table 2.1


Plotting the values from Table 2.1 on a graph produces the demand curve. Normally, however, economists are happy to use demand curves that sketch the link between price and quantity demanded without being exact depictions of that link.


[image: image] The demand curve


The demand curve illustrates the relationship between price and quantity demanded by consumers. It shows that as goods become cheaper people buy more of them.
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Table 2.1   A demand schedule for smartphones


[image: image] Mathematics and economics


A curve like the demand curve allows economists to use mathematics. By assuming the curve is a straight line, we could represent it with a mathematical equation instead of a diagram. In advanced economics, mathematics has become the language economists use to express ideas in both microeconomics and macroeconomics. This book does not present economic ideas mathematically. We can gain a good understanding of the subject without mathematics. But higher study of economics does require mathematical competence.


Economists have, though, an uneasy relationship with mathematics. We see this in the portrayal of the demand curve. As quantity demanded depends on price, to be mathematically correct, the demand curve should be drawn with quantity demanded on the graph’s vertical axis and price on the horizontal axis. But, as we have seen, economists have price on the vertical axis.


Views differ on why economists make this error but Alfred Marshall (1842–1924), the economist credited with popularizing these curves, is often blamed. It can upset mathematicians new to economics but if mathematics is not your favourite subject, you might be starting to feel at home among economists.
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Shifting demand curves


Shifting the demand curve illustrates the other factors that affect demand.


The prices of other goods shift the curve in two possible ways. First, if other goods are substitutes, or alternatives to the good, a change in price of the other goods affects demand by changing the relative price. For example, if an android smartphone is seen as a substitute for an iPhone and iPhone prices increase, we would expect demand for android phones to rise. Consumers switch to them because they have become relatively cheaper. Similarly, the demand for android phones could fall if iPhone prices fall. But if consumers think the iPhone is unique, none of this happens. The impact of other price changes depends as much on consumers’ perceptions of products as on the nature of the products themselves.
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Table 2.2   A demand schedule for smartphones


Goods can also be complements, or goods consumed together. For a smartphone, this might be apps used on the phone. If the price of apps rose significantly we might expect demand for smartphones to fall if a primary reason for having a smartphone was using apps on them.


In both examples the good’s price remains unchanged. But demand changes because another good’s price has changed. If we consider a demand schedule for a smartphone where the price of a substitute, the iPhone, has risen, the change in demand shown in Table 2.2 would result. As the table suggests, demand for smartphones has risen at every price. On the demand curve diagram this is shown by plotting new values for quantity demanded against each price, as in Figure 2.2. The demand curve before iPhone prices rose D1, has shifted rightwards to D2. The shift has happened because of the increased price of a substitute. And the curve would shift to the left if the price of iPhones fell and demand for smartphones fell at every price.


[image: image]


Figure 2.2   The demand curve for smartphones shifts to the right
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Figure 2.3   The demand curve shifting to the left


Similar effects occur when a complement’s price changes. Figure 2.3 shows a demand curve shifting to the left from D1 to D2 as demand falls following a rise in the complement’s price.


We can now distinguish between two different movements: those along the demand curve, and those due to shifting demand curves. Movements along the curve are caused by changes in the good’s own price. Shifts of the curve are caused by what economists call ‘other things’: the price of other goods, income and tastes.


A demand curve suggests demand depends on the good’s price, ‘other things being equal’. This famous expression used by economists suggests that if any of the ‘other things’ do not remain equal and change, the demand curve shifts and a new relationship between price and quantity demanded results. But each demand curve is drawn assuming that ‘other things’ remain unchanged.


Changing income and tastes


We can apply the same approach to demand curves if consumer incomes change. At every price we would expect that a consumer could afford more of the good. The demand curve would, therefore, shift to the right as in Figure 2.2. And if income fell it would shift to the left as in Figure 2.3. These outcomes apply for most goods, which economists call normal goods. Smartphones are in this group.


Some goods, though, are not normal because as income rises, demand for them falls. An example of such a good might be a cheap, simple, phone. When income rises people can afford to switch to a smartphone and so their demand for simple phones falls. Other examples include margarine, shoe repairs and dry-cleaning services. Consumers of these switch to dearer alternatives as income rises. Changes in income shift the demand curve for such goods, which economists call ‘inferior’ goods, in the opposite way to normal goods.


Finally, ‘tastes’ affect demand. For economists, these are influences on demand that include the personal preferences of consumers, social norms about which goods to consume, cultural influences on demand such as fashion, and advertising and marketing. Changes in any of these can shift the demand curve. If, for example, a good becomes fashionable because a celebrity has used it, we might expect the demand curve to shift to the right. Equally, bad publicity for a good, such as a health scare that put off consumers from buying it, would shift the curve to the left.


Determining supply


The analysis of supply mirrors that of demand. As with demand, economists use a diagram to present the way producers react to prices in a market. The supply curve has the same axes as those used for the demand curve, which is a useful quality. Figure 2.4 provides an example.
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Figure 2.4   The supply curve


The curve shows that as a good’s price rises the quantity supplied by producers rises. The idea behind this curve might be less obvious than was the case for the demand curve. But a moment’s thought explains its shape. When prices rise selling is more profitable for producers so they increase production to make more profit.


[image: image] The supply curve


The supply curve shows the link between price and the quantity supplied by producers. It slopes upwards to confirm that as prices rise, producers want to produce and sell more.
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As with demand, we can identify a supply schedule, shown in Table 2.3. And as with demand curves, price changes cause movements along the supply curve, or changes in quantity supplied, and ‘other things’ that affect supply cause shifts in the supply curve, or changes in supply.






	Price (£)

	Quantity supplied (number per week)







	1

	12







	2

	22







	3

	34







	4

	47







	5

	61







	6

	80
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Table 2.3   A supply schedule for smartphones


For the supply curve, the other things are:


•  Production costs


•  The price of other goods


•  Technical progress


•  Government taxes and subsidies


•  Natural influences


•  Producer tastes


•  Expectations about the future


If any of these change, costs change. Profits at every price then alter and the supply curve shifts in one of the ways shown in Figure 2.5.
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Figure 2.5   Shifts in the supply curve


[image: image] Profit


Producers make profit from selling goods. Profit is the total revenue from selling the goods minus the total cost of producing them. Total revenue is the number sold times the price of each good sold. So when prices alter profits do as well. Similarly, changes in costs alter profits. Changes in prices and costs, therefore, cause changes in quantity supplied and changes in supply respectively.
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The market


Clearly, demand and supply curves can go on the same diagram, as in Figure 2.6. Where they cross is the market or equilibrium price (Pe). The associated quantity supplied and demanded (Qe) is the equilibrium quantity or output. In equilibrium, the quantity of a good producers will supply exactly matches the quantity consumers want to buy.
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Figure 2.6   The market


What impresses about the market equilibrium, as far as economists are concerned, is that it results without external influence. We can see how this happens by considering what happens if price in Figure 2.6 were P1 rather than Pe.


With price at P1, quantity supplied would equal Q2 and quantity demanded Q1. Output of the good would exceed what consumers want and producers would be left with unsold goods on their hands. To dispose of them producers could cut the price, as happens during sales when retailers wish to sell unsold goods.


As price fell, consumers would demand more of the good and producers produce less. These changes are shown by the downward arrows in Figure 2.6. The process continues until supply and demand are equal at the equilibrium price. The forces causing price and quantities to adjust ensure a price that equates supply and demand and eliminates the surplus, unsold goods.


Similarly, if price were at P2 and quantity demanded exceeded quantity supplied, some consumers would bid up the price they were prepared to pay for the good. Something like this happens when tickets for a concert or sporting event are in short supply and some consumers are prepared to pay above the ticket’s face value. As price rises, producers increase output and consumers demand less until price reaches its equilibrium. Movements along both curves follow the paths shown by the upward arrows in Figure 2.6.


In these situations, the key force driving the market towards the equilibrium price and quantity is consumer demand. When price is too high, producers must cut prices to encourage consumers to buy more. And when it is too low, consumers bid up the price, which encourages producers to produce more. The power consumers are said to have in determining what goods are produced leads economists to talk of consumer sovereignty. Consumers rule the market.


[image: image] Market equilibrium


Price and quantity remain the same in the market until something happens to shock the system out of its equilibrium. In markets, these shocks result from changes in the ‘other things’ that determine supply and demand. Changes in either will alter equilibrium price and quantity in the market.
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The market also ensures an outcome without surpluses or shortages and does so without government intervention. Consumers are prepared to pay the price on offer and producers are prepared to produce the amount required at that price. Neither group is forced to do anything; they pursue their self-interest by responding to the signal sent out by the good’s price. Adam Smith (1723–90) thought they were guided as if by an ‘invisible hand’, a term still often used as shorthand for describing the market process.
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