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ECONOMICS SL chapter one - the foundations of economics



1.1 Scarcity, choice, and opportunity cost SCARCITY AND CHOICE • “One who manages matters relating to a household” in Greek. • Humans have many needs and wants, but the goods and services (non-physical wants) are often limited. There are not enough resources to produce the goods and services. • Scarcity is the situation in which resources are finite but wants are infinite. There are not enough resources to produce everything we need and want. • People have to make choices because they can’t have everything they want. This also makes economics a study of choices. Economics is the study of choices allowing the best possible use of scarce resources in order to best satisfy unlimited needs and wants. BASIC ECONOMIC QUESTIONS • Economies are forced to answer the three basic questions: • What to produce? • What goods and services to produce, and at what quantity? • How to produce? • Economies have to make choices on how to use the different factors of production to produce goods and services. • For whom to produce? • Economies have to make choices about how G/S are distributed to the population. • The first two questions deal with resource allocation, which refers to assigning resources to uses. The third deals with the distribution of income (and output). The amount of output one can buy depends on the income. • Redistribution of income is when the distribution of income or output changes so that some groups receive more/less income/output than before. • A change in allocation is called a reallocation. (Underallocation or overallocation) FACTORS OF PRODUCTION • Land includes natural resources, agricultural and non agricultural land, and everything under or above the land. • Labor is the physical and mental effort that people contribute to the production of goods and services. • Capital (physical) is a produced factor of production used to produce goods and services. Examples include machinery, factories, roads, etc. 1 THE FOUNDATIONS OF ECONOMICS



• Entrepreneurship is a human skill involving the ability to find new ways of doing things. Usually, they combine the other factors and take risks of success or failure. • Physical capital is a factor of production that includes inputs that allow greater production of goods and services in the future. • Human capital includes the skills, abilities, knowledge, and good health of people. It allows an increased output of goods and services in the future. • Natural capital (environmental capital) expands on the factor land to also include natural resources that occur in the environment. Examples include air, the ozone layer, soil quality etc. It is necessary so that people can survive to produce in the future. • Financial capital refers to investments in stocks and bonds. Can also refer to money used to buy such investments. It brings a form of income to the owners OPPORTUNITY COST • The opportunity cost is the value of the next best alternative that is sacrificed so that something else can be obtained. • Example: If I spent 40NT on green tea instead of black tea, and I like black tea second to green tea, then the black tea I didn’t get is the opportunity cost of the green tea. • If resources were limitless, the opportunity cost of production would be 0. PRODUCTION POSSIBILITIES • The production possibilities curve or frontier (PPC or PPF) diagrams the combinations of two goods an economy can produce. • All resources must be fully employed, and used efficiently for the point to be on the curve itself. • Efficiency means that the resources are used in the best way and not wasted. • A point inside the PPF means the economy does not satisfy the two conditions above. • The actual output is the output actually produced, and is always inside the PPF because real world economies have unemployment of resources or inefficiency. • An economy cannot produce outside its PPC. • Scarcity forces an economy to choose what combination it wishes to produce. • Choices involve opportunity costs. • PPCs can be linear or curved. A curved PPC like the graphic above has an increasing opportunity cost. Factors made for one good might not be as efficient for the second good. Linear PPCs have a constant opportunity cost, as factors of production are suited for both goods. 2 THE FOUNDATIONS OF ECONOMICS



1.2 Economics as a social science THE METHOD OF ECONOMICS • Social sciences are sciences that study human society and relationships, and concerned with describing how societies function. Economics deals with human behavior and how we satisfy needs and wants. • Economics uses a social scientific method to predict events. • Make observations of the world and select an economic question. • Identify variables that are important to answer the question. • Make hypothesis about how the variables are related to each other. • Assume. • Test hypothesis to see if predictions fit with what happens in the real world. • Compare predictions of hypothesis with outcomes. • Economics also uses models to represent aspects of the real world, in forms such as diagrams or equations. • Theories explain why things happen and make predictions. Laws are concise statements of events. Models build on theories and laws. • Sometimes, models are used just to isolate aspects of the real world but not explain why they are connected -- they are descriptive models. ASSUMPTIONS • Ceteris paribus is an assumption economists make when trying to understand the relationship between variables. • In Latin, it means “other things equal”, or that other things are assumed to be constant. • In real life, there are other variables that may affect what is being studied. • Ceteris paribus is a tool that economists use to develop hypotheses by isolating variables. • Economic models are also based on rational economic decision-making (rational self interest), which says that individuals try to maximize their satisfaction. STATEMENTS AND TYPES OF ECONOMICS • Positive statements are statements about something objective. Can be true or false. • Can describe something, be a cause-effect relationship, or statements. • Normative statements are statements on how things ought to be. Can’t be true or false. • Positive statements play in positive economics to explain events. • Normative statements are important in normative economics, usually for policy-making. • Macroeconomics studies the economy as a whole to get a large picture. • Microeconomics studies behaviors of individuals in the economy. 3 THE FOUNDATIONS OF ECONOMICS



1.3 Central themes ECONOMIC GROWTH & ECONOMIC DEVELOPMENT • If the quantity of output of an economy increases, there is economic growth. When it decreases, there is economic contraction or negative economic growth. • Economic development is raising the standard of living and well-being of people. • Increasing output and incomes. • Reducing poverty. • Redistributing income. • Reducing unemployment. • Increasing important good/service provision • An increase in economic growth presents a potential of a standard of living increase. Economic development might not follow economic growth, however. • Some people disagree. Should growth be a priority, or should development be a direct priority (because it might follow growth). RESOURCE ALLOCATION AS THREAT TO SUSTAINABILITY • Growth and development usually are achieved to the expense of natural resources, i.e. deforestation or desertification. • Sustainable development is development which meets the needs of the present without compromising the ability of future generations to meet their needs. • When societies develop w/o leaving fewer resources for the future. • Sustainability involves using resources that don’t reduce quality/quantity over time. • Renewable resources. • Many high-income societies use fossil fuels which are detrimental to the environment. In others, poverty causes bad resource allocation. GOVERNMENT INTERVENTION • Two methods to make choices for the basic questions. • Market method - resources owned by individuals or groups. Consumers and firms make decisions by responding to prices. • Command method - resources are owned by the government and they make decisions. • There is no economy that is a pure market economy or command economy. • Mixed market economy - economies based on markets but have some command methods. 4 THE FOUNDATIONS OF ECONOMICS



• Government intervention - methods in a mixed market economies in which the government intervenes in markets. • A market economy can’t operate effectively without intervention. • Economists disagree on how much a government should intervene. • There are two main sides to the disagreement. • Side focusing on the positive aspects of markets: • Markets can work well on their own even with imperfections. • Intervention changes allocation and can cause waste. • Some intervention is necessary, just not in excessive amounts. • Side focusing on the imperfections of markets: • Intervention necessary because of important imperfections. • Markets don’t do a good job of allocating resources. • Government can help allocation and distribution.



Gov’t Intv. Public education Public healthcare Parks and roads National defense Flood control Minimum wage Imports Anti-monopoly Tax collection Income redistribution



CONFLICT BETWEEN EQUITY AND EFFICIENCY • Economic efficiency - making the best use of resources and avoiding waste. Answers what to produce and how to produce. • When achieved, the economy produces the most of a good that society mostly prefers. Involves the first two questions • Equity - idea of being fair or just, but not equality. Answers for whom to produce. • Equality is an interpretation of equity, but there are others. • Equitable that people with high incomes pay more taxes, but not equal. • Aim is not to make income equal, but to enable those with lower incomes to survive. • There is a trade off between efficiency and equity. Achieving equity may cause decreased efficiency. • Some argue that intervention to redistribute income causes changes in work effort, saving, and attitudes.
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