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Preface

TO THE STUDENT

Welcome to this introduction to economics. Whether
you are planning to study economics beyond this level, or
whether this will be your only exposure to this fascinating
subject, we hope that you will find the book enjoyable and
that it will give you some insight into the economy in which
you live and the economic forces that shape all our lives.

Although you have probably never studied the subject
before, you will almost certainly know quite a lot of econ-
omics already. After all, you make economic decisions vir-
tually every day of your life. Every time you go shopping,
you are acting as an ‘economist’: deciding what to buy with
your limited amount of money. And it is not just with deci-
sions about buying that we act as economists. How much
to work (something that students are increasingly forced to
do nowadays), how much to study, even how much time to
devote to various activities during the course of the day, are
all, in a way, economic choices.

To satisty us as consumers, goods and services have to be
produced. We will therefore study the behaviour of firms
and what governs the decisions that they make. How will
the decisions of big businesses differ from those of small
firms? How will the degree of competition affect the extent
to which we gain or lose from the activities of firms?

In analysing economic choices we look at some of the
big economic issues that face us all as members of society in
the twenty-first century. Despite huge advances in technol-
ogy, and despite the comfortable lives led by many people
in the industrialised world, we continue to suffer from vol-
atile economic growth, industrial change and unemploy-
ment and all the insecurity that these bring. We continue to
witness poverty and inequality, and in many countries the
gap between rich and poor has actually grown wider; our
environment is polluted; our growing affluence as consum-
ers is increasingly bought at the expense of longer hours at
work and growing levels of stress.

We live in a highly interdependent world where actions
have implications elsewhere. The banking crisis of the late
2000s and the subsequent effect on economies and the
financial well-being of people, businesses and governments
illustrates starkly how individual choices can have not only
national but global effects.

So what can be done about these problems? This book
seeks not only to analyse these problems but also to exam-
ine the sorts of policies that governments might pursue in
their attempt to address them.

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:

B A direct and straightforward written style; short para-
graphs to aid rapid comprehension. The aim all the time
is to provide maximum clarity.

H A careful use of colour to guide you through the text and
make the structure easy to follow.

B Key ideas highlighted and explained where they first
appear. These ideas are key elements in the economist’s
‘toolkit’. 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. All the key ideas are
gathered together at the beginning of the Glossary.

B Some of the key ideas are particularly important in
affecting the way we see the world: they help us think
like economists. We call these ‘threshold concepts’ and
there are 15 of these.

m Clear chapter-opening pages, which set the scene for the
chapter. They also highlight the issues that will be covered
in the chapter and can thus be seen as ‘learning objectives’.

B Summaries at the end of each section (rather than each
chapter). These provide a very useful means of revising
and checking your understanding as you progress.

B Definitions of all technical terms given at the foot of the
page where the term is first used. The term itself is high-
lighted in the text.

H ‘Pause for thought’ questions integrated in the text. These
are designed to help you reflect on what you have just
read and to check on your understanding. Answers to all
‘pause for thought’ questions are given in MyEconLab.

B A comprehensive index, including reference to all
defined terms. This enables you to look up a definition
as required and to see it used in context.

B An alphabetical glossary at the end of the book. This
gathers together all the defined terms.
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m Plentiful use of up-to-date examples to illustrate the
arguments. This helps to bring the subject alive and puts
itin context.

B Review questions at the end of each chapter for either
individual or class use.

B Answers to all odd-numbered questions are given in
MyEconLab. These questions will be helpful for self-
testing, while the even-numbered ones can be used for
class testing.

B Many boxes (typically four to six per chapter) providing
case studies, news items, applications, or elaborations
of the text. The boxes are of two types: Case Studies and
Applications; and Exploring Economics.

B A comprehensive set of web references at the end of each
of the four parts of the book. Each reference is numbered to
match those in the Web Appendix at the end of the book.

You can easily access any of these sites from this book’s
own website (at http://www.pearsoned.co.uk/sloman).
When you enter the site, click on Hot Links. You will find
all the sites from the Web Appendix listed. Click on the one
you want and the ‘hot link’ will take you straight to it.

B Appendices for most chapters appear in MyEconLab.
These Web Appendices take the argument further than
in the text and look at some more advanced theories.
Whilst none of these is necessary for studying this book,
and many courses will not refer to them, they provide
the necessary additional material for more advanced
courses that still require a short textbook.

Good luck with your studies, and have fun. Perhaps this
will be just the beginning for you of a lifelong interest in
economic issues and the economy.

TO LECTURERS AND TUTORS

This seventh edition of Essentials of Economics is an abridged
version of Economics, 9th edition (John Sloman, Alison Wride
and Dean Garratt). Some passages have been directly tran-
scribed, while others have been extensively rewritten in order
to provide a consistent coverage of the ‘essentials’ of econom-
ics. Like Economics, 9th edition, the book attempts to address
the concerns expressed by many people since the financial cri-
sis that the economics we teach to our students should reflect
the real world and meet the needs of employers.

The book is designed specifically for one-semester courses
in introductory economics. There are 14 chapters (1 intro-
ductory, 6 micro, 5 macro and 2 international), each pro-
viding about a week’s worth of reading. The book is also
ideal for year-long courses that are designed for those not
going on to specialise in economics, or where economics is
only a subsidiary component at level 2.

Naturally, in a one-semester course, or in courses for
non-specialists, tutors cannot hope to cover all the principles
of economics. Thus some things have had to go. The book does
not cover indifference curves or isoquants. The analysis of costs
is developed with only an informal reference to production
functions. Distribution theory is confined to the determination
of wage rates. In macroeconomics, IS/LM analysis has been left
out, as have some of the more advanced debates in monetary
and exchange rate theory. In addition, many passages have
been simplified to reflect the nature of courses on which the
book is likely to be used. The result is a book that is approxi-
mately half the length of Economics, 9th edition.

Suggestions for longer or more
advanced courses

If you want to use this book on more rigorous courses, most
chapters have one or more Web Appendices. These intro-
duce students to more advanced models, such as indifference

analysis, isoquant analysis, general equilibrium in both a
closed and an open economy, IS/LM and IS/MP analysis, the
full money multiplier, and trade creation and diversion. You
can use any or all of them to fit your course.

The book is also ideal for the new economics A-level syl-
labuses of the various boards.

The book as also highly suitable for courses, such as HND,
where the economic environment component is part of a
larger module.

Extensive revision

In bringing economics alive and applying economic ideas
and principles to the real word, the seventh edition of Essen-
tials of Economics contains a great deal of applied material.
Consequently, there have been considerable revisions from
the previous editions to reflect contemporary issues, debates
and policy interventions. In particular, this has meant fur-
ther extensive updating of the macroeconomic chapters.
However, the exciting debates around the discipline and the
teaching of economics have meant a reworking of the micro-
economic chapters too. Specifically, you will find that:

B Many of the boxes are new or extensively revised.

B There are many new examples given in the text.

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

B Economic analysis and debate has been strengthened and
revised at various points in the book in light of economic
events and developments in economic thinking.

B There is further discussion around behavioural econom-
ics and the insights that it offers across both the micro
and macro chapters.

B We have extended the analysis throughout the book
on the significance of financial well-being and balance
sheets on economic choices and outcomes.



B The sections on money and banking, and fiscal and
monetary policies have been further strengthened given
the continuing issues around financial institutions and
the state of governments’ finances.

B We have significantly extended the analysis on the euro
and its future.

B All policy sections have been thoroughly revised to
reflect the changes that have taken place since the last
edition allowing us to consider the array of challenges
that national and global policy-makers face in the
2010s.

B Most importantly, every part of the book has been care-
fully considered, and if necessary redrafted, to ensure
both maximum clarity and contemporary relevance.
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The book also contains 36 ‘key ideas’ and these are high-
lighted and explained when they first appear. These funda-
mental concepts provide a ‘toolkit’ for students. 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. Showing how these ideas can be used in a variety of
contexts helps students to relate the different parts of the sub-
ject to each other. Fifteen of these concepts are given the special
status of ‘Threshold Concepts’. Understanding and being able
to use these concepts, such as opportunity cost, help students
to ‘think like an economist’. Each of these concepts is explained
in detail in MyEconLab.

We hope that your students will find this an exciting
and interesting text that is relevant to today’s issues.

SUPPLEMENTS

MyEconLab for students

MyEconLab provides a comprehensive set of online
resources. If you have purchased this text as part of a pack,
then you can gain access to MyEconLab by following the
instructions to register the access code included on the
enclosed access card. If you've purchased this text on its own,
then you can purchase access online at www.myeconlab
.com. See Getting Started with MyEconLab in the ‘Guided
Tour’ area of this text for more details.

MyEconLab provides a variety of tools to enable you to
assess your own learning. A personalised Study Plan identi-
fies areas to concentrate on to improve grades, and specific
tools are provided to enable you to direct your studies in a
more efficient way.

In addition, there are many other resources in MyEcon-
Lab to support your learning. These include:

B Detailed descriptions of each of the fifteen threshold
concepts and just why understanding and using each
concept helps to transform the way you can approach
the analysis of economic issues.

B Animations of key models with audio explanations.
These ‘talk you through’ the models in an attractive way.
You can stop, start and replay the animations to make
notes and aid your understanding.

B Sloman Economics News: a news blog with news items
added several times each month, with introductions,
links to newspaper and other articles and to relevant
data, questions for use in class or for private study, and
references to chapters in the book. You can search the
extensive archive by chapter or keyword.

B More than 200 case studies with questions for self-study,
ordered chapter by chapter and referred to in the text.

B 25 Web Appendices. As explained above, these take the
theoretical arguments further than in the text and are
suitable for more advanced courses.

B Updated list of over 250 hot links to sites of use for eco-
nomics, with references at the end of each Part of the
book to specific sites.

B Glossary flashcards. These help you to learn and test
your knowledge of all the defined terms in the book.

B Answers to all in-chapter questions.

Answers to odd-numbered, end-of-chapter questions.
B An ebook, which enables you to access the book any-
where with an internet connection.

Note that Sloman Economics News and hotlinks can also
be accessed directly from http://pearsonblog.campaignserver.
co.uk/. See the Guided Tour for more details.

MyEconLab for lecturers and tutors

MyEconLab can be set up by you as a complete virtual
learning environment for your course or embedded into
Blackboard, WebCT or Moodle. You can customise its
look and feel and its availability to students. You can use it
to provide support to your students in the following ways:

B My EconLab’s gradebook automatically records each
student’s time spent and performance on the tests and
Study Plan. It also generates reports you can use to mon-
itor your students’ progress.

B You can use MyEconLab to build your own tests, quizzes
and homework assignments from the question base
provided.

B Questions are generated algorithmically so they use
different values each time they are used.

B You can create your own exercises by using the econ
exercise builder.

Contact your local Pearson representative to gain access.
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Additional resources for lecturers
and tutors

There are many additional resources for lecturers and tutors
that can be downloaded from the lecturer site of MyEcon-
Lab. These have been thoroughly revised for the seventh
edition. These include:

B 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. There are several types of slideshows:

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

- A range of models. Each one builds up in around 20 to
80 screens.

- Customisable 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. They come in various versions:

B Lecture plans with integrated diagrams. These lec-
ture plans include animated diagrams, charts and
tables at the appropriate points.

B Lecture plans with integrated diagrams and ques-
tions. These are like the above but also include
multiple-choice questions, allowing lectures to
become more interactive. They can be used with
or without an audience response system (ARS).

ARS versions are available for InterWrite PRS®
and TurningPoint® (in two TurningPoint versions)
and are ready to use with appropriate ‘clickers’ or
students’ own internet-enabled devices, such as
smartphones, laptops or tablets.

B Lecture plans without the diagrams. These allow
you to construct your own on the blackboard or
whiteboard, or using a visualiser or OHP.

Note that these lecture plans are organised by
chapter for ease of use. It is not intended that the
whole PowerPoint is shown in a single lecture.

B Case studies. These, also available in the student part of
MyEconLab, can be reproduced and used for classroom
exercises or for student assignments. Answers are also
provided (not available on the student site).

B Workshops. There are 14 of these - one for each
chapter. They are in Word® and can be reproduced for use
with large groups (up to 200 students) in a lecture theatre
or large classroom. In A-level classes, they can be used as
worksheets, either for use in class or for homework. Sugges-
tions for use are given in an accompanying file. Answers to
all workshops are given in separate Word® files.

B Teaching/learning case studies. There are 20 of these.
They examine various approaches to teaching intro-
ductory economics and ways to improve student learning.

B Answers to all end-of-chapter questions, pause for thought
questions, questions in boxes, questions in Web Cases and
Web Appendices and to the 14 workshops. As these are
in Word files, you can print them off for students or post
them on your VLE or intranet.
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Economicissues

You may never have studied economics before, and yet traditional and social media are full of stories relating
to the economy and to particular economic issues. Consequently, we are continually being made aware of local,
nationaland international economicissues: whether it be price increases (or sometimes decreases), new products
on the market, the effects of globalisation, interest rate changes, fluctuations in exchange rates, unemployment,
economic recessions, the stability of the banking system or the state of the government’s finances.

An important reason for the interest in economics is that as individuals we are continually faced with economic
problems and decisions of our own. What should I buy in the supermarket? Should I save up for a summer holiday,
or spend more on day-to-day living? Should I go to university, or should I try to find a job now?

Yet while these and other economic issues are relevant to so much that affects our daily lives, the events follow-
ing the financial and economic crisis of the late 2000s have undoubtedly increased the interest in economics and
the views of economists. The magnitude of this crisis and its subsequent effects mean that anybody studying
economics is doing so in incredibly interesting, if not turbulent, times. It also means that there is considerable
debate among economists about the discipline, including questions around the way economists study economic
issues and around the economics curriculum in schools, colleges and universities.

So just what is economics about? In this introduction we will attempt to answer this question and to give you
some insights into the subject you will be studying by using this book.

We will also see how the subject is divided up, and in particular we will distinguish between the two major
branches of economics: microeconomics and macroeconomics.

After studying this chapter, you should be able to answer the following questions:

What is economics about?

What is the central economic problem faced by all individuals and societies?

How can people set about making the best of their limited resources?

What is meant by ‘opportunity cost’? How is it relevant when people make economic choices?
What is the difference between microeconomics and macroeconomics?

How can you represent simply economic relationships in a graph?

How do different economic systems tackle the problem of scarcity?
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We conclude by considering alternative ways in which economies are run. How would they work if all decisions
were taken by the government or, at the other extreme, if they relied totally on the decisions of households and
firms? How, in practice, are individual decisions influenced by the government?

At this point it’s worth drawing your attention to the Economics News site that accompanies this book. You can
access it directly at http://pearsonblog.campaignserver.co.uk/ or from MyEconlLab’s home page, or simply Google
‘Sloman Economics news site’. The site shows how items in the news are related to the economic issues you will
be studying in this book. There are links to newspaper articles, videos, data sources and reports. There are ques-
tions for you to consider and a powerful search feature that lets you browse earlier articles by chapter of the book,
month and keywords.

ENGAGING WITH ECONOMICS

Is economics relevant to me?

Economics provides us with important insights into
addressing not only some of the most important questions
societies face but also much ‘smaller’ questions: ones that
affect all of us. To help illustrate the sorts of questions that
economists analyse we begin with a flight of fancy.

Anisland economy

Assume that we wake up tomorrow charged with running
anisland economy. Once we get over the initial excitement,
we might begin to appreciate it’s not going to be all palm
trees and days by the pool. An economy has people who
need to eat, be housed and will need access to healthcare. It
may have other islands, nearby, who are friendly and want
to trade - or who are not friendly and may want to invade.

Being in charge suddenly seems to involve quite a few
decisions. We have choices to make. What is this island
going to produce so that people can live? Is it going to be
self-sufficient, or to ‘swap’ goods with other countries? How
are people going to know what to produce? How will the
products be shared out? Will they be allocated to everyone,
even those who do not work? What will we do if some peo-
ple are too old to work and haven’t got savings or families?
What should we do if the island bank runs out of money?
How can we be sure that we will have enough resources to
support the people next year, as well as this?

Of course, we are never actually going to be parachuted
in to be in charge of an island, although some of you reading
this book may aspire to go into politics. But the questions
we have posed above are a reflection of the real challenges
countries face. Important choices have to be made. We will
look at the role of government throughout this book: deci-
sions that need to be taken, different approaches to solving
economic problems, and what happens when governments
need to work together.

Economic puzzles and issues

From our discussion of the island economy you will have
gota sense that economists study choices which, in one way

or another, are related to consumption and production -
a theme we will develop further in this chapter. Conse-
quently, economists look at a wide variety of economic puz-
zles and issues. Let’s take a look at some specific examples
which you might find interesting.

A pay rise

Do you work? By which we mean, do you work for money?
If so, note down your hourly pay and how many hours you
work per week.

Let’s assume you are earning £7.50 per hour. Would you
like a pay-rise to £15 per hour? You would? And what will you
do with the extra money you earn? You might go on holiday,
or save more, or perhaps you'll simply go out for an extra
evening per week, or buy nicer food when you go shopping.

But before we start talking about that, we need to go back
to that note of yours. If your rate of pay doubled, how many
hours would you work now? You might work the same
number of hours; you might think it’s worth working more
hours; or, you might decide that you can work fewer hours
and have more time for other things. It’s an interesting puz-
zle for you to think about. You could ask your friends how
they might react in this situation. Perhaps you, or some of
your friends, aren’t working at the moment, but might do
so if higher rates of pay were on offer.

We’ve thought about this from your point of view. Who
else might be interested in the puzzle? Employers are obvi-
ously involved. If they want people to do more work, they
might consider whether offering higher hourly rates will
achieve that. Imagine how annoying it would be if, instead,
people want to work fewer hours, not more. We will see in
Chapter 6 that governments might be interested too.

Information and decision making

One thing that economists spend a lot of time talking and
thinking about is information. We will see in the rest of this
book how important it is when making decisions. And as
you’ve already seen, most of economics is about looking at
decisions. In deciding whether to take a particular job and
how many hours to work, you will need to have all sorts of
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information: rates of pay, what hours are offered, what the
job is actually like, what you’ll have to wear. You can prob-
ably think of at least three or four other things just on this
decision. If you are going to make a ‘good’ decision you
need ‘good’ information.

Of course, having information is going to affect your
decision making: that’s the whole point. So let’s imagine
you are choosing whether or not to see a film that has just
been released. You can get information about the plot, the
actors, the special effects, the rating, etc. You can also read
opinions of critics and reviewers on the quality of the film.
Hopefully all this information will help you decide whether
to spend money and time going to see it. Similarly, you can
get information about many of the other goods and ser-
vices you might want to buy, by talking to friends or family,
researching on the Internet or browsing in shops.

What about a bigger piece of information? Suppose
someone could tell you exactly how long you will live?
Would that be a useful piece of information? How would it
change your decisions every day? Would you behave differ-
ently right away? Does your answer depend on who gives
the information? You might be more inclined to believe a
doctor or scientist than an astrologer!

In practice, no one is going to be able to tell you your
exact life expectancy (to the day). Accidents can happen and
medicine moves on. So the best you could currently expect
is an informed prediction based, usually, on statistical prob-
ability. But such informed predictions about life expectancy
are crucial for insurance companies deciding on premiums.

Information is all around us - in fact, we are said to live
in the information age. So the problem is often not one of
a lack of information, but one of too much and what infor-
mation is reliable. We hope, by reading this book, you will
be better able to assess information and its usefulness for
making economic decisions.

We need to save more. We need to spend more

Puzzles like the two above are concerned with individual
decisions and these are probably the easiest type to iden-
tify. But there are some which apply to a whole economy or
country. The second half of this book, Chapters 8 onwards,

looks at ‘whole economy’ economics, so let’s identify an
issue in that area.

How much do you save? The answer will depend on your
income, your spending habits and probably on something
that’s hard to pin down, but really is about how ‘good’ you
are at saving.

There are all sorts of reasons why saving is a ‘good thing’.
We are living longer and, unless we save more, we may not
have enough to be comfortable in our old age. When we
save, we have a buffer against emergencies. When we save,
we receive interest, which gives us additional income.

All of these reasons can be scaled up to the whole econ-
omy. You have probably heard politicians say that the coun-
try needs to save for the future, especially if we all are going to
live longer. The nation, they argue, needs to reduce its debts so
that we can reduce the interest we have to pay, leaving more
left over for the things people want, such as a better health ser-
vice and better education. And if emergencies arise (the finan-
cial crisis of 2007/8 is a really good example) the country will
be in a better position if banks have plenty of money. It’s also
true that saving by individuals provides a source of funds for
businesses that want and need to borrow for investment.

You might be wondering why this is a puzzle, since it
seems pretty straightforward.

So now let’s imagine the opposite situation where,
instead of saving only a little bit, you saved a great deal of
your income, much more than you do now. Imagine that
you only bought the barest of necessities, grew your own
food, wore the same clothes for years and didn’t buy any
new technology, or even have an occasional night out. You
might have a pretty miserable life.

Now scale this up to the whole economy again. If no one
is spending much, what will happen? Businesses will very
quickly be in trouble. The banks will be full of our savings,
but no one will be borrowing. Spending will therefore be
low and firms won’t be able to make profits. We will have
lots of security in the form of future spending, but an econ-
omy that is in recession and very soon could be in crisis.

Of course this is an exaggerated example. But you can see
the puzzle: saving is good, but so is spending. What should
we do? What should the government encourage us to do?

THE ECONOMIC PROBLEM

What is economics all about?

From reading Section 1.1 you should have got a sense that
economics involves an analysis of decision making by indi-
viduals, businesses, governments and countries. These are
decisions concerned with the following:

B The production of goods and services: how much the
economy produces; what particular combination of goods
and services; how much each firm produces; what tech-
niques of production it uses; how many people it employs.

B 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 particular
individuals choose to buy; how people’s consumption is
affected by prices, advertising, fashion and other factors.

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 soci-
eties. From this one problem stem all the other economic
problems we shall be looking at throughout this book.

This central economic problem is scarcity. This applies not
only in poor countries, but also in the UK, the USA, Japan,
France and throughout the world. For an economist, scarcity
has a very specific definition. Let’s examine that definition.

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 produce only a limited amount
of goods and services. This is because the world has only a
limited amount of resources. These resources, or factors of
production as they are often called, are of three broad types:

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

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

B Manufactured resources: capital. Capital consists of all
those inputs that have themselves been produced in the
first place. The world has a limited stock of capital: a lim-
ited 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
virtually unlimited, whereas the resources available to
satisfy these wants are limited. We can thus define scarcity
as shown in the box.

actually be produced. Because of scarcity, various
choices have to be made between alternatives.

@ Scarcity is the excess of human wants over what can

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 ‘prob-
lem’ that a rich person cannot afford a second Ferrari. But
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 and products are distributed, whether
between different individuals, different regions of a country
or different countries of the world.

Pause for thought

If we would all like more money, why doesn't the government
simply print a lot more?
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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 they themselves want. It stud-
ies governments influencing the level and pattern of pro-
duction and consumption. In short, it studies anything to
do with the process of satistying 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 econom-
ics. 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 limited only
by people’s imagination. Supply, on the other hand, is lim-
ited. It is related to resources. The amount 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 to
try to match demand and supply. This applies at the level of
the economy overall: total spending in the economy must
balance total production. It also applies at the level of indi-
vidual goods and services. The demand and supply of cab-
bages must balance, and so must the demand and supply of
smartphones, cars, houses and package holidays.

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.

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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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 process. It
studies how demand adjusts to available supplies, and how
supply adjusts to consumer demands.

1. The central economic problem is that of scarcity.

2. Given thatthereis a limited supply of factors of production (Labour, land and capital), itis impossible to provide everybody

with everything they want.
3. Potential demands exceed potential supplies.

DIVIDING UP THE SUBJECT

What’s meant by ‘macroeconomics’ and ‘microeconomics’?

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 consum-
ers, 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.

Microeconomics is concerned with the individual parts
of the economy. It is concerned with the demand and sup-
ply of particular goods and services and resources: cars, but-
ter, clothes and haircuts; electricians, shop assistants, blast
furnaces, computer chips and oil.

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 late
2000s. Furthermore, attempts by government to stimulate
growth and employment have often resulted in inflation
and a large rise in imports. Even when societies do achieve
growth, it can be short-lived. Economies are inherently
unstable and display what are known as business cycles:
periods of high growth followed by periods of low or even
negative growth.

Macroeconomics, then, studies the determination of
national output and its growth over time. It also studies
the problems of recession, unemployment, inflation, the
balance of international payments and cyclical instability,

and the policies adopted by governments to deal with these
problems.

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 balance of trade deficits are likely
to result.

m 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
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 profit. If firms in general put
up their prices, inflation results.

B Balance of trade deficits are the excess of imports over
exports. If aggregate demand rises, people are likely

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.

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’
(anegative figure).



to buy more imports. In other words, part of the extra
expenditure will go on Japanese electrical goods, Ger-
man cars, Chilean wine, and so on. 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 foo low relative to aggregate
supply, unemployment and recession may well result.

B Recession is defined as a decline in the output of an
economy (negative growth) for two or more consecutive
quarters. A recent example was the decline in UK output
for five consecutive quarters from the second quarter
of 2008. During this period the UK economy shrank by
6 per cent. Recessions are associated with low levels of
consumer spending, perhaps because of a reduction in
the amount of credit advanced by financial institutions
to consumers, as was the case following the financial
crisis of the late 2000s, or because of worries about job
security. If people spend less, shops are likely to find
themselves with unsold stocks. As a result they will
buy less from the manufacturers, which in turn will cut
down on production.

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

Government macroeconomic policy, therefore, tends to
focus on the balance of aggregate demand and aggregate
supply. It can be demand-side policy, which seeks to influ-
ence 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.

B What goods and services are going to be produced and
in what quantities? How many cars, how much wheat,
how much insurance, how many rock concerts, etc. will
be produced?

B How are things going to be produced? What resources
are going to be used and in what quantities? What tech-
niques 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 fis-
sion, renewable resources or a mixture of these?

B For whom are things going to be produced? In other
words, how will the nation’s income be distributed?
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After all, the higher your income, the more you can
consume of the nation’s output. What will be the
wages of farm workers, printers, cleaners and account-
ants? How much will chief executives of large compa-
nies receive? How 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, by groups or by the government.
These choices can be seen as microeconomic choices, since
they are concerned not with the total amount of national
output, 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 less resources there
will be for producing other goods. In other words, the
production or consumption of one thing involves the sac-
rifice of alternatives. This sacrifice of alternatives in the
production (or consumption) of a good is known as its
opportunity cost.

B

If the workers on a farm can produce either 1000 tonnes

The opportunity cost of something is what you
give up to getit/do it.

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.

Recession A period where national output falls for two
quarters 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.

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

An historical perspective

Macroeconomics is often characterised by lively debates.
These debates reflect differences among economists over how
economies work and how the transmission mechanisms of
economic policy operate. Transmission mechanisms describe
how policy changes, such as those to interest rates or gov-
ernment spending, impact on economic outcomes, such as
output and inflation.

Understandably, the focus of macroeconomic debates
is affected by the macroeconomic issues of the time. It is
not surprising that many of the debates and advancement
of ideas have arisen because existing theories appeared
unable to explain the prevailing macroeconomic con-
ditions. Sometimes this has resulted in relatively small
incremental changes to theory and to policy, but on other
occasions very different views of how economies work have
come to the fore and, as a result, policy has been radically
reshaped.

In short, a historical perspective helps us to under-
stand both the focus and development of macroeconomic
debates. The chart shows the path of a selection of key
macroeconomic indicators for the UK since 1900.

Macroeconomics in the 1920s and 30s
Macroeconomics as a separate branch of economics had its
birth with the mass unemployment experienced in the 1920s
and 1930s. The old ‘classical theories’ of the time essentially
said that free markets, i.e. economies with little government
intervention (see Section 1.4), would provide a healthy econ-
omy with full employment. But such analysis seemed totally
at odds with the facts.

A new analysis of the economy - one that did offer
solutions to mass unemployment — was put forward by the
economist John Maynard Keynes. His book The General
Theory of Employment, Interest and Money, published in
1936, saw the dawn of ‘Keynesian economics’. Keynes
advocated active intervention by governments, in par-
ticular through changes in government spending and
taxation to affect aggregate demand (total spending).
This type of policy response is known as fiscal policy.

By carefully managing the total demand for goods and
services in the economy, the government could prevent

Opportunity cost as the basis for choice is a key idea.
But it is more than that. It is also the first of our ‘Thresh-
old Concepts’ (click on the Threshold Concepts link in
MyEconLab for a detailed explanation of each one). There
are 15 of these threshold concepts, which we shall be
exploring throughout the book. Each of them keeps recur-
ring in a variety of different contexts.

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

Rational choices
When trying to understand behaviour economists typ-
ically start by assuming ‘rational decision-making’.

mass unemployment on the one hand, or an ‘overheated’
economy with unsustainable growth and high inflation on
the other.

The development of macroeconomics
after the Second World War

After the Second World War, governments around the world
adopted Keynesian demand-management policies; and
they seemed to be successful. The 1950s and 1960s were a
period of low inflation, low unemployment and relatively
high economic growth. Macroeconomists were largely
concerned with refining Keynesian economics.

In the 1970s, however, the macroeconomic consensus
broke down. As we can see from the chart, unemployment
rose while the rate of inflation rose and growth slowed
down. Macroeconomic debates became increasingly lively
with different ‘schools of thought” having their own expla-
nations of what was going wrong, and each had its own
solutions to the problems.

Then, as the macroeconomic environment generally
improved in the 1990s, so increasingly common ground
began to emerge with a fusion of ideas.

Macroeconomics since the financial crisis
of 2007/8

Then, with the financial crisis of the late 2000s and the sub-
sequent global economic downturn and deterioration of gov-
ernment finances (see Box 1.4), debates among economists
again intensified. These were mirrored by the debates among
politicians and policy makers.

In many ways, the debates of the late 2000s and
early 2010s were a microcosm of much of the preceding
100 years. Consequently, many familiar questions were
once again being asked, not least those concerning the
role that governments should play in modern, developed
economies. Are macroeconomic problems the result of too
much or too little government intervention?

Some disagreement among economists is probably
inevitable given the seriousness of the issues being
debated. However, there exist some areas of broad

Consequently, they 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 produce, workers choosing whether to take a par-
ticular job or to work extra hours, or consumers choosing
what to buy.

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

UK macroeconomic indicators from 1900
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agreement among many macroeconomists over the causes
of macroeconomic problems and the appropriate policies
to deal with them.

Therefore, particularly through the second half of the
book, we will be identifying areas not only where disagree-
ment remains, but where there is more agreement.

observed in these key macroeconomic indicators in the UK

Use the chart to compose a short report on the patterns
® | since 1900.

Imagine you are doing your shopping in a supermar-
ket 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.

Transmission mechanism The process by which a
change in a policy instrument (such as interest rates or
taxation) affects economic outcomes (such as inflation
or unemployment).

Fiscal policy Changes made to government spending
and/or taxation in order to affect total spending and
thereby the level of economic activity.

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 manufacturer open
up another production line? A rational decision will again
involve weighing up the benefits and costs. The benefits
are the revenues that 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 prof-
itable to open up the new production line only if the reve-
nues earned exceed the costs entailed: in other words, if it
adds to profit.





