1, SaveMyExams

Headtosavemyexams.co.ukformore awesomeresources

. YOURNOTES
IB Economics SL !
1.Introduction To Economics
CONTENTS

1.1Whatls Economics?
1.1.1Economics as a Social Science
1.1.2 The Problem of Choice
1.1.3The Production Possibilities Curve Model (PPC)
1.1.4 Modelling the Economy

1.2How Do Economists Approach The World?
1.2.1Economic Methodology
1.2.2 Economic Thought

Page 1 of 34

©2015-2023 Save MyExams, Ltd. -Revision Notes, Topic Questions, PastPapers



https://www.savemyexams.co.uk/?utm_source=pdf
https://www.savemyexams.co.uk/

1, SaveMyExams

Headtosavemyexams.co.ukformore awesomeresources

1.1What Is Economics? YOURlNOTES

1.1.1Economics asa Social Science

The Social Nature of Economics

e Economicsis a social science
o Social sciences study societies and the humaninteractions within those societies
o Humaninteractions are complexand are influenced by many variables
o Social sciences alsoinclude subjects such as Psychology, Politics, Geography and
Business Studies

¢ Duetothe complexities within societies, economists build models so as to better
understand certain interactions

o Amodelis a simplified version of reality

o Some models are more complex than others. Examples of models include, the circular
flow of income, production possibility curves, demand and supply

o Allmodels make arange of assumptions. These are often generalizations about
behaviour, choices and likely outcomes

o Theseassumptions are necessary so as to account forcomplexhuman behaviourand
constantly changing variables

o When evaluating different models, the underlying assumptions should always be
considered

¢ Tothinklike an economistinvolves identifying which variables will be studied and which
ones willbe excluded

o This way of thinking considers the type of relationship between variables (causal or
correlation). E.g. Data shows that when ice cream sales increase, so do car thefts.
Correlation, yes. Causation, no

o Some economists will build an argument to include certain variables in a study and
others will argue to exclude them. They will each provide a justification for their
decision

o Two economists analysing the same data may end up with vastly different
interpretations. This is often due to the different variables that each economist
chooses tofocus on

o This is the complexity found within social sciences
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Microeconomics & Macroeconomics YOURNOTES

¢ Microeconomics is the study of individual markets and sections of the economy, rather l
thanthe economy as a whole. Microeconomics examines:
o The different choices individuals, households and firms make
What factors influence theirchoices
How their decisions affect the price, demand and supply of goods/servicesin a
market
How Governments influence consumption and production

(e}

(e}

[e]

¢ Macroeconomics is the study of economic behaviourand decision makingin the entire
economy, ratherthan just anindividual market. Macroeconomics examines:

o Therole of the governmentin achieving economic growth and human development
through the implementation of specific government policies (fiscal, monetary and
supply-side)

o Therole of the governmentin achieving price stability, low unemploymentanda
stable Current Account balance on the Balance of Payments account

o Theinteraction of the economy with the rest of the world through international trade

Some of the Differences Between Micro and Macroeconomics

Microeconomics Macroeconomics

Single market e.g. milk Entire economy e.g. Singapore

Average price levelsin an economy

Pri f d i
rice ofagooa/service (inflation/deflation)

Individual/market demand Totaldemandin an economy
Individual firm/market supply Total supply inan economy
Governmentinterventionin a markete.g. Governmentinterventionin the economy e.g
cigarettes income tax
Reasons for differences in workers wages Unemploymentand minimum wages
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The Nine Central Concepts

¢ Moststudentlearning focusses on topics and within each topic is the acquisition of facts
e Eachtopicis betterunderstoodwithin broaderconcepts
o E.g.globalisation as a topicis interesting, butit makes much more sense when studied
within the concept of interdependence that exist between nations
e Understanding the concepts and using them helps to deepen your critical thinking skills
o E.g.Thinkingabouthow a particulartax policy relates to the concepts of equity,
efficiency orgovernmentintervention requires critical thinking

SUSTAINABILITY
INTERDEPENDENCE

(ECONOMIC)
WELL-BEING

The nine concepts which all of your learning in economics connects to

Explanations of each Concept as Defined by the International Baccalaureate (IBO)

Scarcity Efficiency Intervention
Change Choices Sustainability
Equity Interdependence Economic well-being
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1. Scarcity: sinceresources are scarce, economics is a study of choices. Itis clearthat notall
needs andwants can be satisfied; this necessitates choice and gives rise to the idea of
opportunity cost. Economic decision-makers continually make choices between
competing alternatives, and economics studies the consequences of these choices, both
presentandfuture

2.Efficiency: is a quantifiable concept, determined by the ratio of useful output to total
input. Allocative efficiency refers to making the best possible use of scarceresources to
produce the combinations of goods and services that are optimum for society, thus
minimising resource waste

3.Intervention: intervention in economics usually refers to government involvement in the
workings of markets. Thereis often disagreement among economists and policymakers
on the need for, and extent of, government intervention. There is a considerable debate
about the merits of intervention versus the free market

4. Change: the economic worldis continuously changing and economists must adapt their
thinking accordingly. Economics focuses not on the level of the variables itinvestigates,
but on theirchange from one situation to another. There is continuous and profound
change atinstitutional, structural, technological, economic and sociallevels

5. Choice: sinceresources are scarce, economics is a study of choices. Itis clearthatnotall
needs andwants can be satisfied; this necessitates choice and gives rise to the idea of
opportunity cost. Economic decision-makers continually make choices between
competing alternatives, and economics studies the consequences of these choices, both
presentandfuture

6. Sustainability: is the ability of the present generation to meet its needs without
compromising the ability of future generations to meet theirown needs. It refers to
limiting the degree to which the current generation’s economic activities create harmful
environmental outcomes involving resource depletion that will negatively affect future
generations

7.Equity: in contrast to equality, which describes situations where economic outcomes are
similar for different people or different social groups, equity refers to the idea of fairness.
Fairnessis a normative concept, as it means different things to different people. The degree
towhich markets versus governments should, orare able to, create greater equity or
equalityinan economy is an area of much debate

8.Interdependence: individuals, communities and nations are not self sufficient.
Consumers, companies, households, workers, and governments, all economic actors,
interact with each other within and, increasingly, across nations in order to achieve
economic goals. The greater the level of interaction, the greater will be the degree of
interdependence

9. Economic well-being: is a multidimensional concept relating to the level of prosperity and
quality of living standards enjoyed by members of an economy. Itincludes # presentand
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future financial security # the ability to meet basic needs # the ability to make economic YOURNOTES
choices permitting achievement of personal satisfaction & the ability to maintain adequate 1
incomelevels overthelongterm

NOTE

The definitions forthese 9 concepts have been supplied by the International Baccalaureate
(IBO).These concepts are widely defined and open tointerpretation, henceitis important
tousethese concepts exactly as theIBO has defined them
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1.1.2The Problem of Choice

The Factors of Production

¢ Factors of production are the resources used to produce goods and services
o Land, labour, capitalandenterprise

¢ Theproduction of any good/service requires the use of a combination of all four factors

of production

o Goods are physical objects that can be touched (tangible) e.g. mobile phone
o Services are actions oractivities that one person performs foranother (intangible) e.g

manicure, car

wash

The Four Factors of Production

Non man-made
natural resources
available for
production. Some
countries have avast
amountof a particular
naturalresource and
soareableto
specialiseinits
production e.g. oil

The humaninputinto
the production
process. Labour
involves mental or
physical effort. Not all
labouris of the same
quality. It can be skilled
orunskilled

Capitalis any man-
maderesourcethatis
usedto produce
goods/services e.g.
tools, buildings,
machines and
computers

Enterpriseinvolves
takingrisks in setting
up orrunninga firm. An
entrepreneur decides
on the combination of

the factors of
production necessary
to produce
goods/services with
the aim of generating

profit

Some of the Factors of Production Required to Produce a Motor Car

iron ore
rubber
oil
sand
cCows

cardesigner
production director
production line staff
supply chain staff

robotic arms
conveyor belt
rolled steel
computers
seats

CEO

¢ Inafree market economic system, the factors of production are privately owned by
households or firms
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o Households make theseresources available to firms who use themto produce

goods/services

o Firms purchaseland, labour, and capital from households in factor markets

¢ Households receive the following financial rewards for selling their factors of production.
Thisrewardis called factorincome
o Thefactorincomeforland > rent

o

o]

o

The Basic Economic Problem: Scarcity

The factorincome forlabour > wages
Thefactorincome forcapital > interest
The factorincome forentrepreneurship > profit

e Thebasiceconomic problemis thatresources are scarce
o Ineconomics, theseresources are called the factors of production

e There are finiteresources available in relation to the infinite wants and needs that humans

have

o Needs are essentialto human life e.g. shelter, food, clothing

o Wants are non-essential desires e.g. betterhousing, ayacht etc.

Dueto the problem of scarcity, choices have to be made by producers, consumers,

workers and governments about the best (most efficient) use of theseresources

¢ Economicsis the study of scarcity and its implications for resource allocationin society

All Stakeholders in an Economy face the Basic Economic Problem

Consumers

Producers

Workers

Government

¢ |nafreemarket,
scarcity has a
directinfluenceon

e Producers selling
products made
from scarce

e Workers may want
amore
comfortableand

¢ Governments
haveto decideif
they will provide

prices resources will find saferworking certain
e Thescarcera their costs of environment but goods/services or
resource or production are theiremployers if they will allow
product, the higherthan if they may nothave the private firms to
higher the price were selling resources to provide them
consumers will products made createit instead
pay frommore e Theirdecision
abundant influences the
resources allocation of
resourcesin
society
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Opportunity Cost Defined YOURNOTES

¢ Opportunity cost is the loss of the next best alternative when making a decision l

¢ Duetotheproblem of scarcity, choices have tobe made abouthow to best allocate
limited resources amongst competingwants and needs

e Thereis an opportunity costin the allocation of resources
o E.g.When a consumer chooses to purchase a new phone, they may beunable to
purchasenewjeans. Thejeans represent theloss of the next best alternative (the
opportunity cost)
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Opportunity Costin Decision Making YOURNOTES

¢ Anunderstanding of opportunity cost may change many decisions made by consumers, l
workers, firms and governments

e Factoringthe opportunity costinto a decision oftenresults in different outcomes andsoa
different allocation of resources

Examples of how the Consideration of Opportunity Costs can Change Decisions

Stakeholder Example

Consumer ¢ Ashikais wanting tovisit herbest friendin Iceland

¢ Shelooks at flight prices from London to Reykjavik

e OnFriday nightitcosts £120 whereas Thursday nightis only
£50

e Sheis about tobookthe Thursday flight but then realises that
the opportunity cost of saving £60 on a flightis the inability
towork on Friday (loss of £130 income)

¢ Ashika books the more expensive flight. If she had booked the
cheaperflight,itwould have costhertheincome fromthe
missed day of work (£130) + £50 forthe ticket

Worker ¢ Richas been offered two jobs andis decidingwhich one to
accept

¢ Job Aoffers £400 amonth morein salary than Job B, but Job B
offers the fiexibility of working fromhome

e Most people would only consider the actual cost of
commuting before they make a decision, which inRic's caseis
£40 aweekor£160 amonth

¢ Ricvalues his free time and decides that each hourhe can save
incommutingis worth £20 to him (£180 a week), heis
considering the opportunity cost of commuting

¢ Ric decides totake Job B as the cost of monthly travel (4 x
£40) and value of thelost hours spent commuting (4 x £180)
addsupto £880 amonth

(’) Exam Tip

Opportunity costis about the loss of the next best alternative. Itis not a monetary
amount. Money may well be a factorbut opportunity costis about the loss of the
next best choice when making a decision.
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Economic Goods & Free Goods YOURNOTES

¢ Economic goods are scarceinrelation to the demand forthem l
o This makes themvaluable
o Duetotheirvalue, producers willattempt to supply them in orderto make a profit
o Anythingthathas apricetagonitis an economic goode.g. oil, corn, gold, trainers,
watches andbicycles

¢ Freegoods are abundantin supply
o Duetothis abundance, itis not possible to make a profit from supplying free goods
o Drinkingwaterhas been a free good forthousands of years, but as the population
increases andwater sources become more polluted, ithas become an economic
good
o E.g.sunlight, the airwe breathe, sea water
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Economic Systems

¢ Inorderto solve the basic economic problem of scarcity, economic systems emerge orare
created by different economic agents within the economy
o Theseagentsinclude consumers, producers, the government, and special interest
groups (e.g. environmental pressure groups or trade unions)
o Anyeconomic system aims to allocate the scarce factors of production

¢ Thethree main economic systems are a free market system, mixed economy, and planned
economy

What determines the economic system of a country?

| THE THREE BASIC QUESTIONS: |

WHAT GETS HOW IS IT WHO GETS WHAT

PRODUCED? PRODUCED? IS PRODUCED?
MIX OF OUTPUT
)
(oadl
RESOURCES /]\ PRODUCERS q\ HOUSEHOLDS
ALLOCATION OF DISTRIBUTION
RESOURCES OF QUTPUT

How the three questions are answered determines the economic system of a country

e EFacheconomy has toanswerthreeimportant economic questions

1. What to produce? As resources are limited in supply, decisions carry an opportunity cost.
Which goods/services should be produced e.g. betterrail services ormore public
hospitals?

2.Howto produceit? Would it be better forthe economy to have labour-intensive
production so that more people are employed, or should goods/services be produced

using machinery?

3.Who to produceit for? Should goods/services only be made available to those who can
affordthem, orshould they be freely available to all?

How These Questions are Answered Determines the Economic System

Type of System What to Produce? How to Produce? For Whom?
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Market System Demandandsupply Most efficient, Thosewho can afford it
(the price mechanism) profitable way
possible.

Mixed System Demand, supplyand | Some efficiency but | Those who can afford
the Government alsoafocuson it, plus some provision
welfare/well-being | tothosewho cannot

affordit

Planned System The Government Ensureeveryonehasa Everyone

job
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1.1.3 The Production Possibilities Curve Model (PPC)

AnIntroductionto the PPC

¢ The Production Possibility Curve (PPC)is an economic model that considers the
maximum possible production (output) thata country can generateifituses all of its
factors of production to produce only two goods/services

¢ Any two goods/services can be used to demonstrate this model

e Many PPC diagrams show capital goods and consumer goods on the axes
o Capital goods are assets that help a firm ornation to produce output
(manufacturing). Forexample, a robotic armin a carmanufacturingcompanyis a
capital good
o Consumer goods are end products and have no future productive use. Forexample,
awatch

CAPITAL
GOODS

200
150

100

120 225

300 CONSUMER GOODS

APPC foraneconomy demonstrating the use of its resources to produce capital or
consumer goods

Diagram Explanation

¢ Theuse of PPCtodepict the maximum productive potential of an economy
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The curve demonstrates the possible combinations of the maximum output this
economy can produce using all of its resources (factors of production)

At A, its resources are used to produce only consumer goods (300)

At B, its resources are used to produce only capital goods (200)

Points C and D both represent full (efficient) use of an economy's resources as these
points fall onthe curve. At C, 150 capital goods and 120 consumer goods are
produced

o

o

(e}

¢ Theuse of PPCtodepict opportunity cost
o Toproduce one more unit of capital goods, this economy must give up production of
some units of consumer goods (limited resources)
o If thiseconomy moves from point C (120, 150) to D (225, 100), the opportunity cost of
producing an additional 105 units of consumer goods is 50 capital goods
o Amovementinthe PPC occurs when thereis any changein the allocation of existing
resources within an economy such as the movement from point Cto D

¢ Theuse of PPCto depict efficiency, inefficiency, attainable and unattainable
production
o Producingatany pointonthe curverepresents productive efficiency
o Any pointinside the curve represents inefficiency (point E)
o Usingthe currentlevel of resources available, attainable productionis any point on or
inside the curve and any point outside the curveis unattainable (point F)

Assumptions of the Model

e The PPC Modelis a simplified version of reality and so makes the following assumptions
about the state of resources in an economy at a particularmomentin time

1. Only two goods are produced: any two goods can be usedtoillustrate the underlying
principle. Inreality, an economy produces many goods/services but focussing on two
makes the analysis possible

2.Scarcity of resources exists: the factors of production are limited so choices have to be
made about how they are used

3.Productionis efficient: itis assumed that thereis no wastage andthat allresources are
usedin such away that the maximum outputis attained from the inputs used. Inreality, this
is oftennotthecase

4.The state of technology is fixed: as the modelrepresents a particularmomentin time, itis
assumedthatthe technologyis not changing. In reality,improvements in technology are
continuously occurring and they create the potential toincrease the output using the
scarceresources

Page 15 of 34

©2015-2023 Save MyExams, Ltd. -Revision Notes, Topic Questions, PastPapers

YOURNOTES
i


https://www.savemyexams.co.uk/?utm_source=pdf
https://www.savemyexams.co.uk/

1, SaveMyExams

Headtosavemyexams.co.ukformore awesomeresources

Increasing Versus Constant Opportunity Cost

¢ Two different types of opportunity cost can beillustrated using PPC curves

¢ Constant opportunity cost occurs when all of the factors of production used to produce
one good can be switched to producing the other good without any loss/wastage of
resources
o Oneunitgiven up one of goodresults in one unit gained of the other

¢ Increasing opportunity cost occurs when the factors of production cannot be perfectly
switched between the two products
o Oneunitgiven up of one goodresults in less than one unit gained of the other

» T-SHIRTS

|
|
|
|
|
|
|
2 HOODIES 120 225, CONSUMER
GOODS

Constant opportunity cost occurs when switching production from T-shirts to hoodies
while thereis increasing opportunity cost when switching production from consumer goods
to capital goods

Diagram Analysis

e Foracountry producing only T-shirts and hoodies, the factors of production can easily be
switched between the two products e.g. the samelabourandland (cotton) canbeusedto
make both products

o Changing production from point F to G decreases the production of T-shirts from 4 to
3andincreases the production of hoodies from 3to 4
o Thereis constant opportunity cost when productionis switched

e Foracountry producing consumer goods and capital goods, the factors of production
cannot easily be switched between the two products e.g. thelabourrequired to make a
washing machine may not have the skill to produce arobotic arm usedin carmanufacturing

o Changing production from point Ato point C results in a decrease of 130 consumer
goods butyields anincrease of 180 capital goods

o Changing production from point C to point Bresults in a decrease of 120 consumer
goods but only yields anincrease of 20 capital goods
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o Thereis anincreasing opportunity cost as production moves closerand closerto any YOURNOTES
particular axis 1
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ChangesinProduction Possibilities

¢ Asopposedtoamovementalongthe PPC described above, the entire PPC of an
economy can shift inwards or outwards thereby changingits production possibilities

APITAL
EOODS A — INWARD SHIFT IS
ECONOMIC DECLINE
280 B — OUTWARD SHIFT 1S
ECONOMIC GROWTH
200
120

200 300 400 CONSUMER GOODS

Outward shifts of a PPC show potential economic growth and inward shifts show economic
decline

Diagram Explanation

¢ Economic growth occurs when thereis anincreasein the productive potential of an
economy
o Thisis demonstrated by an outward shift of the entire curve. More consumer goods
andmore capital goods can now be produced using all of the available resources
¢ This shiftis caused by anincreasein the quality or quantity of the available factors of
production
o Oneexample of how the quality of a factor of production can beimproved is through
theimpact of training and education onlabour. An educated workforce is amore
productive workforce and the production possibilities increase
o One example of how the quantity of a factor of production can beincreased is
through a changein migration policies. If an economy allows more foreign workers to
work productively in the economy, then the production possibilities increase

¢ Economic decline occurs when thereis any impact on an economy thatreduces the
quantity or quality of the available factors of production
o One example of how this may happenis to considerhow the Japanese tsunamiof 2011
devastated the production possibilities of Japan formany years. It shifted their PPC
inwards resultingin economic decline
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1.1.4 Modelling the Economy

The Circular Flow of Income

¢ Thecircular flow of income is an economic model thatillustrates the money flows in an
economy
o Thereis a simple model which shows the money flows between households and firms
o Thereis a more complexmodelwhich adds in other economic agents including the
government, financial sector and foreign trade (net exports)

HOUSEHOLDS

LAND, GOODS
LABOUR AND AND
CAPITAL SERVICES

A diagram showing the simplified Circular Flow of Income between households and firms

Diagram Analysis

¢ Households own the wealth in the economy
o Theseare thefactors of production
¢ Households supply their factors of production to firms andreceive income as a reward
o Theyreceiverent forland, wages forlabour, interest for capital, and profit for
enterprise
o With thisincome, they purchase goods/services from firms
¢ Firms purchase factors of production from households
= Theyusetheseresources to produce goods/services
= They sell the goods/services to households andreceive sales revenue

Page 19 of 34

©2015-2023 Save MyExams, Ltd. -Revision Notes, Topic Questions, Past Papers

YOURNOTES
l


https://www.savemyexams.co.uk/?utm_source=pdf
https://www.savemyexams.co.uk/

1, SaveMyExams

Headtosavemyexams.co.ukformore awesomeresources

Leakages & Injections

¢ Money can enter orleave the circularflow of incomein an economy

¢ Injections add money into the circular flow ofincome andincrease its size
o Increased government spending (G)
o Increasedinvestment(l)
o Increased exports (X)

¢ Leakages (withdrawals) remove money from the circular flow ofincome and reduceits
size
o Increasedsavings by households (S)
o Increasedtaxation by the government (T)
o Increasedimport purchases (M)

e There are highlevels of interdependence between households, firms, the government, the
financial sector, and the foreign sector (foreign firms and households)

| THE GOVERNMENT |
PN

nmm Li[i] S
mnm mngE //l
B
)
CIRCULAR FACTORS OF GOODS AND CIRCULAR
FLOW PRODUCTION SERVICES FLOW

TAADE
N

X
M

Adiagram that shows the injections andleakages that influence the relative size of the
circular flow ofincome

Diagram Analysis

¢ Government: Government spending (G) is aninjection and taxation (T) is a leakage
¢ Financial sector: Investment(l) is aninjection and savings (S) is a leakage
¢ Foreignsector: Exports (X) is aninjection andimports (M) is a leakage

e Therelative size of the injections and withdrawals impacts the size of the economy:
o Injections > withdrawals = economic growth
o Withdrawals > injections =fallin real GDP
Page 20 of 34
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¢ Injections representnew incomein the economy YOURNOTES
¢ Changes to any of the factors thatinfluence government spending, investment, 1
consumption and net exports willincrease/decrease the relative size of the circular flow of
income
o E.g.Anincreaseininterestrates willincrease savings (withdrawal), andreduce
consumption andinvestment

(’) ExamTip

Remember to consider the net effect and proportionality of the injections and
withdrawals. Forexample, if the size of the government spendingis large, it is likely to
completely outweigh the combined withdrawals of savings andimports.

This model connects extremely well to the concept of interdependence. There are
high levels of interdependence between households, firms, the government, the
financial sector, and the foreign sector (foreign firms and households).
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1.2How Do Economists Approach The World?

1.2.1Economic Methodology

Positive & Normative Economics

Whatis positive economics?

Positive economics is concerned with objective statements of how a market oran
economy works
These positive economic statements are based on empirical evidence and tend to be
statements of fact
They canbe proven to be true or false
Examples of positive economic statements include
o Theunemploymentratein India has fallen from 8% to 7.3% in the past twelve months
o Increasingthe minimum wagelastyearin the UKresulted inimprovements to wage
inequality
o Pricesinthe EUhaverisendramatically, partly due to the 20% increase in the price of
oil

Whatis normative economics?

Normative economics focuses on value judgements
Thesejudgements are built around opinions and beliefs as to what the best economic
policies orsolutions may be
Thesejudgements are called normative economic statements
Normative economic statements are often the basis forthe manifestos of political parties
and the different economic agendas they put forward
Examples of normative economic statements include
o Every economy should aim to provide free healthcare forits citizens
o Corporation taxes in an economy should be higher than personalincome taxes
o The best way to dealwith arisein crimeis to employ more police

(") Exam Tip

In short answer questions, should you wish to provide an example of a positive or
normative statement ensure that normative statements have the word 'should' in
them. Positive statements usually include data thatis hard to challenge.
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The Role of Positive Economics YOURNOTES

¢ Asasocial science, Economics deals with complex and continuously changinghuman l
interactions

e Forthisreasonitis harderto examine arelationship between two variables and always
concludeitis exactly the same (as can be donein Science orMaths)

e There are anumber of tools which are utilised in economic analysis to help ensure that
positive (factual) statements can be made with a higher degree of reliability

1. The use of logic

¢ When analysing markets, arange of assumptions are made about the rationality of
economic agents involvedin the transactions

¢ Inclassicaleconomic theory, the word 'rational’ means that economic agents are able to
consider the outcome of their choices andrecognise the net benefits of each one
» Rationalagents will select the choice which presents the highest benefits
o Consumers are assumed to actrationally. They do this by maximising their utility
o Producers are assumedto actrationally. They do this by selling goods/services in a
way that maximises their profits
o Workers are assumedto actrationally. They do this by balancing welfare at work with
consideration of both pay and benefits
o Governments are assumedto actrationally. They do this by placing theinterests of the
people they serve firstin order to maximise their welfare

2.The use of hypotheses, models and theories

¢ Thesocial sciences use a variation of the scientific method of research which s called the
social scientific method
¢ Thereis aninability to make scientific experiments the results of which can be proven
timeandtime again
o Thisis due to the complexity of human nature and the significant number of social
interactions that are taking place in any economy at any given pointin time

* Thestepsinthe social scientific method are similar to the scientific method but thereis a
key difference
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REPORT HYPOTHESIS
CONCLUSIONS (USING CETERIS PARIBUS)

SOCIAL SCIENTIFIC METHOD

ANALYSE EMPIRICAL
DATA RESEARCH

GATHER
DATA

The social scientific method uses empirical research to gather data

e Empiricalresearchis collected through observations, surveys, opinion polls etc.
o Theresults of the same hypothesis can vary significantly when conducted by
different researchers at different time periods and between different places and
cultures

¢ Refutationis the act of a statement ortheory being proved to be wrong by the empirical
evidence
o Refutation helps to determine if an economic statement is positive

¢ Economic models are developed by economists once a hypothesis has beenrepeatedly
provenorrejected in different circumstances

o Amodelis a simplified version of reality

o Allmodels make arange of assumptions. These are often generalisations about
behaviour, choices and likely outcomes

o Theseassumptions are necessary so as to account forcomplex human behaviourand
constantly changing variables

o When evaluating different models, the underlying assumptions should always be
considered

3. The ceteris paribus assumption

¢ Duetothelarge number of variables that can influence any particulareconomic
interaction in society, economists create models using the principle of ceteris paribus
o Translated from Latin, ceteris paribus means 'all other variables remain constant'
o |tallows economists to simplify and explain causes and effects, evenif the
explanationis somewhat limited by the assumptions
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E.g. There are many factors that affect the level of unemploymentin an economy
(interestrates, consumer confidence, firms' investment, government policies etc.).
Using ceteris paribus, economists can simplify the economic model to analyse just
two variables (e.g. unemployment andinterestrates)

Rational Decision Making

¢ When analysing markets, arange of assumptions are made about the rationality of
economic agents involvedin the transactions

¢ Inclassicaleconomic theory, the word 'rational’ means that economic agents are able to
considerthe outcome of their choices andrecognise the net benefits of each one.
Rational agents will select the choice which presents the highest benefits

o

o

Consumers are assumed to actrationally. They do this by maximising their utility
Producers are assumed to actrationally. They do this by selling goods/servicesin a
way that maximises their profits

Workers are assumedto actrationally. They do this by balancing welfare at work with
consideration of both pay and benefits

Governments are assumed to actrationally. They do this by placing the interests of the
people they serve firstin order to maximise their welfare

¢ Inmany ways, the assumption of rational decision making is flawed. Forexample,
consumers are often more influenced by emotional purchasing decisions than arational
computation of net benefits

QO

ExamTip

Inyourexaminations, the essay questions test your ability to think critically. The
command words for these questions are evaluate, discuss, or examine.

Oneway in which you can demonstrate critical thinking is to challenge the
underlying assumptions of economic theory. The idea of rational decision making
is one such assumption. Do consumers act rationally when they make impulse
purchases? Do workers actrationally when they accept terrible working conditions
formediocre pay? Do governments actually maximise public welfare or do they
implement policies that mainly benefit their core voter base?

Irrationality distorts markets and produces fundamentally different outcomes
than whatwould be achieved if alleconomic agents actedrationally.
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The Role of Normative Economics YOURNOTES
l

e [popoverid="iHgiDrW5pilekx6-"label="Value judgements"] influence governments'
choices withregards to the economic policies they choose to adopt and spend money on

The USA spends more money on imprisoning drug users than rehabilitating them

Inthe UK, the Government has recently increased its spending on rehabilitation

Tosaythe UK approachis better would be a normative statement

Tosay thatthe UK government spends more perhead onrehabilitation wouldbe a

positive statement

[e]

o

o]

o

¢ Equityis concernedwith economic fairness in the distribution of resources
o Individuals and societies have different views on what is fair and this influences
government policy
= E.g.Some countries believeitis fair for all of their citizens tobe able to access
healthcare, irrespective of their ability to pay, whereas other countries believe that
'nopay,noaccess'is fair

¢ Equalityis concernedwith everyone being equal and having equal recognition
o Equality is often a normative concept. When are all people equal? When do people all
have equal opportunities?
o Statistics oninequality would be considered to be positive economic statements
= £.9.In2018, womeninthe USAwere paid12% less than men in comparable jobs
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1.2.2 Economic Thought

Introduction to Economic Thought

¢ Understanding the evolution of economic thought overthe past 400 years, helps us to
understand the strengths and weaknesses of economic policies we use today

e Each period of economic revolution was created as aresult of challenges societies were
facingatthetimee.g. classical economics was the solution to centuries of
mercantilism while Marxism was the solution to capitalism and worker exploitation

e Thereis a strongdebate around whethersocieties should create a new economics fit for
the 21st century challenges

| PRE 18th CENTURY |

| MERCANTILISM |

| 18th CENTURY |

* ADAM SMITH

* LAISSEZ-FAIRE ECONOMICS
* INVISIBLE HAND

« FREE TRADE & WEALTH

19th CENTURY

* UTILITY (CLASSICAL MICROECONOMICS)

* THE CONCEPT OF THE THE MARGIN (MARGINAL ANALYSIS)
+ SAY’S LAW (CLASSICAL MACROECONOMICS)

* KARL MARX’S CRITIQUE OF CLASSICAL THOUGHT

20th CENTURY

* KEYNESIAN ECONOMICS

* THE LIMITATIONS OF MARKETS

* THE MACROECONOMIC ROLE OF GOVERNMENTS

* THE MONETARIST/NEW CLASSICAL COUNTER-REVOLUTION

21st CENTURY

* BEHAVIOURAL ECONOMICS

* AWARENESS OF THE INTERDEPENDENCIES THAT EXIST
BETWEEN THE ECONOMY, SOCIETY & ENVIRONMENT

» THE COMPELLING REASONS FOR MOVING TOWARD A
CIRCULAR ECONOMY

A summary of the economic schools of thought from the 18th century
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Economic Ideas from the 18th Century

¢ Adam Smith published his famous book on Economicsin 1776: The Wealth of Nations
o Heis widely regarded as the father of Classical Economics

o Written at the start of The Industrial Revolution, it captured his thoughts on how markets
could be coordinated by demand and supply
o This bookwas a naturalresponse to the previous century of government
interventionin markets in Europe during a period known as mercantilism

Key ideas from Adam Smithin the 18th Century

Idea

Explanation

Laissez-faire ('toleave
alone') economics

Aphilosophy which believes there should be no (or minimal)
government intervention with regard to decisions about
resource allocation and production

Invisible hand

Theunseen free market forces of demand and supply that
coordinate the best allocation of resources within society
Itis driven by consumers and producers seeking to maximise
theirself-interest

Personalincentives and not government decisions determine
the allocation of resources

Freetrade Removing the protectionist measures found in mercantilism
wouldincrease production, trade and wealth
Wealth Production creates wealth forindividuals and when individuals

get wealthy, the nation gets wealthy
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Economic Ideas from the 19th Century

¢ Duringthe19th century, several key ideas emerged including classical microeconomics
(utility); the concept of the margin; classical macroeconomics (Say’s law)
¢ During this period Karl Marx also developed his critique of classical economic thought

Key ideas from the 19th Century

Idea

Explanation

Classical microeconomics
(utility)

Theidea of utility as a concept challenged what classical
economists believed about how a product should be priced
Previously, prices were a function of the costs of production
involved. Now prices were seen as a function of the
satisfaction gained in consumption

Producers shouldincrease production for goods with high
consumer utility

Utility theory assumes that consumers always act

rationally (yet many purchasing decisions are based on
emotion)

The concept of the margin

Marginal utility is the additional utility (satisfaction) gained
fromthe consumption of an additional product

The utility gained from consuming the first unitis usually higher
than the utility gained from consuming the next unit
o E.g.Ahungry consumer gains high utility from eating their
firsthamburger. They are stillhungry and purchase a
second hamburger but gain less satisfaction from eating
it than they did from the firsthamburger

To calculate total utility, the marginal utility of each unit
consumedis added together
o This means that total utility keeps increasing even while
marginal utility is decreasing
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Classical
macroeconomics
(Say’slaw)

Say's law of markets was developedin 1802 by the classical,
laissez-faire economist Jean-Baptise Say

It canbe summed up with the phrase 'supply creates its own
demand’

By supplying goods to the market a producer generates
income from sales which they can then use to purchase
(demand) more products

This law implies thatincreasing national outputin an economy
is vital toincome generation and thus governments should
focus on generating production and be less concerned with
consumption

Karl Marx's Critique of Classical Economic Thought

e Free markets generated incredible wealth in the Western World
o KarlMarx, a German philosopher, identified that wealth seemed to come from worker
exploitation (a natural function of profit maximisation) and thatinequality was deepening

insocieties

o Theexploitation was seeninlow wages and poorworking conditions

o The owners of the factors of production (capitalists) generated the highestincome
(wages, interest, rent and profit)

o Ifallsomeone hadto offerwas labour,and wages were suppressed: then inequality

was boundtoincrease

e Marxarguedthat capitalismwould eventually lead workers to revolt and that periods of
exploitation would be followed by revolutions
o Theserevolutions wouldrequire government intervention to restore stability and

equality

o Governments would needto beinvolvedin the allocation of resources (command
economy) to prevent the pattern fromrepeating

e Marx'sideas wereincredibly influential and within a relatively short time frame resultedin
more than a third of the world's population living in economies influenced by his ideas
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Economic Ideas from the 20th Century
o Thefirsthalf of the 20th Century was dominated by the two World Wars and the Great

Depression

¢ Theeconomicideas of the previous century no longerworked

¢ Inthis severerecession, Say's Law became obsolete as households were unable to buy
goods/services due to acompletelack ofincome

¢ JohnMaynard Keynes, a British economist from Cambridge felt new ideas were needed

e Hisideas were quickly embraced andthe next 50 years saw a widespread Keynesian
revolution as governments adopted Keynesian economics

Keyideas from Keynes inthe 20th Century

Idea

Explanation

The limitations of markets

Contrary to classical theory, Keynes saw that the Great
Depressionhad created a situation where markets did not
automatically readjust to a new equilibrium

Some markets remainedin along term period of
disequilibriumwhere supply was greater than demand
Market forces were not resolving the situation

The Macroeconomicrole
of Governments

Keynes believed that Governments needed to stimulate
demand by increasing government spending

This would begin toincrease the flow of income in the
economy which would further stimulate demand which would
help markets to function again

He developedthe term and field of 'Macroeconomics' by
explaininghow aggregate demandis calculated

He argued thatthe use of Fiscal Policy was essential to
stabilise an economy during periods of recession or
depression, much more so than the use of Monetary Policy

The Monetarist/New Classical Counter Revolution

¢ Monetarismis an economic school of thought which emphasises the use of Monetary
Policy toinfluence an economy
o Monetarists believe that poor monetary policy lead to the Great Depression
o Monetarists believe that the use of fiscal policy leads to inflation as government
spendingincreases aggregate demand

¢ MiltonFriedman was one of theleading Monetarists of the late 20th Century
o Hisideasinfluenced Ronald Reaganinthe USA and Margaret Thatcherin the United

Kingdom

o Both Governments moved away from Keynesian economics
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e Fromtheearly 1980s there was aresurgencein the belief in classical economics and YOURNOTES
laissez-faire markets l
o Government spendingreduced and the focus shifted to Supply-Side Policies
o Oneprominent Supply-Side Policy that the USA and the UKembraced was the use of
privatisation
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Economic Ideas from the 21st Century

The early part of the 21st Century has seen several significant global challenges emerge
o Climatechange
o On-goingwars and displacement of populations
o Anincrease of global populationin thelast 100 years by 7 billion people

The Global Financial Crisis of 2008

The Covid Recession of 2020

(e}

(e}

Keynesian economic thought came to prominence again with the 2008 Financial Crisis as
governments chose to spend theirway out of trouble
o Governmentspendingincreasedtolevels never seen before, continuing formore
thanadecade
o Thisincreasedspendingwas financed by increased government borrowing
o Increased Government borrowing creates increased taxburdens for future
generations

Even with Government spending extraordinarily high in many economies, expansionary
Monetary Policy had to be widely used to bring stability

This pattern of events prompted calls for societies to rethink Economics
o |t calledforaneconomic philosophy to emerge thatis nolongerrootedin 'old
thinking'
o |tcalledforideas fit fora 21st Century world

21st Century Ideas

Idea Explanation
The growingrole of ¢ Afundamentalflawin economic theory is thatindividuals
behavioural economics behaverationally in markets

* Behaviouraleconomics recognises this and combines
elements of economics and psychology to understand how
andwhy individuals make the economic decisions they do

¢ Understandinghuman behaviour creates better opportunities
forfirms and governments to nudge people towards better
choices

o E.g.Theuse of choice architecture for online formsin
many countries automatically selects organ donationas a
default; individuals have to opt-out as opposedto
opting-in

o Nudgetheoryisincreasingly used by firms and
governments across theworld
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Awareness of the
interdependencies that
exist between the
economy, society and
environment

¢ Thecircularflow ofincome model has provided a basis for
understanding macroeconomies since it was visualised by
Frank Knightin 1933
¢ Themodelhas been criticised as not fit for the 21st century as
it does not take into account theinputs and outputs of
societies
o |tfocusses on money as opposedtowell-beingand
planetary health
o Inputs are theraw materials which areincreasingly usedin
unsustainable ways
o Outputs arethe carbon and waste that are generated

The compellingreasons
formoving toward a
circular economy

e Acirculareconomy has three main principles

1. Eliminate waste and pollution
2.Recirculate products
3.Regenerate nature

¢ Theincreasing climate crisis provides a strongreason why

economies should rush to move away from the circular flow
of income model to the circular economy model
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