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Edexcel Economics (A) A-level

Theme 1: Introduction to Markets and
Market Failure

1.1 Nature of Economics

Summary Notes
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1.1.1 Economics as a Social Science

Economists need to make assumptions. A key assumption that is made is
assuming that events occur with ceteris paribus. This assumption is that
other things are being held equal or constant, so nothing else changes.

Economists cannot conduct scientific experiments, like in the natural
sciences, so models are devised. Economists then use real-life scenarios to
build these models upon, and assumptions are made with the models.
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1.1.2 Positive and Normative Statements

It is important to be able to distinguish between fact and fiction in current
affairs.

Positive statements are objective. They can be tested with factual evidence,
and can consequently be rejected or accepted.

Look for words such as ‘will’, ‘is’.

For example, “Raising the tax on alcohol will lead to a fall in the demand of
alcohol and a fall in the profits of pub landlords” is a positive statement.
“Higher temperatures will lead to an increase in the demand for sun cream”
is also a positive statement.

The key thing here is that these statements can be tested, the results can be
examined and the statement can then be rejected or accepted.

Normative statements are based on value judgements. These are subjective
and based on opinion rather than factual evidence.

Look for words such as ‘should’, and if the statement is suggesting one action
is more credible than another.

For example, “The free market is the best way to allocate resources” is a
normative statement, because it is based on opinion and suggests one
method of resource allocation is better than another. “The government
should increase the tax on alcohol” is another normative statement.

Value judgements can influence economic decision making and policy.
Different economists may make different judgements from the same statistic.
For example, the rate of inflation can give rise to different conclusions.
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1.1.3 The Economic Problem

The basic economic problem is scarcity. Wants are unlimited and resources
are finite, so choices have to be made. Resources have to be used and
distributed optimally.

For example, if you only have £1 and you go to a shop, you can buy either the
chocolate bar or the packet of crisps. The scarcity of the resource (the
money) means a choice has to be made between the chocolate and the
crisps.

This gives rise to opportunity cost. The opportunity cost of a choice is the
value of the next best alternative forgone. In the above example, the
opportunity cost of choosing the crisps is the chocolate bar.

If a car was bought for £15,000 and after 5 years the value depreciates by
£5,000, the opportunity cost of keeping the car is £5,000 (which could have
been gained by selling the car), regardless of the starting price.

Opportunity cost is important to economic agents, such as consumers,
producers and governments. For example, producers might have to choose
between hiring extra staff and investing in a new machine. The government
might have to choose between spending more on the NHS and spending
more on education. They cannot do both because of finite resources, so a
choice has to be made for where resources are best spent.

The factors of production (CELL):

Factor Description Reward/Incentive
Capital Physical: goods which | Interest from the
can be used in the investment

production process
Fixed: Machines;
buildings

Working: finished or
semi-finished
consumer goods

Entrepreneurship Managerial ability. The | Profit- an incentive to
entrepreneur is take risks

someone who takes
risks, innovates, and
uses the factors of
production. Resources
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are drawn together
into the production
process.

Land Natural resources such | Rent
as oil, coal, wheat,
water.

It can also be the
physical space for fixed
capital.

Labour Human capital, which | Wages
is the workforce of the
economy.

These factors of production are inputs, and they produce outputs in the form of
goods and services. This forms the economy.

Renewable and non-renewable resources:

Renewable resources can be replenished, so the stock level of the resources can be
maintained over a period of time. For example, commodities such as oxygen, fish, or
solar power are renewable assuming the rate of consumption of the resource is
less than the rate of replenishment. If the resource is consumed faster than it is
renewed, the stock of the resource will decline over time.

This is important in environmental economics, and can be managed by preventing or
limiting deforestation, or imposing fishing quotas. Renewable resources are
sustainable. However, currently, resources are being consumed faster than the
planet can replace them. The Worldwide Fund for Nature claims that two planets
will be required to meet global demand by 2050 if this continues.

Non-renewable resources cannot be renewed. For example, things produced from
fossil fuels such as coal, oil and natural gas are non-renewable. The stock level
decreases over time as it is consumed. Methods such as recycling and finding
substitutes, such as wind farms, can reduce the rate of decline of the resource.

O www.pmteducation Q@@ C) PMTEducation



sPMI

resources-tuition-courses

1.1.4 Production Possibility Frontiers

Production possibility frontiers (PPFs) depict the maximum productive potential of an
economy, using a combination of two goods or services, when resources are fully and
efficiently employed.

PPF curves can show the opportunity cost of using the scarce resources. For example,
if the scare resource is milk, there is a trade-off between producing more cheese or
more yoghurt from the milk. The PPF can show this:

Producing at points A and B are the most efficient combinations of output on the
PPF. Producing at B, so more yoghurt than cheese is produced, incurs an opportunity
cost of producing more cheese.

The law of diminishing returns states that the opportunity cost of producing more
yoghurt increases, in terms of the lost units of cheese that could have been

produced.

Producing at C or D is inefficient, and resources are not used to their full productive
potential. There is the potential to use these resources more efficiently, which
would shift production closer to the curve.

Producing at E is not yet attainable with the current resources.
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=l This PPF shows the opportunity cost of producing each product. Producing 100
units of cheese means that only 40 units of yoghurt can be produced instead of the
potential of 90. Therefore, the opportunity cost is 90 - 40 = 50 units of yoghurt.

"4l Economic growth and decline:

lal  The PPF can also depict economic growth or decline. Only production under and on
the PPF is attainable. Production outside of the PPF is not obtainable. However,
only production on the PPF uses resources efficiently (A and B). It is inefficient to
produce below the PPF (point C).

O www.pmteducation Q@@ C) PMTEducation



sPMI

resources-tuition-courses

Economic growth can be shown by an outward shift in the PPF, from the curve
with point A on it, to the curve with point B on it. A decline in the economy

would be depicted by an inward shift.

The original curve is drawn assuming:

o A fixed amount of resources are used
o There is a constant state of technology

An increase in the quantity or quality of resources shifts the PPF curve outwards, so
the productive potential of the economy increases, and there is economic growth.
This can be achieved with the use of supply side policies.

A PPF curve may shift inwards as a result of a decrease in the quality or quantity
of resources in an economy. A country may see their PPF curve shift inwards if
they are affected by natural disasters, such as flooding, or if there is brain drain.

Moving along the PPF is different to shifting the PPF.

Moving along the PPF uses the same number and state of resources, and shifts
production from fewer consumer goods to more capital goods, for instance. This
incurs an opportunity cost. Shifting the PPF curve outwards, for example, uses
either more resources or resources of a greater quality. This reduces the
opportunity cost of producing either capital or consumer goods, since more goods
can be produced overall.

Capital goods are goods which can be used to produce other goods, such as

machinery.

Consumer goods are goods which cannot be used to produce other goods, such as
clothing.

O www.pmteducation Q@@ C) PMTEducation



(al

SEPMT

~resources-tuition-courses

1.1.5 Specialisation and the Division of Labour

Specialisation occurs when each worker completes a specific task in a production
process. The concept was famously stated by Adam Smith, who showed how,
through the division of labour, worker productivity can increase. Firms can then take
advantage of increased efficiency and lower average costs of production.

An extract from The Wealth of Nations, Adam Smith:

“To take an example, therefore, from a very trifling manufacture; but one in which
the division of labour has been very often taken notice of, the trade of the pin-maker;
a workman not educated to this business ... could scarce, perhaps, with his utmost
industry, make one pin in a day, and certainly could not make twenty. But in the way,
in which this business is now carried on, not only the whole work is a peculiar trade,
but it is divided into a number of branches, of which the greater part are likewise
peculiar trades. One man draws out the wire, another straights it, a third cuts it, a
fourth points it, a fifth grinds it at the top for receiving the head; to make the head
requires two or three distinct operations; to put it on, is a peculiar business, to whiten
the pins is another; it is even a trade by itself to put them into the paper; and the
important business of making a pin is, in this manner, divided into about eighteen
distinct operations, which, in some manufactories, are all performed by distinct hands,
though in others the same man will sometimes perform two or three of them... But
though they were very poor, and therefore but indifferently accommodated with the
necessary machinery, they could, when they exerted themselves, make among them
about twelve pounds of pins in a day. There are in a pound upwards of four thousand
pins of a middling size. Those ten persons, therefore, could make among them
upwards of forty-eight thousand pins in a day.”

Smith essentially said that by dividing the production of pins into 18 different tasks,
the output of pins could increase significantly. Each worker specialises and output
increases.

Specialisation can be achieved by individuals, businesses, regions of countries or
countries themselves.

Advantages:

o Higher output and potentially higher quality, since production focusses on what
people and businesses are best at.

o There could be a greater variety of goods and services produced.

o There are more opportunities for economies of scale, so the size of the market
increases.

o There is more competition and this gives an incentive for firms to lower their
costs, which helps to keep prices down.
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Disadvantages:

o Work becomes repetitive, which could lower the motivation of workers,
potentially affecting quality and productivity. Workers could become
dissatisfied.

o There could be more structural unemployment, since skills might not be
transferable, especially because workers have focussed on one task for so
long.

o By producing a lot of one type of good through specialisation, variety could in
fact decrease for consumers.

o There could be higher worker turnover for firms, which means employees
become dissatisfied with their jobs and leave regularly.

The functions of money:

o A medium of exchange: without money, transactions were conducted
through bartering. Goods and services were traded with other goods and
services, but people did not always get exactly what they wanted or needed.
The goods and services exchanged were not always of the same value, which
also posed a problem. Exchange could only take place if there was a double
coincidence of wants, i.e. both parties have to want the good the other party
offer. Using money eliminates this problem.

o A measure of value (unit of account): Money provides a means to measure
the relative values of different goods and services. For example, a piece of
jewellery might be considered more valuable than a table because of the
relative price, measured by money. Money also puts a value on labour.

o A store of value: Money has to hold its value to be used for payment. It can
be kept for a long time without expiring. However, the quantity of goods and
services that can be bought with money fluctuates slightly with the forces of
supply and demand.

o A method of deferred payment: Money can allow for debts to be created.
People can therefore pay for things without having money in the present,
and can pay for it later. This relies on money storing its value.
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1.1.6 Free Market Economies, Mixed Economy and Command

Economy

4l Free market economies:

O

O

Also known as laissez-faire economies, where governments leave markets to
their own devices, so the market forces of supply and demand allocate scarce
resources.

Economic decisions are taken by private individuals and firms, and private
individuals own everything. There is no government intervention.

In reality, governments usually intervene by implementing laws and public
services, such as property rights and national defence.

Adam Smith and Friedrich Hayek were famous free market economists. Adam
Smith’s famous theory of the invisible hand of the market can be applied to
free market economies and the price mechanism, which describes how prices
are determined by the ‘spending votes’ of consumers and businesses. Smith
recognised some of the issues with monopoly power that could arise from a
free market, however. Hayek argued that government intervention makes
the market worse. For example, shortly after the 1930s crash, he argued that
the Fed caused the crash by keeping interest rates low, and encouraging
investments which were not economically worthwhile: ‘malinvestments’.

What to produce: determined by what the consumer prefers

How to produce it: producers seek profits

For whom to produce it: whoever has the greatest purchasing power in the
economy, and is therefore able to buy the good

Advantages:

Firms are likely to be efficient because they have to provide goods and
services demanded by consumers. They are also likely to lower their average
costs and make better use of scarce resources. Therefore, overall output of
the economy increases.

The bureaucracy from government intervention is avoided.

Some economists might argue the freedom gained from having a free
economy leads to more personal freedom.

Disadvantages:

The free market ignores inequality, and tends to benefit those who hold most
of the wealth. There are no social security payments for those on low
incomes.
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There could be monopolies, which could exploit the market by charging
higher prices.

There could be the overconsumption of demerit goods, which have large
negative externalities, such as tobacco.

Public goods are not provided in a free market, such as national defence.
Merit goods, such as education, are underprovided.

1l Command economy:

This is where the government allocates all of the scarce resources in an
economy to where they think there is a greater need. It is also referred to as
central planning.

Karl Marx saw the free market as unstable. He saw profits created in the free
market as coming from the exploitation of labour, and by not paying workers
to cover the value of their work. He argued for the “common ownership of
the means of production”.

What to produce: determined by what the government prefers
How to produce it: governments and their employees
For whom to produce it: who the government prefers

Advantages:

It might be easier to coordinate resources in times of crises, such as wars.
The government can compensate for market failure, by reallocating
resources. They might ensure everyone can access basic necessities.
Inequality in society could be reduced, and society might maximise welfare
rather than profit.

The abuse of monopoly power could be prevented.

Disadvantages:

Governments fail, as do markets, and they may not be fully informed for
what to produce.

They may not necessarily meet consumer preferences.

It limits democracy and personal freedom.

"2l Mixed economy:

This has features of both command and free economies and is the most
common economic system today. There are different balances between
command and free economies in reality, though. The UK is generally
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considered quite central, whilst the US is slightly more free (although the
government spends around 35% of GDP) and Cuba is more centrally planned.
The market is controlled by both the government and the forces of supply
and demand.

Governments often provide public goods such as street lights, roads and the
police, and merit goods, such as healthcare and education.

What to produce: determined by both consumer and government
preferences

How to produce it: determined by producers making profits and the
government

For whom to produce it: both who the government prefers and the
purchasing power of private individuals.
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