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Introducing Economics
(Sloman 5e Chapter 1 pages 3–25)

(Sloman 6e Chapter 1 pages 3-30)

Economics – the study of how people use their limited resources to try to 


satisfy needs and unlimited wants

Scarcity is a basic fact and the fundamental problem of Economics
Scarcity is the universal state in which wants exceed resources; resources are 

limited, finite

Sloman defines scarcity as the excess of human wants over what can actually 

be produced to fulfill these wants

Free good – a good in unlimited supply at zero cost. Air is a free good. (This 

can be disputed however.)

The confrontation of unlimited wants and limited resources results in 

economic activity which is what people do to cope with scarcity

Faced with scarcity, people must make choices



Balance the benefits of having more of one thing





against



The costs of having something else




This is called a cost-benefit analysis

Individuals engage in the process of balancing benefits against costs and doing 

the best within the limits of what is possible

Cost-benefit analysis implies rational decision making (which is a subject that 

can be debated!)

Economizing – making the best use of available resources; not to waste

In making choices, we face costs. Whatever we choose to do, we could always have chosen to do something else instead. Making choices in the face of scarcity implies a cost.

Opportunity cost – the cost of any activity measured in terms of the best 

alternative forgone.

The cost of the decision to produce or consume one product instead of  producing or consuming another product.

For convenience, opportunity cost is expressed in terms of a currency such as dollars

Opportunity cost includes the value of the time spent obtaining it.

Cost of externalities – cost of CO2 emissions to provide electricity to provide 

air conditioning in this room. Who pays this?

TO MEASURE OPPORTUNITY COST,

WE LOOK AT THE NEXT BEST ALTERNATIVE FORGONE

Marginal analysis

Marginal cost – the additional cost of consuming one more unit

Marginal benefit – the additional benefit from consuming one more unit of an activity

The economy is a mechanism that allocates scarce resources among competing uses.

Three basic questions:

1. What goods and services will be produced? (and in what quantities?)
2. How will the various goods and services be produced?
3. For whom will the various goods and services be produced?

Economic Actors – those decision-makers who making the economizing choices

1. Household – any group of people living together as a decision-making unit
2. Firm – an organization that uses resources to produce goods and services
3. Government – an organization that provides goods and services and 
        redistributes income and wealth

Market – the interaction between buyers and sellers; any arrangement that facilitates 

buying and selling; the coming together of buyers and sellers

1) Product market (goods market, goods and services market) – market in which goods and services are bought and sold
2) Factor market (resource market) – market in which factors of production are bought and sold

Factors of production  – the inputs into the production of goods and services 

(Sloman states the first 3 but some sources include the 4th)
1. Land (and raw materials) – inputs into production that are provided by nature
2. Labor – all forms of human input, both physical and mental, into production
3. Capital – all inputs into production that have themselves been produced, eg. equipment, tools, buildings, and other manufactured goods that can be used in production
4. Entrepreneurial ability – the human resource that combines the other resources to produce a product, makes non-routine decisions, innovates, and bears risks (in the hope of gaining a profit)


Factors of production are also called inputs and are limited in supply (scarcity)


Goods and services are also referred to as output
Production – the transformation of inputs into outputs by firms in order to earn a profit 

(or meet some other objective)
Consumption – the act of using goods and services to satisfy wants

Goods and Services

Consumer Expenditure


Wages, Rent, Interest, Profit
Factors of production
(Labor, Land, Capital, Entrepreneurial Ability)
Product Market (goods and services) and Factor Market (factors of production) are on 

the outside

Payments made in exchange for goods and services (consumer expenditure) and payments 

made in exchange for factors of production (wages, rent, dividends, interest) are inside

Households receive incomes in the form of wages, rent (price paid to the factor of 
production Land), interest (price paid for the use of savings which becomes Capital), and dividends (profit from the factors of production).

Governments receive taxes to provide goods and services and to make transfer payments

Transfer payments – a payment of money by government to a household or firm for which the government receives no good or service directly in return


(Add in goods & services from government to firms and households and the 

receipt of taxes from firms and households by the government)
Goods and Services

Consumer Expenditure



Wages, Rent, Interest, Profit
       Factors of production
(Labor, Land, Capital, Entrepreneurial Ability)

What coordinates all of these markets in order to answer the three basic questions?

Planned or Command Economy – an economy where all economic decisions are 
taken by the central authorities; an economy in which property resources are publicly owned and the government uses central economic planning to direct and coordinate economic activities

Free-Market Economy – an economy where all economic decisions are taken by 
individuals; an economy in which only the private decisions of consumers, resource suppliers, and firms determine how resources are allocated

Traditional Economy – custom and tradition; look to the past

1. children follow role of parents in what to produce

2. custom determines how to produce

3. for whom to produce = traditional family & social units, such as a tribe

Mixed Economy – an economy where economic decisions are made partly by the 
Government and partly through the market; combines command, market, and traditional economies; classified according to the degree of government intervention
1. Authoritarian socialism (communism) – government owns or controls nearly all factors of production; long range planning (5 year plans); limits decision making power of individual; large bureaucracy

2. Democratic socialism – government owns some of the factors of production (key industries of national concern)
a. Nationalize – the buying of private industries by the government
b. Privatize - the selling of nationalized industries to the private sector
3. Capitalism – individuals own the factors of production and answer the 3 basic questions, government involvement is relatively limited

Price mechanism – the system in a market economy whereby changes in price 
in response to changes in demand and supply have the effect of making demand equal to supply (more on this when we look at Demand and Supply); prices respond to shortages and surpluses (disequilibrium) – shortages cause prices to rise and surpluses cause prices to fall (reestablish equilibrium)


Individuals respond to incentives

Other factors shared by all economies


Informal sector – the parts of the economy that involve production and/or 


exchange, but where there are no money payments


Subsistence production – where people produce items for their own 


consumption

Closed economy – no links with any other economy

Open economy – has economic links with other economies

The Nature of Economic Reasoning

Positive economics – a value-free statement that can be tested by an appeal to the facts; 
based on statements of fact, which can be proved or disproved, about how an economy works

ex.: Inflation will be over 4% by the end of the year

Normative economics – based on value judgments (matters of opinion) about how an 
economy works; what ought or ought not to be; about whether something is good or bad, desirable or undesirable

ex.: It is right to tax the rich more than the poor.

Economic theory – a general rule or principle that enables us to understand and predict 

economic choices

Economic model – a formal presentation of an economic theory; represents a condition 
that is real, yet simplified, including only those features that are needed for the purpose at hand

Two components to a model:

1) Assumptions

a) People have preferences (likes & dislikes and their associated tendencies)

b) A fixed amount of resources exist as does a technology that can transform those resources into goods and services; technology = the methods of converting endowments (resources) into goods and services

c) People economize – people choose how to use endowments and technologies to make themselves as well off as possible

Rational choice – the choice that, among all possible choices, best achieves the goals

Given the information available when the choice is made (a point in time)

d) People’s choices are coordinated either by a market or a command mechanism

Choice to work
→  → →

choice to hire

Choice to buy

→  → →

choice to sell

2) Implications

A) Equilibrium values of various prices and quantities, an ideal which may not necessarily be reached

Equilibrium – a situation in which everyone has economized. All individuals have made the best possible choices in light of their own preferences and given their endowments, technologies, and information.  Also, those choices have been coordinated and made compatible with the choices of everyone else.

Equilibrium is the solution or outcome of an economic model

Building an economic model
1. Induction – constructing general theories on the basis of specific observations

2. Deduction – using a theory to draw conclusions about specific circumstances

3. Ceteris paribus – Latin for “other things being equal”; this assumption has to be made when making deductions from theories

Economics lacks the ability to make precise predictions with accuracy

1. it is impossible to construct controlled experiments

2. it is impossible to predict human behavior with accuracy

Two areas of study in Economics

1) Microeconomics – the branch of economics that studies individual units: households, firms and industries; studies the interrelationships between these units in determining the pattern of production and distribution of goods and services 

2) Macroeconomics – the branch of economics that studies economic aggregates (grand totals) the overall level of prices, output and employment in the economy; concerned with the economy as a whole; the overall level of economic activity rather than with detailed individual choices

Aggregate demand – the total level of spending in the economy

Aggregate supply – the total amount of output in the economy

Economic theory is the bridge between economic models and the real world; a catalog of models that seems to work, that seems to enable us to understand and interpret the past and to predict some aspects of the future.
In 1776, Adam Smith published An Inquiry into the Nature and Causes of the Wealth of Nations and, some say, began modern economics.
The central argument of The Wealth of Nations is that market economies serve the public interest well. Markets guide production and consumption like an invisible hand. Even though everyone is looking after their own private self-interest, their interaction in the market will lead to the social good. He argued that the state should not interfere with the functioning of the economy. It should adopt laissez-faire or ‘hands-off’ policy. It should allow free enterprise for firms and free trade between countries.
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