

INTRODUCTION TO ECONOMICS HANDOUT
CHAPTER ONE
1. Basic Concepts of Economics
1.1 Definition and Scope of Economics 

Economics is one of the most exciting disciplines in social sciences. Different economists define economics in different ways. Although there are different definitions of economics the most agreed up on one is:
Economics is the study of the efficient allocation of scarce resources (which often do have   alternative uses) in the production, distribution &consumption of goods and services, so as to attain the maximum fulfillment of unlimited human wants or needs.

The above definition of economics clearly indicates that there are two fundamental facts which are the foundation for the field of economics.
· The first fact is: human wants are unlimited

· The second fact is: economic resources -the means of producing goods and services are limited in supply or scarce.

The need to balance unlimited wants with limited resources has raised the question of efficient utilization of scarce resources by minimizing loss or wastage.

WHY WE STUDY ECONOMICS?

The knowledge of economics is important in;

· Wisely allocating scarce resources to satisfy the unlimited human wants

· Efficiently managing your business , since it deals about price ,cost ,profit ,market, production, saving ,investment etc

· A better understanding of the economic problems of societies ,such as rising unemployment, inflation, budget deficit,  external debt, economic growth etc

· Formulating different policies. Presidents and prime ministers seek the help of economists during the formulation of economic policies.

1.2   Branches of Economics

By scope of Economics, we mean coverage or major areas of study. Economics when developed in to a discipline, Comprises two main branches called microeconomics and macroeconomics.

A) Microeconomics

Microeconomics is a branch of economics that studies the economic decision making of firms and individuals in a market. It is the study of the economy in the small. It is concerned with the economic activities of individual consumers and producers or group of consumers and producers. In other words, it is concerned with the specific economic units and a detailed consideration of the behavior of these individual units.

In Microeconomics, we talk in terms of individual industry, firm, or household and concentrate up on the functioning of individual industries and the behavior of individual decision-making units, i.e., single firm (business) and household. Microeconomics is useful in achieving a worm’s eye view of some of the very specific components of an economy. Microeconomics examines individual trees in a forest.
B) Macroeconomics

Macroeconomics is the branch of economics that studies the economy at large or the economy as a whole. It is also the concern of macroeconomics to deal with the sub-aggregates (sub-divisions) of the economy such as the government, total households in the economy, the whole industry, and business sector, which make up the economy.
In dealing with aggregates(, macroeconomics deals with obtaining general outline or overview of an economy. In macroeconomics no attention is given to the specific units, which make up the various aggregates, only the aggregates are a matter of concern.
 Macroeconomics entails discussion on such magnitudes as national aggregates like national income and output, saving and investment, total employment, general price level, etc. It considers the overall performance of the economy with regard to the above variables and hence it is sometimes called aggregate economics.

1.3. Methods of economic analysis
Economics as we know is the study of economic behavior of human-beings, so economic theories are the statement of economic tendencies of the people. While propounding economic theory the economists formulates assumption about the economic tendency, he observes the tendency, analyze the reaches the conclusion. In the way economic theory is a proved economic fact or an observed economic truth. The following two methods are used for propounding economic theories.

1. Deductive method (methods of logical reasoning): it is a method, which goes from general to particular on the base of general truth. In the word of Wilson Gee “by deductive method is meant the reasoning from general to particular or from universal to individual.”  Deduction means the process of drawing generalization through a process of reasoning because of some assumption, which are either self-evident or based on observation. 
2. Inductive method: it moves from particular to general on the base our experience. It is the process of deriving principles or theories from facts
· Positive and Normative Economics 

A. Positive Economics 

Positive economics is deals with factual statements (“what is”) it focuses on how the economic system works. Here we are concerned with observing the world as it is. It attempts to describe and analysis the existing situation rather than suggesting how to change it. It seeks to explain and predict the economic phenomena. For example we may be interested in increasing the revenue of the federal government and the production of alcohol may be encouraged.   The positive economists will not be serially bothered whether   the production of intoxicants will be detrimental to the interest of the people or not. They are merely interested in seeking the way and means which the total revenue can be increased. Generally it deals with internal benefit (profit) and cost of the economic activity of a given firm on itself.

B. Normative Economics

Normative economics involves value judgment (“ought to be”), this also known as “welfare economics”. It is concerned what ought to be rather than with actually is. It provides economic policy. It is based on your value judgments about what is good and what is bad. Hence, it is mixed up with philosophical, cultural and religious positions. The welfare economists more plead for prohibition of ethical grounds even though the federal government may be losing revenue. The important task of normative economists is to define an ideal economy, an economy that can give maximum satisfaction to individuals from the available resource. For example conceder alcohols factory, the positive economics bothered how to maximize the revenue of the factory while the normative (welfare) economics bothered about the intoxicant effect of the factory on the society. Generally, it deals with external benefits (profits) and cost of economic activity of firms on the society.
· Concept and Scarcity, Productive Resources
Fundamentals of economics 
Basic question-why study economics?

                       -What are the facts of economics?

There are two fundamental facts with which the foundation of Economics can be built on.

A) The problem of unlimited wants. 
An individual desires and uses goods and services, which provide him/her utility or satisfaction. These goods and services can be necessity (food, shelter, and clothing) or luxury (perfumes, yachts, and car).Human wants refer to all the goods, services, and the condition of life that individual desire. Human wants vary among different people, over different periods of time and in different locations. However, human wants are always insatiable or unlimited, which greater than the goods and services available.

B) The principle of scarcity

Resources are means of producing goods and service that society wants on. Resources can be categorized into two.

Free resource- is resources at which the quantity supplied exceeds the quantity demanded at zero prices. To put it clearly, a resource is said to be free if the amount available to society is greater than the amount people want at zero price. They have zero opportunity cost. For instance, breathing air, wind, river water, and sunlight.
Economics resource-is resources that are limited in supply so that quantity demand exceeds quantity supply. In other words, if the availability of a resource is less than the amount people desire to have at zero prices, the resource is definitely an economic (scarce) resource. As a result, they command a price and are not free. They have also positive opportunity cost. Examples are Land, machinery, etc.             

Economic resources are also called factors of production. Economic (Scarce) Resources are classified in to the following:

A) Land/natural resources: - Includes all the gifts of nature or natural resources that can be used in the production of goods and services- catchall term that covers all of nature’s endowment. Land does not include readymade resources (those resources that are transformed, altered, or improved by man). For example, a barren (infertile) land that has get improved or prepared to be used as a basement for the construction of a skyscraper is no longer a free gift of nature and hence is not considered as land. 

The reward of land is rent.

B) Labor/human resources: - refers to all mental and physical capability or talents embodied in people that human beings contribute to the production process. Skilled (expertise, trained, experienced) labor and unskilled labor are the major components. The reward for labor is wage.

C) Capital: - This refers to all manufactured inputs usable in the production of other goods and services. - refers to the various durable manufactured types of capital capable of producing other goods and services. Examples are equipment, machinery, inventories, etc.

The reward for capital is interest. 

D) Entrepreneurship: is the special type of human expertise with the objective of making profits that organizes and manages factors of production and takes the risk of making losses. The person with such type of special talent is known as an entrepreneur and the reward for this person is profit.

Characteristics of entrepreneurs or an Entrepreneur is different from labor in that: 

· Initiative. It organizes factors of production to produce outputs.

· Decision maker. It makes non-routine business policy decisions 

· Risk-taker. The entrepreneur’s risks can be time, effort, business organization, the invested funds and those associates or stockholders. Hence, all these look in both pessimist and optimist senses.

· Innovator. It is engaged in innovation i.e. attempts to introduce new products, new production techniques, new form of business organization.

These economic resources are generally limited in supply; 
Scarcity is the condition where by the resources, goods, and services available to individuals and society are limited relative to the wants and desires for them. Thus, the term scarcity reflects the imbalance between our wants and the means to satisfy these wants. The problem of scarcity lies in the inability of people to produce the quantity and quality of all goods and services that all people want.
Generally, economics is needed to deal with the problem of unlimited human want and the principle of scarcity.

Since resources are generally limited in supply, the amount of goods and services that any society can produce is also limited. Society cannot have all the goods and services that it wants, but must choose which commodities to produce and which to sacrifice. In short, society can only satisfy some wants rather than all wants. Thus, every society faces scarcity.
The most obvious implication of scarcity is the need to choose.  Because, there are not enough resources to do everything, people must decide what will be done with resources available and what cannot be done. The society must make choices about what output to produce in what quantities, and what to produce, how to produce and for whom to produce.

 As you might well conceive, dealing with the above three economic problems involves choice. By deciding which goods and services to produce, society will choose these at the expense of others. In other words, choice implies cost. i.e., choice involves sacrifice. This means that when choice is made an alternative opportunity is sacrificed.
What is opportunity cost? The value of the next best alternative that must be sacrificed is, therefore, the opportunity cost of the decision. When something scarce is allocated to one particular use, the opportunity cost of that choice is the value of the best alternative given up. Scarcity implies choice. Choice in turn implies costs. Hence opportunity cost of any decision is the forgone (sacrificed) values of the next best alternative that is not chosen. Opportunity cost is the amount of other product that must be forgone sacrificed to obtain a unit of product. 

On net, opportunity cost is defined as the amount or value of the next best alternative that must be sacrificed or forgone in order to obtain one more unit of a product.

The law of increasing opportunity cost: it states that opportunity cost of each additional unit of output of a good over a period increases as more of that good is produced.

1.4. Efficiency and the Production Possibility Frontier 

The Production Possibility Frontier (PPF): is a curve that shows feasible combinations of two goods that produce with attainable resource and current technology. Frontier or curve is the boundary of travel. It helps to illustrate important concept of full employment, opportunity cost, efficiency and economic growth. To match the limited resources with the unlimited want every society must make choices about the economy inputs and outputs. Inputs: are the commodities/services that are used to produce goods and services. Outputs: These are the various useful goods or service that result from the production process and are either consumed or employed in further production. This explains the number of possibilities for production keep certain factors as unchanged.

Assumptions:
· Scarce input (fixed inputs) and fixed technology
· Considering an economy which produces only two economic goods
· Efficiency: Economy is having full employment and Productive efficiency
Production possibilities frontier = a graph showing different combinations of outputs for a given amount of inputs. Slope of PPF = opportunity cost

Illustrates the trade-off in the production of one good (or class of goods) against; PPF of food (Y1) & clothing (Y2 

	Types of products
	Production alternatives

	
	A
	B
	C
	D
	E

	Y1  in hundreds
	0
	1
	2
	3
	4

	Y2  in thousands
	10
	9
	7
	4
	0

	Opportunity cost of  1 unit of Y1 
	                                  10           20               30              40

	Opportunity cost of 1 unit of Y2 
	        .100                0.05           0.033        0.025  
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The opportunity cost of one unit of Y1 is 20 unit of Y2 at point C.
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	The marginal opportunity cost of Y1 in terms of Y2 is increasing as we move down the PPF!

The PPF is typically bowed-out or linear.
It is not bowed-in
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1.5 Alternative Economic Systems 

Economic system (economy) is a set of organizational arrangements and institutional those are established to solve economic problem. Generally economics of the world differ essentially on two grounds such as   1) the ownership of the means of production and 2) the method by which economic activities are coordinated and directed. 

Economic systems exist in a Variety of forms. We can identify four types of economic systems.   They are: 1) Pure capitalism                    2) Command economy 

                                 3) Mixed (hybrid) economy     4) Tradition (customary) economy

1. Pure capitalism: In such a system the three fundamental problems are answered as follows. Firms produce those commodities that gives the highest profit (the what), by the techniques of production that are least costly (the how), and incomes are distributed based on the ownership of the production (for whom). 

Command economy (socialism): this economic system is characterized by public property ownership (in the form of state and cooperatives) and strict control of enterprises. The prime motive public interest rather than profit. The governments’ role in guiding the economy is immense. All decision concerning production (output), techniques of production and distribution is made by the governments through central planning. 

The mixed (hybrid) economy: in the fact neither USA nor any other nation can be regarded as having a pure capitalist economy. Real world economies fail between the two extremes. The short coming of both leads to the evolution of the modern mixed economy. It incorporates the good futures of both systems. The provision of private and public goods and services exists simultaneously.

Traditional (costumer) economy: it is an economic system in which the basic questions are answered by traditional or long standing rules of behavior. It can characterized 

1. Production methods, exchange and distribution of income are all sanctioned by custom

2. Technological changes and innovations closely constrained by tradition 

3. Economic activities are considered secondary to religious and cultural values
1.6 Types of goods???
 Individual Assignment 
1.7 Circular flow model of economy 

Production, distribution, exchange, and consumption of good and service constitute the major economic activities. The basic decision making units of economic system are household and firms.
Household may be defined as a single person or a group of person who live under one roof and make economic decisions.

Firm is a decision making unit responsible for the production and sale of good and service.
The essential features of the interrelations between resource markets and product markets are captured in the so-called circular flow of Economic activity.fig. 1.1 describes a simple model of a market economy. In the lower half of the diagram, firms express their demand for resources and households who own economic resources supply these resources. From the same market resources go to firms. The payments which firms make in obtaining resources constitute expenditure of firms. The expenditure of firms flows from them to household in the form of income of resource owners. In the upper half of the diagram, through consumption expenditure, household express their demand for goods services in the product market. From the product market money income in the form of revenue of firms flows to firm and goods and services flow to households. Therefore, there is a link between household and firms through markets.
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