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Fundamentals of Economics/&F#EFAIR  Unit 1

Part | Reading

| Text 1

Pre-reading questions

1. What is the correlation between scarcity and efficiency?
2. What factors may affect the economic efficiency?

Scarcity and Efficiency
— The Twin Themes of Economics

Scarcity and efficiency are the twin themes of economics. So before we start our chapter, we
must define — what is economics? Over the last half-century, the study of economics has expanded
to include a vast range of topics. What are the major definitions of these growing subjects? The
important ones are that economics:

e Explores the behavior of the financial markets, including interest rates and stock prices.

e Examines the reasons why some people or countries have high incomes while others are
poor and suggests ways that incomes of the poor can be raised without harming the economy.

e Studies business cycles — the ups and downs of unemployment and inflation along with
policies to moderate them."

e Studies international trade and finance and the impacts of globalization.

e Looks at growth in developing countries and proposes ways to encourage the efficient use
of resources.

e Asks how government policies can be used to pursue important goals such as rapid
economic growth, efficient use of resources, full employment, price stability, and a fair distribution
of income.

This list is a good one, yet you could extend it many times over. But if we boil down all these
definitions, we find one common theme:

Economics is the study of how societies use scarce resources to produce valuable commodities
and distribute them among different people.

Behind this definition are two key ideas in economics: that goods are scarce and that society
must use its resources efficiently. Indeed, economics is an important subject because of the fact
of scarcity and the desire for efficiency. And the three key questions of economics are: What to
produce, how to produce, and for whom to produce.

Scarcity
Whenever individuals or communities cannot obtain everything they desire simultaneously,
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they must make choices. Choices occur because of scarcity. Scarcity is the most basic concept in all
economics. Scarcity means that society has limited resources and therefore cannot produce all
the goods and services people wish to have.

Scarcity exists because resources are insufficient to satisfy our every desire. Resources are the
inputs used in the production of the things that we want. Production can be defined as virtually any
activity that results in the conversion of resources into products that can be used in consumption.
Production includes delivering things from one part of the country to another. It includes taking
ice from an ice tray to put it in your soft-drink glass. The resources used in production are called
factors of production, and some economists use the terms resources and factors of production
interchangeably. © The total quantity of all resources that an economy has at any one time determines
what that economy can produce.

Factors of production can be classified in many ways. Here is one such classification:

e Land. Land encompasses all the nonhuman gifts of nature, including timber, water, fish,
minerals, and the original fertility of land. It is often called the natural resource.

e Labor. Labor is the human resource, which includes productive contributions made by
individuals who work, such as Web page designers, iPad applications creators, and profession of all
football players.

e Physical capital. Physical capital consists of the factories and equipment used in production.
It also includes improvements to natural resources, such as irrigation ditches.

e Human capital. Human capital is the economic characterization of the education and
training of workers. How much the nation produces depends not only on how many hours people
work but also on how productive they are, and that in turn depends in part on education and training.
To become more educated, individuals have to devote time and resources, just as a business has to
devote resources if it wants to increase its physical capital. Whenever a worker’s skills increase,
human capital has been improved.

e Entrepreneurship. Entrepreneurship (actually a subdivision of labor) is the component of
human resources that performs the functions of organizing, managing, and assembling the other
factors of production to create and operate business ventures. Entrepreneurship also encompasses
taking risks that involve the possibility of losing large sums of wealth on new ventures. It includes
new methods of doing common things and generally experimenting with any type of new thinking
that could lead to making more income. Without entrepreneurship, hardly any business or
organization could operate.

Given unlimited wants, it is important that an economy makes the best use of its limited
resources. That brings us to the critical notion of efficiency. Efficiency denotes the most effective
use of a society’s resources in satisfying people’s wants and needs. By contrast, consider an
economy with unchecked monopolies or unhealthy pollution or government corruption. Such
an economy may produce less than would be possible without these factors, or it may produce a
distorted bundle of goods that leaves consumers worse off than they otherwise could be — either
situation is an inefficient allocation of resources.

In economics, the term economic efficiency refers to the use of resources so as to maximize the

production of goods and services. ' An economic system is said to be more efficient than another (in
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relative terms) if it can provide more goods and services for society without using more resources. In
absolute terms, a situation can be called economically efficient if:

® No one can be made better off without making someone else worse off.

® No additional output can be obtained without increasing the amount of inputs.

® Production proceeds at the lowest possible per-unit cost.

These definitions of efficiency are not exactly equivalent, but are all encompassed by the idea
that a system is efficient if nothing more can be achieved given the resources available.

In economics, we say that an economy is producing efficiently when it cannot make anyone
economically better off without making someone else worse off. The essence of economics is to
acknowledge the reality of scarcity and then figure out how to organize society in a way which
produces the most efficient use of resources. That is where economics makes its unique contribution.

A knowledge of economics will allow us to analyze and assess the values of policies and
decisions made by politicians. And it will help us to become more aware of the current and future
problems of our society and therefore better able to cope with them. We are all consumers and most
of us read the newspapers, so it is up to us to understand what is going on. Even our own personal
decisions are often affected by the state of the economy, so we could make better choices if we
understood the way the economy operates. An economy is often affected by factors such as the
use of technology, the actions of the government, industrial relations, and overseas trade.” All of
these influences result in constant change. Prices seem to rise constantly. Some jobs are no longer
available while new types of jobs appear. Changes in employment and prices affect almost everyone.

In short, economics is, like sociology, law and politics, a study of one aspect of human
behavior. It is important and relevant to all of us because it is concerned with such everyday
activities as buying things, getting a job, using a bank and paying tax. Economics is concerned with
people’s wants, in particular their material wants, and how they can be satisfied.
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