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PREFACE TO THE FIRST EDITION

This HANDBOOK has been produced for those who are
beginning a study of economics leading to *he G.C.E. “0”
Level examination and its equivalents, and for those who have
completed their course of study and require an aid to swift and
intensive revision.

The text consists of a series of study notes and Progress
Tests. The content of the notes is based, in general, on the
requirements of the G.C.E. “O” Level syllabus.

Those who are beginning their study of economics may care
to use the following scheme of study, which is divided into four

arts. :
o The first part consists of reading through the text, in a method-
ical manner, so as to obtain a general view of the scope of the
subject matter. At this stage the Progress Tests need not be
attempted. 5

The second part of the study scheme is the most- important.
It involves a detailed study of the text—the study to be spread
over as long a period as possible—and the memorisation of
important principles and definitions. Memorisation should be
attempted only after definitions and principles are understood
clearly. At the end of each chapter the Progress Test should be
completed, and the answers checked with the text. There
should be no movement from chapter to chapter until the
appropriate test has been completed.

A general revision should follow, based on a swift reading of
all the chapters, and this should be followed by three separate
sessions, in examination conditions, in which the three test
papers in Appendix III are attempted.

Those who intend to use the HANDBOOK as a means of
pre-examination revision should read each chapter, attempt
each of the Progress Tests, and should then work through all
the questions in the three test papers.

I wish to thank the National Chamber of Trade for kind per-
mission to quote, in Chapter IX, from one of its publications.

v



vi PREFACE

The questions from “O” Level papers in Economics, Social
Economics and Economic and Public Affairs which form
Appendix IIT are reprinted by kind permission of the University
of London School Examinations Department, the Joint
Matriculation Board, the Southern Universities’ Joint Board
for School Examinations and the Associated Examining Board
for the General Certificate of Education.

February 1971 L.B.C.

PREFACE TO THE THIRD EDITION

Advantage has been taken of the opportunity presented by a
_ new edition of recording a number of additional features ir. a
changing economic scene. Statistics have been updated and
further material included on commercial banks. I wish to thank
the National Westminster Bank Ltd., for kind permission to
reproduce its balance sheet for 1977. The Appendix on
Examination Technique has been extended so as to include a
section on demand and supply ‘““curve-shift’’ questions.

October 1978 L.B.C.



ParT ONE:

CHAP.
L

CONTENTS

PREFACE TO THE FIRST EDITION
PREFACE TO THE THIRD EDITION
LIST OF ILLUSTRATIONS . .
LIST OF TABLES . . .

What is economics?
Economic activity .
Scarcity and choice
The essence of economics
Economics as a science .
Economic laws
Some pitfalls in economic thmkmg
Economic problems and systems .
The value of economics i “

Utility and wealth
The concept of utility . .
Diminishing and marginal utility
Free goods and economic goods
Wealth . . . .

® o o o o o o @

Part Two: PRODUCTION

The essence of production
Its meaning and significance in economics
The chain of production

The factors of production 3 .

Returns to the factors of productlon .
Land

Its importance as a factor of production .

The meaning of “land” . . .

The “unique qualities’ of 1a.nd . .

The law of diminishing returns . .
Labour

Its significance as a factor of production .

Special features of labour . . .

vii

ECONOMICS: THE PRELIMINARIES

d.<

Xii

© 00 00 =T Tt QO DD b=t

11

14
14

16
17
17
19

20
20
21
22

24
26



viii CONTENTS

CHAP.
Labour—demand and supply .
Population and the.size of the labour force
Division of labour. . . .

VI. Capital

Capital in production . . E .
The accumulation of capital . . .
Capitalism . . . . . .

VII. Enterprise
Enterprise as a factor of production
The functions of the entrepreneur .
Risk and uncertainty bearing. .

VIII. The organisation of production—1
Production and economic activity .

The background to production in Britain

The location of industry

Factors affecting the location of mdustry

Types of enterprise . =
The problem of nablonallsatlon .

IX. The organisation of production—2
The size of the firm .
The optimum size of firm
Economies of scale
Automation . .
Integration . %
Costs of productlon
The law of non-proportional returns

* 8 o ® ° e
e o o 8 o @

Part TerEE: EXCHANGE

X. The market gystem
The concept of a market
Pure competition . .
Perfect competition .

" Imperfect competition .
Perfect markets . .
Market imperfections .
An effective market system
Some types of market

XT. Demand, supply and price—1

The significance of these concepts in economics

General principles of demand .
Market demand schedules and curves

PAGE

26
26
29

34
35
37

39
42

47
47
48
49
53
58

61
63
64
66
67
69
73



CONTENTS

General principles of supply .
Market supply schedules and curves

Value and price
Equilibrium market pnce

The laws of demand and supply

XIT. Demand, supply and price—2
Time, demand and supply

The effect of taxes and subsid.ies

Types of demand and supply .

Elasticity of demand
Elasticity of supply

Functions of the price system

Monopoly
Price discrimination

.

« 8 o o s s ®

State legislation against monopohea

Parr Four: DISTRIBUTION

XIII. The national income

Distribution and the factors of production

e o s 8 o & s e @

Definitions and determinants of the national

income

Measuring the natlona.l income
Difficulties in measuring national income.
The value of national income statistics

The National Debt
XIV. Rent

Definition and characteristics

The Ricardian theory
The modern theory of rent

Other aspects of economic rent

XV. Wages
Definition and functions
Nominal and real wages

Early theories of wage deterraination

Modern theories
Differences in wages
Methods of remuneration
Trade unions and wages
Incomes policy . .
Unemployment . .
Full employment . .

e o o o

PAGE

89
90
91
93
94

97
97
98
99
103
105
106
108
109

111

112
113
115
117
118

121
122
124
125

127
127
128
129
130
132
133
135
138
139



b4 OONT..NTS

CHAP. PAGE
XVI. Interest

Definition and functions . . . . 142

Saving and lending 3 5 . 2 . 143

Gross and et interest . . ¢ o . 144

Early theories of interest . 144

Modern theories: the marginal productw:ty
theory . . 145

Modern theories: the monetary theory v . 145

Varying rates of interest . . . . 147

XVII. Profits
Definition . . . . . . 149
The nature of proﬁt. . . . . 149
Functions of profit in the economy . . . 150
The constituent elements of profits . . . 150
The concept of normal profit . . . . 151
Variability in profits . . . . . 152

Parr Five: MONEY, PRICES AND THE FINANCIAL
SYSTEM

XVIII. Money and prices

Money in the economic system . . . 154
Definition . . % . . 154
The development of money 8 . . . 155
Functions of money . . . . . 156
The characteristics of money . . . . 158
Forms of money . g . . 159
Gold, silver and the gold standards. . . 159
Money and prices . . . . 160
The quantity theory of monev i g . 161
Measurmg changes in the value of money: index
numbers . . . . . . 163
Inflation and deﬂatlon . . . . 166
XIX. Banking, the money market and the capital ma.rket
Credit and the banking system . 171
The commercial banks . . 172
The commercial banks’ liabilities and assots . 173
The Bank of England . . . . . 174
Minimum lending rate . . . . . 177
Open market operations 179
Structure of the Bank of England’s assets and
liabilities . . . s . . . 180

The money market . . . . . 182
The capital market . . . . . 184



CHAP.

CONTENTS

Partr Six: INTERNATIONAL TRADE
AND GOVERNMENT FINANCE

International trade

Significance of international trade . . .
The law of comparative costs . . .
Free trade and protection . . . .
Terms of trade . . . . . .

Balance of payments .
Remedies for deficits on the balance of pa.yments
Foreign exchange .

The International 1 ‘\/Ioneta,ry Fund . .
The European Economic Community

Background . . . . . .

Objectives and actlwtles . . . .

Institutions and policies . s
Economic arguments concerning the E.E. C .

Government finance

Government expenditure and revenue .
Purposes of taxation . . . .
Theories of taxation . . .

The canons of taxation .

Impact, incidence and taxable capa.clty .
Direct taxes . . . . .
Indirect taxes : . 5 .
Local authority taxation . . .
APPENDIX I: Bibliography . . .
APPENDIX I: Examination Technique . .
APPENDIX mI: Specimen Test Papers . .

INDEX . . . e . e . .

PAGE

188
190
191
193
193
195
196
198

200
200
201
203

206
209
209
211
212
212
213
213

215
216
220
223



PPSPP‘PPPFE

bt el e e e e et
SO

LIST OF ILLUSTRATIONS

Market demand curve ., . . . . .
Market supply curve . . . . . .
Equilibrium market price 5 . . .
Increase in supply and decrease in demand . .
Increase in demand and decrease in supply . .
Zero elasticity demand curve . . . . .
Infinite elasticity demand curve . . . .
Unit elasticity demand curve . . . . .
Zero elasticity supply curve . . . . .
Infinite elasticity supply curve . . .
Rent . . . . . . . .
Rent accruing to a speclﬁc factor . . . .
Equilibrium rate of interest . . . . .
Successful barter . ’ . . . . .
Unsuccessful barter . s
Money as medium of exchange in an mdustrla.hsed
society . . . . . . .

PAGE
87
91
94
95
95

101
101
101
104
104
122
125
147
157
157

157



TABLE

II.

S5<4H

VIII.

M

XI.
XII.
XIII.

XXIII.
XXIV.
XXV.
XXVI.
XXVIIL.
XXVIII.
XXIX,

LIST OF TABLES

Diminishing utility . . . . .
Diminishing returns . . . . .
Total population of the U.K. . . .

Age distribution of population in the U.K. .
Occupational distribution in the U.K. . .

Average and marginal cost . . . v
Non-proportional returns . . . .
Demand schedule . . . . . .
Market supply schedule . g . . .
Demand schedule . . . . .

Supply schedule . i . . :

Gross national product (expenditure) . .
Gross national product (factor incomes) . .
Gross national product by industry . . .
Growth in national income . . . .
National income (hypothetical) . . .

Gross national product per capita, in mid-1970s
National Debt . . O .
Union membership affiliated to the T U.C. .

Purchasing power of the £ . . . .
Unweighted index . . . . . .
Weighted index . . .

Balance sheet of the National Westmmster Ba.nk
Bank of England weekly return . . .
Comparative costs . . . . .
Terms of trade . . . . . .
Balance of payments, 1977 . . . .
Public expenditure, 1976-77 .

Estimated revenue from taxation, etc., 1977—78

xiii

PAGE
12
- 22

27
31
72
73
86

100
104
114
114
115
115
116
118
119
135
161
164
154
175
180
190
193
194

207
210



PART ONE °
ECONOMICS: THE PRELIMINARIES

CHAPTER I

WHAT IS ECONOMICS?

ECONOMIC ACTIVITY

1. A general view. Consider a community at work. Miners,
farmers, factory workers, shopkeepers, engineers, transport
drivers, teachers, chemists and clerks—each of these groups is
involved in some form of economic activity. An ecomomic
activity takes place in the context of meeting the econowmic require-
ments of the community, e.g. for coal, food, manufactured
articles, transport, etc. Activities of this nature include:

(@) producing goods and services;
(b) exchanging goods and services;
(c) consuming goods and services.

2. The essence of economic activity. Economic activity has
its origins in the wants of a community; its main purpose is
the satisfaction of those wants.

(a) Where wants are relatively few, as in a primitive
community, economic activity will be restricted to the pro-
duction and utilisation of basio things, such as food and
shelter.

(b) In the case of a highly developed community, such as
that envisaged in 1 above, economic activity will be on a
very extensive scale, reflecting the many and varied wants
of the population.

(¢) Economic activities take place in the framework of an
economic system (see 24-25 below).

8. Economie activity: the subjeet matter of economics.
Economics is concerned esentially with activities relating to
wealth (see II, 15), s.e.:

(@) Production (see I11, 1), e.g. the manufacture of a motor
car or the printing of a book.
1
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* (b) Consumption (see I1I, 2), e.g. the eating of food or the
wearing of a suit of clothes.

(¢) Exchange (see X, 2), e.g. the sale and purchase of food
in a shop, or the transfer of money at a theatre booking-
office in return for a ticket.

(@) Distribution (see XII1, 1), e.g. a miner, a teacher and a
factory owner each receiving his sha.re of the national in-
come.

These activities form the subject matter of economics.

'SCARCITY AND CHOICE

4. Wants. Economic activity arises because of wants. We
may say, of such economic wants, that:

(@) They may result in a demand for goods and services.

(b) They vary from person to person, from community to
community, from time to time and from generation to
generation. Compare, for example, the basic diet of an
average household in 1877 with one a century later.

(c) They are innumerable.

(d) They are competitive.

(e) They are often complementary.

NOTE: A certain type of want (e.g. for harmful drugs) may create
harm to an individual, but it remains, nevertheless, an economic
want, because economic activity must be undertaken for its
satisfaction.

5. Scarcity. Most things (with very few exceptions, such as
air) are scarce, t.e. they are limited in supply. The statement
that ““all goods are scarce’’ refers to their scarcity relative to the
community’s desire for them at a given time. Wants are in-
numerable, but the resources for satisfying those wants are
severely limited. From this fundamental fact arises the basic
economic problem of choice.

8. Choice. Choice between alternative courses of action is at
the basis of much economic activity; the house owner deciding
whether to spend money on either repainting or repairing
property ; the board of directors considering whether to build a
new factory or re-equip an existing one; or the government
faced with the problem of building houses or schools. Each of
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these cases illustrates the importance of choice in the deter-
mination of economic activity. In general:
(a) resources are limited, ¢.e. are relatively scarce, and,
therefore,
(b) individuals (and groups, such as businessmen and
governments) must choose between competing wants.

7. Opportunity eost. Choice involves a selection from alter-
natives. Hence, the real cost of a good, i.e. the real cost of
satisfying & want, may be considered as the allernative that is
forgone. This real cost is known as the opportunity cost. Thus,
if we assume that the government (see 6 above) decides to build
homes rather than schools, the opportunity cost of the homes
(i.e. cost considered as a forgone opportunity) is the schools
that could have been built.

THE ESSENCE OF ECONOMICS

8. Its scope. Economics studies the many activities under-
taken in relation to wealth. Its scope is, therefore, very wide;
any activities of man in relation to wealth, e.g. the ways in which
he selects and organises his scarce resources so as to produce
wealth and the ways in which he exchanges that wealth, are
within the province of economics.

9. The derivation of ‘“‘economics.” ‘“Economics’ originates
in the Greek word oikonomia, meaning ‘‘household manage-
ment.”” (It apparently derives its meaning from the processes
commonly associated with the careful management of house-
hold revenues.) Until quite recently its title was “political
economy’’ (“political’’ is derived from the Greek polis, meaning
“a city state’’), and the phrase obviously implied effective
management of a state’s resources.

_10. Some definitions of economics. There are many defini-
tions of economics—perhaps as many as there are economists!
Some of the more important are:

(@) “The art of managing the resources of a people and of
its government’’: Adam Smith (1723-90).
(b) ‘“The theoretical science of the laws of production and
distribution of wealth”: J. R. McCulloch (1789-1864).
_(¢) “The practical science o the production and distribu-
tion of wealth”: John Stuart Mill (1806-73).
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(d) “That part of knowledge which relates to wealth”:
F. A. Walker (1840-97).

(e) “A study of mankind in the ordinary business of life;
it examines that part of individual and social action which
is most closely associated with the attainment and with the
use of the material requisites of well being’’: Alfred Marshall
(1842-1924).

(f) “Economics is the study of how men and society end up
choosing, with or without the use of money, to employ scarce
productive sources that could have alternative uses, to
produce various commodities and distribute them for con-
sumption, now or in the future, among various: people and
groups in society. It analyses the costs and benefits of
improving patterns of resource allocation’ : P. A. Samuelson
(b. 1915). :

11. Robbins’ definition. Lord Robbins (b. 1898) gave the
following definition, which has gained wide acceptance:
“Economics is the science which studies human behaviour as
a relationship between ends and scarce means whick have
alternative uses.” Note the following points:

(@) The definition states that economics is a science (see
14 below).
" (b) The science is based on the observation of the activities
of human beings.

(c) These activities arise when persons wish to attain
certain ends (¢.e. the satisfaction of their wants) and have
to choose appropriate resources and methods.

12. A working definition. For the purpose of this text
economics is considered as the study of man in his aitempts to
gain a living by utilising his limited resources.

13. Branches of economics. The branches of economics may
be classified as follows:

(@) Pure economics (or economic theory or principles): the
theoretical principles which are derived from a study of
economic activity.

(b) Descriptive economics: the description of the framework
and institutions forming the economic system.
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(c) Applied economics: the application of economic theory
to the study of practical problems within the economic
system.

~oTE: The term macro-economics is concerned with aggregate
economic quantities, e.g. national income, total expenditure;
the term macro-economics is concerned with individual units, e.g.
the demand of individual consumers.

ECONOMICS AS A SCIENCE

14. What is a science? The term “science’ (scientia, from
scire, meaning ‘‘to know”’) is usually applied to a department
of systematised knowledge, i.e. systems of facts and principles
concerning a subject. In order that an organised body of
knowledge might be classified as a science, it would have to be:

() based on the collection, arrangement and classification
of facts; and

(b) concerned with the possibility of deriving and for-
mulating from those facts, by the use of appropriate
methods, a series of hypothetical laws, in the form of general
statements. :

15. The scientific basis of economies. An economist may use
scientific method in the following ways:

(a) He collects data, e.g. prices of goods during a particular
period.

(b) He arranges and classifies the data, e.g. demand for the
goods at particular prices.

(c) He interprets the data and draws conclusions, where this
13 possible, e.g. that price and demand are related in parti-
cular ways.

(d) He attempts to check his conclusions by applying them to
other relevant aspects of economic activity.

(e) He formulates a generalisation, perhaps in the form of
an economic law (see 19 below).

16. Methods of investigation. The following methods can be
used, singly or in combination, in arriving at conclusions:

(a) The deductive method. The economist begins with a
hypothesis (which may be a mere guess); he then deduces



