
Introduction – the Essence  
of Economics

Economics is concerned with choice at all levels of 
society: choice by individuals, by firms, by local 
and central governments, and by international 
organizations. Economics is the study of why 
choices are necessary and how they are made, a 
study generally undertaken with the aim of under-
standing better the processes involved and of 
improving in some way the outcome of choices.

At the level of the individual, a person leaving 
school and faced with a variety of alternative col-
lege or university courses has to select just one, 
knowing that the selection will heavily influence 
how the rest of his or her life is spent. Having made 
this major choice, whether to study economics or 
law or whatever, the student while at college must 
allocate time between the study of the chosen sub-
ject and leisure. If the objective is to pass the 
examinations and yet enjoy some sport, choice 
must be made on how time is spent in order to 
achieve academic success and still have pleasure 
from leisure. It will soon become clear that more 
hours spent playing football inevitably means fewer 
hours are available for work. Achieving a good bal-
ance between work and non-work is something that 
is of increasing concern in modern society.

Businesses, from family firms to multinational com-
panies, can use their manpower, capital and premises 
or land in a variety of ways and it is the task of their 
managements to choose to allocate the firm’s resources 
in the best ways, which usually means most profitably. 
Taking an agricultural example, a farmer can perhaps 
grow wheat on his farm and have no other enterprises, 
or grow grass and keep dairy cows, or maybe he can 
have a mixture of grass and wheat. It is up to the 
farmer to choose how to allocate his land and other 
resources, such as his labour force, between the alter-
native enterprises, bearing in mind what he is attempt-
ing to achieve from his farming. With a farm of a 

given size, using more land for cereals means that less 
is available for other crops.

The government, or state, acting on behalf of 
society, raises money through taxation or borrow-
ing and spends it on defence, roads, health care and 
social services, pensions, education, and in many 
other ways. With a budget of a certain size, if the 
government wishes to spend more on the health 
service it will have to cut back on something else – 
say, welfare benefits. Just as with individuals, the 
government has to choose how to allocate its 
resources between many possible ways of spending, 
and by spending money on one thing it loses the 
opportunity of spending it on another.

The environment is another area where choice by 
society is involved. For example, society has some-
times to choose between either building a new air-
port in an area important for nature conservation 
or having the wildlife but also suffering congestion 
at existing airports. By enjoying the convenience of 
an extra airport, the opportunity of enjoying the 
unspoilt countryside is lost. Another choice may be 
between production systems that, on the one hand, 
prioritize high standards of animal welfare and, on 
the other, bring the benefit of lower food prices 
which may be of particular significance to low 
income households in mitigating their poverty.

At the international level, it is increasingly clear 
that society faces a choice between using fossil fuels 
to generate power and risking further global warm-
ing of the planet, with the many forms of harm that 
this brings (economic, biological, social etc.). But, 
unlike decisions at a national level where who has 
the authority to make choices is fairly clear, climate 
change impacts across national boundaries and the 
process of combating it involves achieving coop-
eration and agreement between governments, 
something which is often difficult to secure. The 
economic characteristics of environmental damage 
are considered later (Chapter 7).
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Opportunity Cost

Whenever choice is involved, taking one alternative 
automatically means that all the others have to be 
left, or forgone. If the choice is made to build houses 
on a piece of land to meet a need for accommoda-
tion, the opportunity to use that land for other pur-
poses is ruled out – for a nature reserve, or for 
farming, or for a golf course, etc.

The cost to society of having more houses may 
be thought of as what has to be gone without by 
having them. If the land is currently used for farm-
ing, being judged the best way to use it before the 
housing development was proposed, then this 
activity has to be forgone when the housing is built. 
Costs are commonly thought of in terms of money, 
but money in this context is really only a useful 
common denominator in which the various items 
lost and gained can be expressed and compared. 
We should note that some of the important costs of 
having more housing, such as the extra traffic con-
gestion and the aesthetic loss of unspoiled country-
side and reduced biodiversity, are very difficult to 
express in money terms and may well get left out of 
the calculation, making nonsense of any precise 
monetary figure that may be arrived at.

In the example, the land could be used for a 
whole range of purposes, but only one at a time. If 
it is used for house building, the cost of using it as 
such is really the best alternative use forgone, in 
this case for farming – this is termed the opportu-
nity cost of using the land for more houses.

The opportunity cost of any choice is the best 
 alternative that is forgone by making that choice.

Another example is given by the student who can 
spend an evening drinking, or going to a cinema, or 
buying a book and studying it. If the pub is chosen, 
but the cinema would be next on the list of enjoy-
ments, the opportunity cost of the night in the pub 
is the visit to the cinema.

Scarcity

Choice becomes necessary because the resources which 
individuals and society have at their disposal are insuf-
ficient to satisfy all their wants simultaneously and 
completely. As individuals we often come up against 
money, or rather spending power, as a scarce resource, 
so we have to choose how we use it. Governments 
frequently have limits to the budgets they are able to 
spend on competing projects. Time is another scarce 

resource, and it seems increasingly important to make 
best use of time as one becomes older.

Some commodities are not economically scarce: we 
do not normally have to choose how to allocate oxy-
gen in the air – there is sufficient for each of us to use 
as much as we want for all purposes. It has no oppor-
tunity cost – we can use more of it by lighting a fire 
without having to breathe less. Such commodities are 
called free goods. A distinction should be made 
between scarcity of occurrence and economic scarcity. 
Discarded bedsteads that sometimes adorn ditches and 
lay-bys are not scarce in the economic sense because 
they are plentiful in relation to the desire or want for 
them. Essentially, no one has any use for them.

A commodity is economically scarce when  insufficient 
is available to satisfy all wants  completely and the 
question of its allocation arises.

What is an Economic Problem?

An economic problem is said to occur whenever choice 
between alternatives presents itself. The government, 
faced with decisions on how to allocate its revenue 
between education, defence, housing, healthcare or 
social services, is facing an economic problem. So 
is the farmer allocating his labour force over a 
range of jobs. So is the obese person who has to 
choose between a range of slimming diets on which 
to spend their money and time. The objective of the 
overweight person’s choice is clear, at least on first 
examination: it is to lose weight. The issue how to 
achieve it. This leads us on to consider what lies 
behind any choice – its objective or final goal.

Objectives of choice

The obese person in the above example appears to 
have an easily identi fiable objective, or goal – that 
of losing weight. However, by questioning more 
closely, we may find that the taste of the  diet is 
important too; there are therefore two simultane-
ous goals, weight loss plus a diet that is not unpal-
atable. A third goal might be cheapness of the diet, 
because lower food costs mean that more can be 
spent more on other goods and services that give 
satisfaction. The eventual choice of diet will be the 
result of the individual trying to achieve a whole 
range of goals simultaneously. It is difficult for an 
outsider to list all the goals and even harder to 
ascribe to each goal some measure of its relative 
importance. Yet the individual must have all these 
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goals balanced, probably subconsciously, and the 
final choice will be the way of best achieving them. 
Choice will be rational and not just by chance. If 
presented with the same range of diets at some 
other time, as long as the objectives had not 
changed we would expect the individual to make 
the same, or a very similar, choice. While it is dif-
ficult to specify the objectives, it is clear that they 
exist. Economists say that the individual is attempt-
ing to maximise their satisfaction (or utility) by 
choosing as they do and make the assumption that 
the object of any choice is to get the greatest satis-
faction which can be attained from the range of 
available alternatives.

The objectives of society in any choice are 
equally complex. Some of the objectives which are 
followed simultaneously and which are common to 
most countries, though with different balances that 
reflect circumstances, are:

●	 national security (external defence and internal 
policing, etc.);

●	 a healthy population;
	● a high level of employment;
	● a fair distribution of income and wealth;
	● housing for all;
	● stable prices;
	● protection of the environment (biodiversity, 

landscape quality, prevention of water and air 
pollution, etc.);

	● mitigation of and adaption to global warming;
	● a high level of education for the population;
	● sustained economic growth;
	● promotion of harmonious international trade;
	● individual liberty and the individual’s control of 

his or her own environment; and
	● democratic participation in major policy decisions.

Some of these objectives conflict with each other, 
and politicians will find themselves ‘trading-off’ 
one objective against another. For example, to curb 
inflation it may be necessary to impose regulation 
on factories more tightly and force them to produce 
their goods in a cleaner but more costly way; this 
may push up prices, hamper international competi-
tiveness and retard economic growth. To curb the 
spread of harmful viruses, such as Covid-19, it may 
be necessary to restrict people’s freedom to travel 
and meet, which involves trading off public health 
against a loss of business profits, employment and 
personal incomes. To protect farm cattle from a 
disease it may be necessary to cull forms of wildlife 

that carry and transmit it. Society has, in its 
choices, to balance all its competing objectives 
according to their various weights of importance. 
In a democracy these weights are indicated primar-
ily in the way that people vote at elections for par-
ties or individuals who present different packages 
of objectives in their election manifestos. These 
may change over time to reflect shifts in what are 
perceived as the problems facing society. It can be 
argued that, at least in a democracy, the political 
system can be expected to put in power the parties 
and individuals who, broadly speaking, reflect the 
wishes of society.

The objectives of firms are generally easier to 
define. Their prime objective is to make profit by 
providing customers with what they want, but 
other objectives might be the minimization of risk 
to the business, or to enhance the prestige of the 
company. In agriculture a farmer might consider 
profit to be relatively unimportant as a goal once a 
level has been attained which gives him an adequate 
living standard. He may then be more interested in 
doing what gives him pleasure – such as caring for 
animals and cultivating crops or building up herds 
of pedigree livestock, or spending time at local mar-
kets socializing with fellow members of the farming 
community, or being able to pass the land and 
buildings to the next generation – and will arrange 
his farm with these non-profit motives in mind.

While objectives are generally difficult to define 
precisely, it is clear that individuals, society and 
firms all have them and that their behaviour is dir-
ected towards achieving them. Economics is con-
cerned with how these objectives are approached.

We have dealt with scarcity of resources, choice 
and objectives. They can be combined into a defin-
ition of economics.

Economics is the study of how people as individuals and   
society choose to allocate scarce resources between 
 alternative uses in the pursuit of given objectives.

The Mechanism of Allocating 
Scarce Resources

In terms of how countries allocate their scarce 
resources, history suggests that two chief types of 
society can be distinguished: (i) the society with a 
planned economic system (sometimes called a com-
mand economy); and (ii) the society with a free-
market economic system (or market economy). 
Problems of the allocation of the resources which 
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can produce goods and services (i.e. land and natu-
ral resources, the labour force and managerial abil-
ity, and capital such as machines, buildings, power 
stations, etc.) occur in both systems. However, the 
ways in which the choices are made differ.

For the purposes of comparison of the two 
approaches it is useful to consider each in its most 
extreme form, i.e. a totally planned system of pro-
duction and resource allocation contrasted with 
one relying entirely on the market with no central 
coordination. This approach, which uses ‘models’ 
of each system, is an attempt to capture the essen-
tial elements of a real-world situation without the 
complexities that would be encountered if we were 
to examine the details of the allocative process in 
real countries. The use of models permeates eco-
nomic theory and will be encountered in this text 
when we consider the behaviour of individual con-
sumers, of firms, of the whole economy and in a 
range of other contexts. Although models are often 
criticized as being ‘unrealistic’, by containing the 
most important elements of a situation and disre-
garding the rest, they may give us a far better insight 
into real-world situations and the likely outcome 
of actions or happenings than if we attempted to 
grapple with the complexities of the real world 
without their use. But when drawing lessons from 
using models we must always bear in mind that 
they are only useful tools in economics, and that 
real life is often more complex.

Basically, in any economic system decisions have 
to be made on three questions:

1. What goods and services are produced. For 
example, should supersonic passenger aircraft be 
produced, or should the manpower and other 
resources involved be used to produce, say, more 
television sets?
2. How much of each good and service should be 
produced?
3. Who should get what is produced?

A country with a centrally planned economic 
system might answer these questions by using a 
committee, perhaps called the Central Planning 
Authority. This could make estimates of how 
many shoes, coats, television sets were needed by 
its population and then send directives to its facto-
ries telling them what and how much to produce. 
Assuming the Central Planning Authority also 
knew what resources were available in the coun-
try, it would probably also tell the factories how 
they were to produce their products. The nation’s 

resources would thus be allocated in such a way 
that what needed to be produced (in the judge-
ment of the planners) was produced. The presence 
of multiple sets of detailed instructions is why this 
approach can be labelled the ‘command econ-
omy’. Naturally such an economic system could 
only work where the state owned the vast major-
ity of the land and capital (machines and build-
ings, etc.) and where the inhabitants did what they 
were instructed to do, so the term ‘command and 
control’ is often used of this situation. Furthermore, 
the Central Planning Authority would need to 
have available a vast range of frequently updated 
information on consumer preferences, the availa-
ble resources and the technical details of produc-
tion on which to base its planning decisions. 
Acquiring all this information would itself involves 
costs and absorb resources.

In the other extreme type of society, that of the 
unhindered free-market economic system, there is 
no central planning of what, how much and for 
whom production takes place. There is thus no 
centrally planned allocation of the nation’s 
resources, and the need to assemble all the informa-
tion necessary for planning is avoided. The 
resources are owned by individuals, not the state as 
in the centrally planned economy. What is pro-
duced, and how much, is ultimately determined by 
consumers buying goods and services, either by 
going to shops or, increasingly, online. Surpluses of 
certain goods soon disappear because, if retailers 
cannot sell, say, a type of shoe and have to drop its 
price, they will not order any more from the manu-
facturers, so production will be cut back. On the 
other hand, if not enough of a good is being pro-
duced, say, not enough large ‘smart’ flat-screen 
televisions or 5G mobile phones, so that consumers 
are waiting for delivery, retailers will badger their 
suppliers so what consumers want and are able to 
pay for is produced. Resource allocation hence is a 
reflection of the demand expressed by consumers.

No country in the real world is either completely 
centrally planned or operates a completely unhin-
dered free market system. In the 1990s many of 
the examples of central planning in Europe, in 
states controlled by Communist parties, abandoned 
their attempts at command economies in favour of 
market systems (and a simultaneous reinstatement 
of forms of democracy) (see Box 1.1). Countries 
such as the UK, France and Sweden have had ele-
ments of planning within their basically capitalist 
market systems, and the role given to it has risen 



What is Economics? 5

and fallen over time. However, the problem of 
resource allocation exists in all types of society; 
only the mechanism of making the choice differs. 
The study of economics – the study of how people 
as individuals and society choose to allocate scarce 
resources between alternative uses in the pursuit of 
given objectives – is equally appropriate.

The Scientific Approach to Economics

Taking a scientific approach involves working 
out explanations (theories) of how we think 
things work, making predictions (hypotheses) 
based on these theories, and testing them against 
evidence to see if they are valid. As well as 

Box 1.1. The rise and fall of planned economic systems in Europe.

Letting market forces operate in a completely unrestrained way can produce some results that seem unfair and 
distasteful to many people. The market mechanism contains imperfections that are now widely recognized (see 
Chapter 7 ‘Market Failure’). The 19th-century industrialization of countries such as the UK led to some conditions 
developing, particularly in large towns and in the factories in which much of the population there worked, that 
caused social commentators to question the dominant role of the market. Karl Marx (1818–1883) was the most 
prominent of these; from 1849 he lived in London and witnessed early Victorian England’s factories with their 
dangerous working conditions, long working weeks, child labour and employees suffering general poverty and 
bad housing. Marx was highly critical of the system in which the market was the driving force and of the extremes 
of income and wealth to which it gave rise. He saw the factories as destroying the natural willingness and ability 
of people to express themselves through their work (as craftsmen) by making them machine operators doing 
repetitive tasks in which they took no satisfaction other than to earn money. Competition between industrialists 
seemed destined to make conditions worse as each factory tried to undercut its rivals and, where possible, 
replace workers with more machinery. Could not a better system be devised in which society produced what each 
person needed and in which each person contributed according to their ability? Marx did not leave a detailed 
blueprint for the alternative system, though planning was implied.

Marx predicted that, ultimately, the increased misery caused by poverty, unemployment and lack of satisfaction 
with work would lead to the breakdown of the economy and society in a great revolution in which the ‘proletariat’ 
(literally those whose only thing they possessed to sell was their labour) would overthrow the capitalists (the 
owners of factories, etc.). However, the revolution did not come in the relatively industrialized UK with its tradition 
of democracy. Instead, it came in Russia in 1917, fundamentally still an agricultural country and one used to 
autocratic rule by the Czar. The leaders of the post-revolutionary USSR gave priority to building up their industrial 
sectors by using state planning bodies and a series of 5-year plans that involved moving resources out of agri-
culture, including the forced movement of labour and the extraction of capital by depressing the rewards from 
agriculture. Land was nationalized and farms were amalgamated into large-scale state farms or collective farms, 
designed to reap advantages of size. Much of this was done in a brutal way. Nevertheless, this planned approach 
resulted in rapid industrial growth which enabled the USSR to cope with the demands made on it by the Second 
World War and its part in the defeat of Nazi Germany.

In the tussle for territory and influence after the war, many countries in Eastern Europe came under the control 
of the USSR, run by the Communist Party, and adopted its system of central economic planning and one-party 
government. Eastern Germany (FDR), Poland, Hungary, Czechoslovakia, Estonia, Lithuania, Latvia, Bulgaria 
and Romania all had local strong Communist leaders and essentially ‘command’ economies. Some also ‘social-
ized’ their agricultures into large-scale units. However, planning was imperfect and led to waste, inefficiencies and 
poor innovation; targets were not set in rational ways and managers often had incentives that were perverse. The 
system proved to be too complex to produce the sort of economic growth that was experienced in the market 
economies of Western Europe and North America, though gradually some of their features were introduced to 
help matters (such as financial incentives that reflected the profitability of enterprises). By the 1980s a combina-
tion of political pressure for greater democratic freedoms, the loosened grip of the Communist Party and its 
autocratic leaders, and the failures of the planning system led to a collapse of the USSR and independence by 
its former satellite countries in a series of (mostly) non-violent revolutions, starting in 1989. The former planned 
economies of Central and Eastern Europe adopted market systems and, after a period of painful adjustment, 
were sufficiently advanced (in both economic terms and politically) to join the European Union (EU) in 2005 and 
2007 (Bosnia in 2013).

Today there are very few countries that still adhere to the old ‘command economy’ model, with its associated 
lack of political freedom. North Korea remains the prime example.
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improving our knowledge of the world about us, 
a successful theory is useful in that it enables the 
outcome of various occurrences to be foreseen.

The scientific approach to any subject follows the 
same basic process. The scientist becomes aware, 
through observation of her subject, of a pattern of 
circumstances. To take a biological example, this 
might be that the roots of a plant tend to grow 
downwards even if the plant is turned upside down 
(termed ‘geotropism’). Or it might be that consum-
ers buy a greater quantity of petrol when its price is 
reduced. In an attempt to explain or to account for 
these  observations, the scientist develops theories of 
what might be causing these behavioural patterns. 
Whether or not the theory is valid can only be 
established by a process of testing hypotheses that 
are developed from the theory. A hypothesis is a 
‘positive’, or testable, statement about a certain 
sequence of events with the conditions under 
which the statement is  supposed to apply clearly 
stated. A positive  statement says what was, is, or 
will be and it can be tested by an examination of the 
facts. Normative statements, however, are value 
judgements. For example, ‘old age pensions should 
provide a reasonable standard of living’ is a norma-
tive statement. It may be morally right, but it is 
untestable. Economics as a  science is concerned 
with  positive statements, although this will not pre-
vent economists from holding opinions, just like 
any other members of society, on what they con-
sider to be ethically right or wrong.

A scientific hypothesis, then, is a positive state-
ment about a certain set of conditions developed by 
the scientist from observing the world and how the 
various parts work together. For example, an 
economist, in the role of a social scientist studying 
the way that consumers spend their money, might 
develop the following hypothesis: ‘The price of 
petrol and the daily quantity sold are related so 
that, if the price of petrol is reduced, a greater 
quantity is sold per day, and if the price is increased 
a smaller quantity is sold, all other things being 
equal’. The last part, ‘all things being equal’ 
(sometimes given in the Latin form ceteris paribus) 
is very important; it means that other influences on 
the volume of petrol sold, such as incomes of car 
owners (as people become richer they tend to spend 
more on petrol), or the other costs of running a car, 
do not vary. If they did, it would not be possible to 
tell whether the change in petrol sales had been the 
result of the change in petrol price or changes in the 
other influences.

A shorthand way of writing the hypothesis 
might be:

Dpetrol =  f (Ppetrol)  

Demand for petrol is a function of (or depends on) 
the price of petrol. This is called a ‘functional 
relationship’.

If the price of petrol falls and the quantity sold 
does increase, the facts are in line with the hypoth-
esis and thus support the theory. If the quantity sold 
does not increase, or decreases, the facts are not in 
line with the hypothesis (it is ‘rejected’) and thus do 
not support the theory. Thus the theory (the under-
standing of what is going on) must be modified in 
light of any new observations, or scrapped in favour 
of a theory that explains the facts better.

The process of theory formation and confirma-
tion is shown in Fig. 1.1. If this diagram is under-
stood, the basic scientific approach to any subject 
will have been grasped.

Problems Faced by Scientific  
Economists

Branches of science differ in the ways in which the 
predictions from theories can be tested. Two main 
groups are: (i) those sciences where controlled 
experiments are possible; and (ii) those where they 
are not. Physics, chemistry and most biological 
subjects fall in the first category, economics and 
sociology in the second.

If in physics a scientist were attempting to show that 
as the volume occupied by a gas is reduced its pressure 
increases, he could in his laboratory control the other 
influence on pressure (i.e. temperature). If he con-
trolled the temperature of his experiment carefully he 
would get a consistent result however often he repeated 
his experiment, although small errors might creep in 
because of imperfections in his apparatus.

A biologist, wishing to verify the theory that 
increased nitrogen in the soil causes plants to grow 
more rapidly, might put a number of plants in a 
growth cabinet in which temperature, humidity, 
light, etc. could be controlled. Some plants would 
then be given nitrogen and others, often called the 
‘controls’, would not. The scientist would then look 
for any differences in growth between the plants with 
and without nitrogen; there would be a ‘difference 
between differences’ when the heights of the plants 
were measured. Not all plants with nitrogen would 
grow at the same rate – some ‘biological variation’ 
would occur – but the average, or ‘mean’ growth of 
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plants with nitrogen would be above the average 
growth of plants without if the theory were valid.

Both the physicist and the biologist in the exam-
ples have attempted to eliminate outside influences 
on their experiments by conducting them under 
carefully controlled conditions. The economist can-
not do this. The basic material of her science is 
human behaviour (economics is called one of the 
‘behavioural sciences’ alongside psychology in its 
various forms) and people cannot be kept in labo-
ratories. If the economist wishes to test her theory 
about the relationship between the price of petrol 
and the quantity sold, she cannot control the other 
factors which determine the quantity sold – such as 
the incomes of purchasers, or the prices of the 
other goods on which they could spend their 
money. Moreover, the economist cannot change the 
price of petrol – unlike the biologist who could put 
nitrogen on his plants or the physicist who com-
pressed his gas. She has to wait until the price of 
petrol in the real world changes and then measure 
the shifts in quantity sold. Market surveys do 
partly solve this problem by asking consumers how 
much they would  buy if prices were changed; how-
ever, they might not actually do what they say they 
would do (evidence suggests that actual responses 
are typically smaller than declared intended ones). 
The economist also has to measure all the other 
influences on sales and, with the mass of data 

 collected, use complex statistical techniques to ana-
lyse the observations and unravel the relationships 
in the data. Statistics is a highly valuable tool to the 
economist and advances in electronic data collec-
tion and handling have helped greatly. The lack of 
laboratory-like facilities for experiments is there-
fore a major but not insuper able problem faced in 
the evaluation of economic theories.

A further problem faced by social scientists is the 
variability of human behaviour. This is another, but 
probably more extreme, version of the biological vari-
ation pointed out earlier when the plants-and-nitrogen 
experiment was discussed. For example, a fall in the 
price of petrol might induce some people to buy much 
more, some a little more, some no more, and some less 
(they might think there was something wrong with it). 
It is difficult, then, to predict what the response of 
individuals will be and economic theories are therefore 
either concerned with the behaviour of groups of peo-
ple collectively or with the ‘typical’ or ‘representative’ 
person who takes the form of a group average. This is 
because, in a group, the odd things that one individual 
may do are compensated for by the equally odd but 
opposite things other people may do, an effect some-
times called the Law of Large Numbers. Economic 
theories which apply collectively cannot be disproved 
by the behaviour of individuals; such theories must be 
tested for using a group or sample of adequate size to 
allow for the odd behaviour of individuals.

Predictions are made 
on the basis of the 
theory

Data on actual 
behaviour is collected 
and analysed

If the predictions of the 
theory are supported by 
the behaviour data, the 
theory is accepted

Modification

If the predictions 
are inconsistent 
with the behaviour 
data

From observations 
about human 
behaviour a theory is 
formed

Theory 
discarded

Fig. 1.1. Theory formation and verification.
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Path dependency

Another complication to be faced is that, unlike 
laboratory conditions, in the real world decisions 
are almost always influenced by earlier decisions or 
happenings, and these will vary between individu-
als, firms and societies and are difficult to ‘control’ 
experimentally. In addition, outcomes will often 
reflect the way in which decisions are made; within 
organizations and society how decisions are reached 
is itself a choice. Decisions are therefore path 
dependent. In its broadest form this is expressed as 
‘history matters’, a dictum that applies to almost all 
economic decisions. At a lower level, while the busi-
ness choices of a farmer at any one time will reflect 
past decisions, they could also shift if he took a son 
or daughter as a formal partner who shares in man-
agement. And, as will be seen in Chapter 10, deci-
sions by the government in its policy choices 
relating to agriculture and rural areas are con-
strained by decisions made previously, including 
during the period when the UK was a Member State 
of the EU and participated in the Common 
Agricultural Policy (CAP). Where we are depends to 
some extent on the path by which we got here.

Cause-and-effect relationships

Because economists are usually denied laboratory-
type experiments it is dangerously easy to draw 
premature conclusions from data. For example, it 
can be observed that the number of churches and 
the number of public houses in towns are positively 
correlated. A premature conclusion might be that 
the existence of churches caused people to turn to 
drink; this is probably not justified. Further infor-
mation on town sizes would show that the linking 
factor explaining what appears to be an association 
between the number of pubs and the number of 
churches is population size. Incomplete informa-
tion, therefore, can be misleading and statistical 
associations do not always mean that cause-and-
effect relationships exist. It may be tempting to 
grasp at associations to support a case made for 
political reasons. For example, a rising number of 
immigrants is sometimes pointed to when trying to 
explain greater costs of national health care, but 
more detailed and careful analysis is likely to show 
that immigrants are on average lighter users of the 
National Health Service than UK-born people, and 
that it is the ageing of the population that is the key 
explanatory factor.

If a theory is shown to be valid,  
will it always be valid?

The short answer is ‘no’. Economic theories may be 
shown to hold under a certain set of conditions, but 
other circumstances may arise which invalidate 
them. As time passes and knowledge of how the 
world operates increases, new theories may be devel-
oped that explain situations better, so the old theories 
have to be discarded. This is happening continually 
in medicine, for example as we understand the work-
ings of the human body and what causes changes to 
occur; the better understanding of conditions caused 
by psychological factors and of genetic makeup have 
displaced many older theories.

In economics the understanding of the basic sub-
ject under examination – the behaviour of people 
in their making of choice as individuals or in 
groups – is somewhat more stable. However, things 
do change. For example, economists are much 
more aware of how environmental and health 
issues form part of the objectives of people and 
need to be built into explanatory models. At farm 
level there has been a growth in the theory of 
explaining the behaviour of agricultural house-
holds that encompasses their activities as producers 
in agriculture, participants in local labour markets 
(as wage  earners), as consumers and as enjoyers of 
leisure. Behaviour is known to be affected also by 
the views and actions of other members of the agri-
cultural community and by family circumstances, 
including their stage in the life cycle and the pres-
ence or absence of successors to whom the business 
can be passed down. In public choice, theory has 
developed in the way in which organizations decide 
their objectives and how pressure groups try to 
influence them.

At a more mundane level, technical change has 
invalidated many simple relationships. For exam-
ple, in the late 19th century anyone looking for a 
reasonable indicator of the prosperity of a farm 
might have looked at the number of draught horses 
on it; a valid hypothesis under the technical cir-
cumstances then common might have been that the 
number of cart-horses on farms in England was 
directly related to the income of the farmer, all 
other things being equal. Farmers with big incomes 
with surpluses to invest tended to buy more horses 
as their businesses grew. However, with the intro-
duction of the tractor this relationship changed, so 
that in the earlier part of the 20th century, when 
both tractors and horses were to be found, the 
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farmers with higher incomes tended to have fewer 
horses (but had invested in more tractors). The 
theory and related assumptions on which the 
hypothesis was based was not wrong for the earlier 
period but needed modifying, or superseding by a 
better theory, when conditions changed.

Conclusion

Economics is the study of how people, both as 
individuals and society, choose to allocate scarce 
resources between alternative uses in the pursuit 
of given objectives. Economics is a science that 
studies human behaviour. It is therefore termed a 
social science, and has to apply a ‘positive’ scien-
tific approach without the benefit of controlled 
experiments. Nevertheless, it is possible to formu-
late theories and test hypotheses which help to 
explain the fundamental economic problem of the 
allocation of scarce resources.

The first area of economics to be studied contains 
the theories which try to explain how individuals 
choose to allocate their purchasing power (or the 
scarce resource of the money available to spend); 
they are known as Theories of Consumer Choice.

Exercise on Material in Chapter 1

Answer the questions in the spaces provided. If you 
are unable to answer a question, note the particular 
difficulty and pass on to the next question. Answers 
and explanations are given in Appendix 2.

1.1. ‘Economics is the study of maximizing produc-
tion.’ What essentials are missing from this definition?

(a)
(b)
(c)

1.2. Briefly describe circumstances where the fol-
lowing commodities are (a) scarce, in the economic 
sense of the word, and (b) not scarce.ߓ

1.3. (a)  Is the following statement normative or 
positive? ‘If the Government raises Income 
Tax, consumers will have less money to spend.’ 

(b) What is the difference between a positive 
and a normative statement?

1.4. Opportunity cost is ........................................
......................................................................

1.5. A student can spend an evening either studying or 
playing table-tennis. What is the opportunity cost of:

(a) his evening’s table-tennis? 

(b) his evening’s study?

1.6. A woman has the choice of two jobs, with no 
other alternatives. One pays £10,000/year, but is 
close to her home; the other pays £11,000/year but 
will involve daily travel of 1 h each way in the firm’s 
bus, which is provided free. What is the opportunity 
cost of her taking:

(a)  the £11,000 job? 

(b)  the £10,000 job? 

1.7. A farmer can plant either wheat or potatoes in 
a field. The reward for growing either crop is the 
difference between the receipts from the crop less 
the costs of growing it. Let this difference be called 
the ‘net  revenue’ for each crop. The farmer decides to 
grow wheat; what is the opportunity cost of his 
growing this crop?

1.8. Arrange the following steps in the sequence 
appropriate to scientific method (some branching 
with options may be involved).

Testing predictions against observations

Formation of hypothesis

Predictions made from hypothesis

Observations are consistent with predictions

Hypothesis accepted

Hypothesis rejected

Air (a)
(b)

Water (a)
(b)

Sand (a)
(b)
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Observations not consistent with predictions

Hypothesis modified or new hypothesis developed

1.9. Setting up a hypothesis
(a) You read the following statement in the 

farming press: ‘We are sure that farm-
ers on dairy farms of 100–150 ha in the 
County of Devon who have invested in 
buildings over the last 10 years get lower 
net incomes now than those who did 
not.’ Having in mind the stages shown in 
1.8, what process could be followed to 
show whether this statement was valid?

(b) If the hypothesis is accepted, and present 
income is found to be inversely related to 
investment over the last 10 years, have you 
proved that investment in farm buildings 
causes low incomes?

1.10. Comment on what is implied by the following 
statistical associations.

(a) Crime statistics show that the level of 
most crimes has been falling in recent 
years. Because local authorities have been 
requested to cut back on public expenditure, 

the number of uniformed police officers 
has also been falling. How does this fit 
with the claim often made by politicians 
that, in response to complaints by the pub-
lic, they will cut crime by increasing the 
number of police?

(b) Tobacco firms oppose the move by poli-
ticians to make cigarette packages less 
attractive. They often claim that there is 
no causal relationship between the amount 
they spend on packaging and the number 
of people who smoke. What additional 
information would you request before 
supporting their opposition to making 
packaging plain?

(c) Some people advocate the partial exter-
mination (culling) of badgers because 
growth in their numbers seems to have a 
relationship with the rising incidence of 
tuberculosis (TB) among cattle. Does this 
prove that badgers should be culled in the 
interest of cattle health? What evidence 
would you propose to collect to estab-
lish whether a culling policy should be 
implemented?
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