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Principles of Economics
In a Nutshell

Principles of Economics in a Nutshell provides a succinct overview of
contemporary economic theory. This key text introduces economics as a
social science, presenting the discipline as an evolving field shaped within
historical context rather than a fixed set of ideas.

Chapters on microeconomics introduce concepts of scarcity and tradeoffs,
market analysis (the Marshallian cross of supply and demand) and the theory
of the firm and market structure. Chapters on macroeconomics begin with
an explanation of national income accounting, followed by discussions of
macroeconomic theory in the goods market and in the money market from
both a Keynesian and Classical view. The text concludes with examples of
how to expand upon core material, introducing the perspectives of feminist
and ecological economics.

This book will be of great importance to students new to economics
and is ideal for use on single-semester Principles courses or as a primer on
economics courses in other settings. The text is fully supported by online
resources, which include a set of analytical questions and suggestions for
further reading for each chapter.
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“This introductory economics textbook is long overdue. For too long, stu-
dents taking their first economics course have had difficulty seeing how
material can be used to address the most important issues we face in society.
This textbook gives students a strong foundation in economic theory and
shows them how to use what they learn to address interesting and relevant
topics in economics such as non-market transactions, household production
and environmental problems.”

— Professor Matthew Lang, University of California, Riverside

“This textbook is for professors who want to teach the basics of economics
within a broad and open-minded Liberal Arts framework.”
— Professor James Devine, Loyola Marymount University

“A much-needed alternative textbook to engage students in today’s economic
issues”

— Professor Mark Maier, Glendale Community College
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Preface

We set out to write this brief volume on introductory economics in the hope
that we could use our combined 60 years of teaching experience to create a
text that would fit well with a one-semester principles course that combined
macro- and microeconomics, like ours, in which the instructor was eager
to supplement the textbook with up-to-date outside sources. Too often, we
found textbooks to be bloated with unnecessary material that we had to ask
students to read around and that were, as a result, too expensive. We felt
that students could benefit from concise, straightforward presentations of
the theoretical material that would leave plenty of room for the discussion
of applications and extensions in the classroom. Using a draft of this work
with our students confirmed that this approach could be effective in teach-
ing introductory economics, and, indeed, that it would be superior to other,
more traditional methods of introducing the subject.

Additionally, we had long realized that economics is a discipline badly in
need of updating the ways in which introductory courses are approached.
Much of this we had been trying in our individual courses. Rather than
teach economics as a dogmatic, abstract, and distant discipline, we wanted
to ground it in its history for students, showing them how it emerged and
emphasizing that it is a living subject, with arguments and divergent views.
We wanted to demonstrate to students that they could use the foundational
models presented here as a bridge to explore other questions and schools
of thought. We hope that using this text inspires students, especially those
who may not have traditionally studied the subject, to take other courses in
economics. We were all drawn to the subject, at least in part, because of its
powerful potential to explain the world and solve social problems.

The book begins by introducing economics as a social science and
explaining its historical roots, discussing especially the work of Adam Smith
and John Maynard Keynes, arguably the two most important figures in the
founding of modern economics. Next, it discusses the concepts of scarcity
and tradeofts in order to explore how societies might make decisions regard-
ing resource use. The microeconomics portion of the text introduces the
concept of markets, including the Marshallian cross supply-and-demand
framework, different types of competition, market failures, and an analysis
of supply decisions by firms. The macroeconomics portion begins by intro-
ducing a flow model of the macroeconomy and foundational concepts of
national income accounting, and potential macroeconomic goals, such as
GDP growth, price stability, and reduced unemployment. It then introduces
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the competing macroeconomic paradigms of the Classical and Keynesian
models, first in the goods market and then incorporating money and the
banking system into the analysis. The final chapter of the book introduces
the feminist and ecological economics schools of thought in order to dem-
onstrate possible extensions of the models discussed in the text along with
further questions that students may explore within the introductory course
and elsewhere.



More than just the stock
market

Introduction to economics

" 1.1 Economics as a social science

Social science, according to the Oxford Dictionary, is the scientific study of
human society and social relationships. The traditional social sciences are:
anthropology, economics, politics, psychology, and sociology; more recently,
interdisciplinary fields such as womens, gender, and sexuality studies, race
and ethnic studies, humanitarian affairs, and so on, have been added to the
more traditional list.

What distinguishes economics among these social sciences? The noun
economics comes from the Greek oikos-nomia, which became oeconomia
in Latin. Nomia in Greek means “distribution, arrangement, management”
(think also about: astronomy, agronomy ...), while oikos means “household”.
Thus, economics originally meant “management of the household, of the
place we live in”. This is a definition worth reflecting upon for a moment,
as it may help you distinguish economics from adjacent fields of study:
for instance, you may want to consider the fact that “management of the
household” does not only imply making the household wealthier. Also, the
emphasis of this definition falls on the household as a whole, and not on its
individual components. This is quite different from what we experience in
our highly individualistic society! In ancient Greece, the purpose of human
existence was the enjoyment of a good life, and such an objective could only
be attained within the community, that is, the polis (city-state). It was the
community - and not the individual - that could achieve good social results,
a prerequisite for well-being. Therefore, individuals were to conceive their
conduct in economic affairs in light of their relations with each other and
so with the community of citizens on which they depended. Here is how
Aristotle (384-322 BCE) wrote about it in Politics:

Man is by nature a political animal. And therefore, men, even when they
do not require one another’s help, desire to live together; they are also
brought together by their common interests in proportion as they severally
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attain to any measure of well-being. This is certainly the chief end, both of
individuals and of states. (lll, 6)

Seeing then that the state is made up of households, before speaking of
the state we must speak of the management of the household. ... And
there is another element of a household, the so-called art of getting wealth
[chrematistike], which, according to some, is identical with household
management, according to others, a principal part of it. (I, 3)

More than two millennia have gone by since then, and you may think that
many aspects of human and social existence have changed. You may think,
for instance, that today we are much less dependent on others in the pursuit
of our own well-being (individualism). But ... are we really? Where do you
stand in regard to the possibility for human beings to achieve well-being
un-collectively?

Lets reflect further on the definition of economics given earlier, which
may be rephrased as: economics deals with the use of the resources of the
household with the objective of producing the greatest well-being for the
household itself. A simple generalization of “household” to whatever envi-
ronment we live in updates the definition of economics to a concept we can
relate to more easily: the management of resources of a city, a state, a country,
and so on, with the objective of maximizing the overall well-being of the
corresponding population. This is where troubles begin: is there a unique
definition of the well-being of a community, a definition we could all agree
upon? And even if we could agree to consider just one definition of the well-
being of a community, how likely is it that we would also agree on how and
what to measure in order to evaluate it? How likely is it that we would also
agree on what policies or strategies would improve it the most? Even people
with fairly similar visions of the world are unlikely to share the same idea of
well-being, to choose the same unit of measure and techniques in order to
evaluate it, to imagine the same policies to improve it. Economists generally
agree that the purview of economics is the management of resources with the
objective of maximizing the overall well-being of the community, but often
disagree -like everybody else — on the practical, concrete translation of the
community’s well-being, on what and how to measure it, and on what to do
in order to improve it. The next section of this chapter will provide you with
some help in rationalizing the most common causes of divergence of opinion
among economists.

Before we get there, though, let’s do some more work on our definition.
Given the inclusion of economics among the social sciences, the study of
the management of resources for the well-being of the community must be
conducted according to the methods and principles of science: it has to be
a systematic and methodical study. Again, scientific comes from the Latin
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scientia, which means knowledge, and scientific then means productive of
knowledge. How does one then approach the study of economics according
to a scientific method?

Francis Bacon, a British philosopher, in 1620 published a treatise entitled
Instauratio Magna, which contains the very first full and modern description
of the scientific method (Bacon in fact became later known as the founder
of the scientific method). In its most basic form, such method consists of
a strict sequence of methodological steps, that can be summarized as

follows:

1.  faithful record of natural phenomena;
derivation of aphorisms - system-free inferences of/from what one
observed;

3. “negative instances” are used to eliminate faulty aphorisms, while
aphorisms that are not negated by experimentation are gathered into
generalizations that constitute “knowledge”

A couple of examples should claritfy.

e  Example 1: a truthful aphorism

I observe water running through my bare fingers and wetting
them.

I derive the aphorism that when water runs through my bare fin-
gers, my fingers get wet.

Are there instances in which this does not happen, that can negate
my aphorism? No.

Thus, I can generalize and say that water wets bare fingers.

e  Example 2: a faulty aphorism

I observe that during a downturn of the economy (recession) there
are more poor people around.

I make the inference (aphorism) that during a recession people
become poorer.

Are there instances that deny my inference? Yes: during the
last recession, for instance, the average compensation of CEOs
increased.

My aphorism is faulty.

Summarizing, the conceptual sequence of the scientific method - and so also
of economic analysis — consists therefore of: facts - theory — check of the
validity of the theory against facts.
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I 1.2 On the scientific character of economics,
ideology, and perspectives

In the previous section we have already come across some causes of disagree-
ment among economists. There is more. We just saw that economics, as a
social science, follows the scientific method: there is fundamental agreement
on that; but how scientific can economics really be? Can the study of eco-
nomics, which has so much to do with the human experience and under-
standing of reality, the types of interactions, norms, structure of society,
historical patterns, and so on, lead to scientific knowledge? Joan Robinson, a
celebrated British economist, in Freedom and Necessity (1970, p. 119) wrote:
“The methods to which the natural sciences owe their success — controlled
experiment and exact observation of continually recurring phenomena -
cannot be applied to the study of human beings by human beings” Even if
economists faithfully apply the scientific method, the outcome of their work
may have to be taken differently from, say, the outcome of a chemical reac-
tion that can be repeated ad infinitum in the same exact conditions. Thus,
Robinson concludes that, “The function of social science is quite different
from that of the natural sciences - it is to provide society with an organ of
self-consciousness.” What could that mean?

The degree of certainty with which economists perceive the outcome of
their work (that is, how scientific economists consider the outcomes of their
work) tend to divide economists into different camps: it typically distin-
guishes scholars who self-identify as economists or as political economists,
depending on whether the focus of their work and their vision of the dis-
cipline are restricted to what can be objectively measured (pure economic
relationships), or whether they can only conceive economic relationships in
contextual ways, within the political, historical, cultural, and social frame-
work in which economic relationships take place.! Of course, the question
of whether anything at all can be measured truly objectively remains open.

An additional and growing area of disagreement among economists
has to do with the system of beliefs and moral values (ideologies) scholars
abide by. The impact of ideology on one’s approach can be best appreciated
through examples. Consider, for instance, the following passage, taken from
Sismondi’s “On the Condition of the Work People in Manufactories” (1847
[1834], p. 196):

The most important of all questions in Political Economy [is] the share
of happiness which wealth ought to diffuse among those who contribute
by their labour to its creation. With us it is a fixed principle that social
order ought never to sacrifice one class of men to another, and that, whilst
admitting divers conditions, poor as well as rich, these differences are only



