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Lesson 
One 

 

The Basic Problems of 
Economics 

 

 

Aims 
 
The aims of this lesson are to enable you to   

 
•  describe the basic economic problem 

• define the basic terms of economics 

• distinguish between a free market and a command 
economy 

• describe some of the advantages and disadvantages of 
these 

• describe the way the mixed economy functions in the 
United Kingdom 

 

Context 
 
This lesson will provide you with basic information and 
terminology you will need in the following lessons. 

 

Note 
Within this lesson you will find data response activity work, 
of the kind you might encounter in the examination. It is 
important you complete this work as IGCSE requires you to 
gain not only knowledge but skills which that will help you 
to develop an economist’s understanding. At the end of the 
lesson you will find a self-assessment test to help you 
check and what you have learnt. You will also find a 
diagrammatic summary outlining the topics covered – be 
sure you understand the summary before moving on to the 
next lesson. 

Oxford Open Learning  
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The Basic Problem of Economics 
The basic problem of economics can be summed up quite simply: 
unlimited wants, limited resources. As people, we have unlimited 
wants – no matter how much a person has, there is always 
something more that he or she would like. The problem arises 
because many of the resources needed to fulfil those wants are 
limited. 

This is known as “the economic problem It is a difficulty which can 
never be completely overcome. As individuals, we learn to 
“economise”, which means that we plan how we will spend our 
limited means. We decide which goods we will buy and which we 
won’t. The purpose of economics (and economists such as you!) is to 
work out how best to use these limited resources to fulfil as many of 
these wants as possible. 

Free and Scarce Goods 

Not all goods are scarce. Air, for example, is freely available in 
normal circumstances. Such goods are known in economics as free 
goods. Most goods, however, are not free but are scarce. This 
means that they can only be obtained by going without something 
else. 

Society and the Distribution of Resources 

Various societies have different methods of distributing these 
resources and this lesson describes three of these: 

• the free market economy, e.g. Singapore, USA 

• the command economy, e.g. Soviet Union (formerly), Cuba 

• the mixed economy, e.g. UK, Germany 

The Use of Words in Economics 

Many words used in economics have meanings that are different 
from their use in ordinary life; examples include “consumption”, 
“money”, “utility”, “value” and “capital”. These specialised words are 
explained as they occur; do not be put off by them, learn to use 
them in their correct “economic sense”. 
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The Most Important Definitions 

1. Resources  

This is a widely used term in economics. It can mean: 

‘‘anything at all which can be used to make goods and services 
available for people.’’ 
 

It therefore includes natural resources such as water, coal and 
crude oil; labour-power supplied by workers; buildings and 
machinery; the talents of an inventor, specialized skills and creative 
ideas. 

2. Scarcity  

It is often remarked that scarcity is the point from which all 
economic studies flow. In the simplest form, it means that there are 
not enough goods and services in the world to let everyone have 
what they want at the same time. 

3. People’s Wants 

These are unlimited so few families are able to satisfy all their wants 
from their incomes. Even millionaires can think of more goods and 
services they would like to have. People’s wants are not restricted by 
what they can buy with their incomes. If there were unlimited and 
freely available supplies of every good and service that people 
wanted, then everyone would be equally well off and there would be 
no such thing as unsatisfied wants. 

There are a few totally free goods, e.g. fresh air. While ice at the 
North Pole may be free, the ice made in a refrigerator is not! Nor is 
the air provided by garages for pumping up tyres “free” because it 
requires a machine which was produced from resources which have 
to be paid for. 

Economic goods are those which cost something to produce and 
which people demand. The costs are the resources used up in 
producing economic goods. The price which is paid for goods is 
normally related to the amount of resources which have been used 
up in production. 

Productive resources are limited; for example: there are only twenty-
four hours in a day and people are unable to work continuously 
during this time. Food is limited because the land available for 
growing food is limited. Water, too, is limited, as only two-thirds of 
the world’s surface is covered with it! This last point indicates how 
scarcity is a relative concept. 
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The important point is that the resources required to make goods 
are limited, and because most resources cannot be used for two 
purposes at the same time, there is normally a cost involved in 
making things available for people’s use. People are not able to have 
everything they want. This is what is known in economics as the 
problem of scarcity. 

 
4. Choice 

Because scarcity exists people have to choose which of their wants 
they will satisfy. There is no escape from a list of alternatives, the 
need for an individual to choose between buying a new coat or a 
new radio comes from the same source as the government’s need to 
decide whether to spend government revenue on a new airport or a 
new motorway. 

5. Opportunity Cost  

When all productive resources are fully utilised, an increase in the 
output of one commodity or service can only be obtained by having 
less of another. The sacrifice of alternatives in producing a 
commodity or service is known as opportunity cost. A simple 
definition of this is “the best alternative which has to be given up”. 
So the opportunity cost of developing a modern aircraft carrier is 
the hospitals, factories or new houses that might have been built 
instead with the resources used for the aircraft carrier. 

Therefore the concept of opportunity cost is linked to the need to 
choose. Every choice involves a sacrifice or opportunity cost. This is 
equally true for private individuals, firms and governments. Only 
“free goods” have no opportunity cost. Consumers do not, for 
instance, have to give up some alternative in order to breathe air. 
Air is a “free good” because there is no restriction on its supply. 

6. Product Possibility Frontiers (PPF) 

If resources are scarce only a finite amount of a product dependent 
on those resources can be produced at any given time. Take a 
simple example of an economy that produces only two goods – 
wheat and steel. In order to produce more steel it will have to give 
up some production of wheat. This, as we have seen, is because the 
production of steel has an opportunity cost – in this example the 
production of wheat. 

This can be shown as a very simple graph (see Diagram 1.1). The 
bow shaped curve in the graph is called The Product Possibility 
Frontier (PPF). Other terms used include Product Possibility Curve 
or Transformation Curve. The PPF shows the different combinations 
of economic goods that an economy is able to produce if all 
resources in the economy are fully utilised. Another way to define 
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the concept is to think of the curve as showing the maximum 
potential level of output of one good given a level of output of all 
other goods in the economy. 

The PPF of an economy is drawn on the assumption that all 
resources in the economy are fully and efficiently utilised. If there is 
a high level of unemployment, if businesses are going bankrupt, or 
if production is inefficient, then the economy cannot produce on its 
PPF. 

 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Diagram 1.1 

 
The PPF shows all possible combinations of the two goods that can 
be produced when all resources are fully utilised. 
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Diagram 1.2 shows an increase in productive potential. This is 
shown by a shift to the right of the PPF, and represents economic 
growth. Diagram 1.3 shows the reverse: a shift to the left of the PPF 
shows a fall in productive potential. 

Case Study 1: The End of the Cold War and the Break---up of Eastern Europe 

When communism collapsed in Eastern Europe during the early 
1990s there was a move away from state control of the economy in 
Poland, Hungary and Czechoslovakia (now Slovakia and The Czech 
Republic). Up to 1992, the communist state had decided what goods 
were to be produced where, as well as who was to buy the resultant 
output and at what price. Wages and prices were strictly controlled, 
as was the distribution of consumer goods. In the new market-led 
economies, manufacturers had to find their own buyers and prices 
were decided by the interplay of supply and demand. Competition 
was introduced into these economies for the first time since the end 
of the Second World War. 

The quality of retail goods in the old communist system was often 
very poor and consumers preferred to buy well-made foreign goods. 
Consumers were often prevented from buying because wages were 
low. Factories in the defence industries (among the largest 
employers under communism) were the worst hit, as governments 
cut defence spending. Former employees of defence industries (one 
‘product possibility’) found it difficult, in the short term, to transfer 
their engineering skills to civilian manufacturing. 

Case Study 2: The Break-up of the Former Yugoslavian Federation 

The collapse of communism in Eastern Europe also led to the 
break-up of the federation of states that formed the old Yugoslavia. 
Serbia, the most important part of the federation, strongly resisted 
change. Serbia fought a bitter war with Croatia in 1992 to prevent 
that part of the Yugoslav Federation from gaining independence. 
Part of that country still remains in Serb hands. Serbia also started 
a civil war in Bosnia-Herzegovina to try to prevent that country 
gaining independence. For the same reason another war was fought 
in mid-1999 in Kosovo. 

These conflicts were marked by ethnic cleansing, atrocities 
committed against the civilian populations, the massive destruction 
of the infrastructure and a breakdown of economic links and 
normal commerce with other countries in the region and the 
European Community. 

Case Study 3: The Opportunity Costs of UK Defence Spending  

Defence expenditure is a major item in almost all modern 
economies, ranging from 1.0% of the national income of Japan to 
between 10% and 20% of national income of countries at war or 
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engaged in civil war in Africa and Asia. Pakistan spends a third of 
its national income on defence.  

The ending of the Cold War in 1989-90 allowed both the Eastern 
Bloc countries and the West to cut back on defence spending. 
Worldwide, the International Monetary Fund (IMF) predicted that a 
20% cut in defence spending over five years would lead to major 
improvements in the world economy. Within ten years of such cuts 
in defence spending, the IMF predicted that national income in the 
rich industrial countries would increase by approximately $60bn. 
Reductions in military spending of this magnitude would also 
increase consumer spending by approximately $144bn whilst 
investment spending would increase by about $83bn. In 1992 the 
USA spent 5.2% of its national income on defence whilst UK spent 
4.1%, a drop of only 0.5% since 1980.  

However, these figures rose dramatically after the events of 
September 11th 2001, when America  and UK both increased their 
defence budgets significantly in light of the perceived terrorist 
threat. In 2000/2001, the UK spent nearly £23 billion on defence. 
In 2003 this figure was nearer £25 billion. This was the first above-
inflation rise in defence spending since the mid-1980s. America also 
drastically increased its defence budget. In the aftermath of 
September 11, former U.S. President, George Bush, pledged to 
spend $48 billion on defence in 2003. That was $38 billion over the 
increase needed to keep up with inflation.  

The need to maintain adequate defences uses up scarce resources 
such as labour, land and capital that might otherwise be used to 
produce civilian goods and services. Hence defence has an 
opportunity cost. One way to measure opportunity cost would be to 
consider the alternative civilian uses of the resources currently 
being used in defence. Government could, for example switch 
defence spending towards building schools and hospitals.  

Defence spending could also be put into investment goods such as 
factories, roads, machinery and rail track. As these facilities are 
used to make other goods and services, such reallocation of 
expenditure would lead to higher growth in national income over 
time. The opportunity cost came into sharp focus in the aftermath 
of September 11 when British and American citizens became 
concerned about the amount of money being spent on the ‘war on 
terror’. As well as the moral and legal issues, people also asked if 
money could not be better spent improving health, education and 
the environment in their own countries.  
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Activity 1 

 

 
Now answer the following questions: 
 
1. What is a production possibility frontier (PPF) for an 

economy?  (2 marks) 
 
2. Using the material in the case studies above, explain why a 

PPF might move to the left and what consequences this 
shift would have on national income? (4 marks) 

 
3. What would be the likely economic consequences of 

further cuts in UK defence spending?  (4 marks) 
 
4. What problems might arise in a shift of expenditure from 

defence to civilian enterprise?  (4 marks) 
 

Answers are given at the end of the lesson. 

 
 

 
 
 
 
 

 
 
 
 
 
 
 
 

 
 
 

Now read the following newspaper article: 
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Lack of Money Means 
No New Library 

Councillors have been 
forced to turn down pleas 
for new libraries in 
Slapton and Kingsbridge 
because of lack of money. 
Members of the libraries 
and art committee were 
told that Slapton residents 
had to travel up to seven 
miles to use the only 
library of Kingsbridge.  
County librarian Mr Jack 
Little said that it was 
impossible to provide a 

new building within the 
budget “It will cost at least 
£200,000 just for the 
initial costs and then there 
are the running costs on 
top of that,” he said. He 
added that even if the 
committee provided a 
mobile library on the site it 
would not be able to cope 
with demands for similar 
libraries in other areas of 
the county.  

 
Source: Slapton Times 

 
 

Activity 2 
 

 
This is what is known as a ‘‘data response’’ question. On the 
basis of the above article, see if you can answers the questions 
below. Then turn to the end of the course for the answers. 
Remember there is no precise answer so do not be too 
concerned if your answer is not very similar. 

 
1. What ‘‘wants’’ have been expressed by the general public 

in Slapton and Kingsbridge?  (2 marks) 
 
2. What does the term ‘‘scarce resources’’ mean in 

economics? (2 marks) 
 
3. Explain how councillors in Slapton and Kingsbridge are faced 

with the problem of scarce resources. (3 marks) 
 
4. Use the article to explain the basic economic problem. 

(3 marks) 
 
Please write your answers in the space provided below. 
Suggested answers are given at the end of the lesson. 
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1. 
 
 
2. 
 
 
3. 
 
 
 
4. 
 
 
 
 
 
 

 

7. Production 

The term production includes all those activities which create the 
goods and services consumers are prepared to pay for in order to 
satisfy human needs and wants. The production process is not 
completed until the good or service is in the hands of the final 
consumer. The production of most goods involves workers of many 
different types, from farmers to factory workers to bankers to 
advertisers to retailers to the consumer. These are all part of the 
production process. 

8. Factors of Production  

These are quite simply the things required for making a good or 
commodity or service. You may see them called “inputs”. They are 
typically grouped into: 

(a) land 

(b) labour 

(c) capital 

(d) enterprise 

The main influence on any country’s total volume of production is 
the quantity and quality of its productive resources – in other 
words its factors of production. 

(a) Land: the term is used in its widest sense in economics to 
include all kinds of natural resources such as mineral wealth, 
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metal ores, coal, oil and fishing grounds. The main use of land 
is, of course, the provision of space where production can take 
place. 

(b) Labour: the term is used to define the human effort needed to 
produce goods and services. Unemployment of labour is of 
special concern to most economists because of the social 
problems it causes. 

(c) Capital: the term is used to include a wide variety of resources 
such as factory buildings, tools, machinery, raw materials, 
partly finished goods and means of transport. The key point to 
remember is that capital goods are not required for their own 
sakes but to allow other goods to be produced. 

 It is also important to note that capital in the economist’s 
definition is not the same as money. Money is used to 
measure capital and to purchase it but money is not 
productive in the sense of making other goods. 

 Capital can be further divided into: 

(i) Working capital: the stocks of raw materials and 
finished goods held to allow production to proceed 
smoothly; and 

(ii) Fixed capital: the buildings, machinery and equipment 
which are fixed in quantity and used in the production 
process. 

(iii)  Social capital: students often find the third concept of 
Social capital difficult to understand. This term refers to: 

        “that part of a community’s stock of capital which is not 
directly concerned with the production of goods and 
services but still assists the production process. This 
includes schools, hospitals and houses.” 

 Schools train the future labour force; hospitals make them fit 
for employment, while houses ensure their welfare so that they 
are more effective as a work force. 

(d) Enterprise: The term refers to the part taken by the organiser 
or the entrepreneur who brings together the land, labour and 
capital to produce goods. The entrepreneur is more than a 
manager; he or she is also an initiator. Entrepreneurs carry 
the risk of production by employing labour and purchasing 
raw materials and machinery immediately, in order to produce 
a good which will be sold in the future. Tastes may change or 
a rival may launch a better product, so there is an element of 
risk. 
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 In return for this risk entrepreneurs are rewarded with profit. 
In modern, complex societies the entrepreneur can be an 
individual, the government or a large limited company. 

8. Welfare  

The total of a community’s stock of its capital and consumer goods 
is often called its wealth. The size of its wealth will determine its 
standard of living and it will attempt to maintain and increase its 
wealth. If wealth is to increase, gross investment should be greater 
than depreciation. 

Gross investment is the addition to the community’s stock of 
capital goods. Depreciation is the wear and tear of capital goods in 
the same time period. So when gross or total investment is greater 
than depreciation, it can produce more consumer and capital goods 
which will increase the standard of living of the community. It is 
important to note that the term investment in economics has a 
very specific meaning: it refers to the change in the amount of 
capital in a firm or the economy as a whole; this is different to its 
everyday use where it can be used to describe depositing money in a 
savings account, for example. 

 

Consumption or Investment 

Any community must choose between using its resources for 
consumption, or for adding to its stock of capital goods. In other 
words: whether to consume or invest. Consumption increases the 
present standard of living while investment increases the future 
standard of living. 

The choice between using resources for consumption or investment 
can be illustrated on a production possibility graph as in Diagram 
2: 
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Initially the community can choose to be anywhere along AB. It 
would not decide on A as this would mean consuming nothing at 
present. If it selects a point near B it will enjoy a higher present 
standard of living than if it selects a point nearer A. But if it does 
select a point nearer A, say E, its net investment will be positive so 
that it will be able to push out its production possibility curve. 

This means that in further years it will be able to enjoy an even 
higher standard of living as shown by the lines on the diagram, EF – 
it can continue to invest the same amount but enjoy at the same 
time an extra amount of consumer goods equal to EF. 

 

A 

E F 
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C 

Diagram 2 0 Consumption per annum 

Investment 
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An increase in production possibilities 
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Three Key Questions 

If you are thinking logically, the next question should be who 
decides on the desired alternative. Many traditional texts speak of 
three fundamental choices: 

1. Which good shall be produced and in what quantities? 

2. How should the various goods and services be produced? 

3. How should the goods and services be distributed? 

These basic allocation decisions have to be made by all societies, no 
matter what type of economic system is in place. The methods of 
solving these problems will differ from one society to another. In a 
free market economy like the USA, resources are allocated via the 
price mechanism.  This means that those individuals and 
organisations who can pay the market price for goods and services 
obtain the necessary resources they require, those that cannot pay 
fail to do so. In communist countries resources are allocated by the 
state: prices are fixed by the state, no market competition is 
allowed. No particular system is perfect and major economic and 
social problems can arise whichever method of resource allocation 
is used. 

The Free Market and the Price System 

The term free market refers to an economic system in which goods 
and services are allocated to the factors of production by the 
interplay of supply and demand at any given time. In this system, 
governments do not control supply, nor do they influence demand: 
demand is decided by the free choice of the consumer, whilst 
independent businesses attempt to satisfy consumer choice, 
charging the consumer that price which the consumer is willing to 
pay for the goods on offer.  

This economic system is now dominant throughout the world - and 
is currently developing at a rapid rate in the People’s Republic of 
China under the government of the Communist Party of China. Its 
main advantages are: 

• wide choice of goods and services 

• a variety of marketing distribution outlets 

• a wide variety of privately owned businesses 

• a variety of investment opportunities on offer to the public via 
the purchase of stocks and shares, and professionally managed 
savings accounts. 

Under private enterprise, resources are allocated through the price 
mechanism. This mechanism decides what goods are produced and 
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in what quantities; how they are produced and how they are 
distributed. 

Study the following diagram (3) closely; it illustrates how producers 
and consumers are linked. 

Every time a consumer makes a purchase it is like registering a vote 
in favour of the continuing production of that article, e.g. shoes. As 
retailers find stocks of shoes falling, they re-order from the 
wholesaler or the manufacturer. The manufacturer will increase 
production so demanding more factors of production. 

If the demand for shoes increases rapidly there will be a shortage of 
supplies in the shops. Scarcity will cause a rise in price which will 
have two effects: 

(i) the price increase will ration out the quantity available by 
reducing the number of buyers; 

(ii) the prospect of greater profits will encourage producers to 
increase supplies. 

 
Prices on goods 

market

 WHAT?

Consumer choice 
 

PUBLIC 
owners of factors 
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Diagram 3  
 

A reduction in demand will have the opposite effect. 
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The price system also determines which firms should produce the 
goods and services. The most efficient firms will have the lowest 
costs of production so they will be able to supply commodities at a 
lower price than their competitors. 

The system also determines who should receive the goods. The 
share of goods and services available to people depends on their 
income level which will depend on their accumulated wealth and 
their job. 

Scarcity is usually caused by an inability of supply to keep up with 
demand at any given point in time. If demand increases and 
producers are unable to increase production immediately, prices 
will rise. In order to satisfy the new level of demand, increased 
quantities of the factors of production have to be organised and this 
takes time. 

In the free market system both the producer and the consumer are 
sovereign since it is their decisions which decide on how resources 
should be allocated. So if consumers decide they want more shoes 
and fewer gloves, shoe prices will rise as consumers try to buy more 
of them than are available while glove prices will fall as stocks of 
gloves accumulate on the shelves. When shoe prices rise, profits in 
that industry will increase, while glove prices fall and profits in the 
glove industry decline. Consequently workers and other factors of 
production will be released from the glove firms as output contracts 
and move to the shoe companies since more workers and leather 
will be required to produce a greater supply of shoes. The overall 
result is that shoe production will tend to rise while glove 
production will tend to fall. The change in price acts as a signal to 
both consumers and producers. 

You should be able to work out a similar analysis starting from an 
increase in wages for workers in the shoe industry. 

Advantages of the Price System 

1. It is automatic and self-regulating so it does not need large 
and complex administrative machinery to direct the 
production of goods and their distribution. 

2. It offers freedom of choice to consumers. Consumers express 
their particular tastes and preferences by the way their 
incomes are spent. Hence demand influences prices and so 
consumers determine what is to be produced. If a producer 
does not make what consumers want then its rivals will. Thus 
it is the consumer who has the final say under private 
enterprise. 
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3. It provides conditions in which initiative and enterprise can 
flourish. The profit opportunities alert people to opportunities 
of meeting new or increasing demands for goods and services. 

4. There is less government interference in the everyday lives of 
people so they are encouraged to make their own decisions. 

Disadvantages of a Price System 

1. Certain essential goods and services, such as defence, law and 
order, education and medical care are either not provided or 
inadequately provided by private enterprise since the profits 
are insufficient. These goods are usually the types known as: 

(a) Public goods – These are goods that are non-excludable 
and non-rival. Non-excludability refers to the situation 
where the benefits provided by producing a good or 
service cannot be  restricted to the consumers who pay 
for them. Non-rivalry means that one person consuming 
a good or service does not result in less of the good or 
service. National defence is a good example, since no one 
can be prevented from “consuming” the protection 
provided by the army (non-excludability) and one person 
benefiting from protection does not lead to anyone else 
receiving less protection. Public goods are often provided 
by the government and paid for from general taxation. 

 (b) Merit goods – which are goods whose benefits are not 
always recognised in full by society. Usual examples are 
education and health. Some parents are reluctant to pay 
extra for education as they are happy with the ‘free’ state 
provision while others prefer to spend their scarce 
resources on other goods.  

2. Monopolies may occur. A monopoly is a firm that dominates 
the industry because of its size and production capacity. The 
presence of a monopolist drives small competitors out of 
business and discourages new firms from entering the market. 
It is therefore able to set prices at artificially high levels and 
can also restrict output to raise prices, knowing there are no 
other competitive suppliers. Consumers may consequently face 
high prices, poor quality goods and poor levels of service and 
supply. 

3. Wealthy consumers can demand and afford luxury goods so 
that producers may allocate resources to these items as the 
profit margin is greater. They may then neglect the production 
of more essential items. 

4. The private firm will ignore social costs above its own private 
costs. These are called external costs or externalities. The 
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most glaring example of externalities in this context is the cost 
to the community that results in industrial pollution. If 
industrial waste products are disposed of in rivers and in the 
atmosphere (pollution), this can lead to health problems and 
increased costs for the National Health Service. 

5. Underemployment of resources will occur when there is 
immobility of the factors of production. Occupational 
immobility occurs when workers losing jobs in one industry 
(manufacturing, for example) lack the necessary skills to work 
in  new expanding industries (such as IT. Geographical 
immobility occurs when it is difficult or impossible to move 
factors of production from an area of declining production to 
an area of expanding production. Workers, for example, may 
find it hard to move from areas of high unemployment to areas 
of low unemployment due to family commitments or the costs 
of  relocating. Localities with declining industries also 
experience increases in social costs in the form of rising crime, 
drug use, poor health and poor housing. 

6. The free market provides no mechanism to ensure all members 
of society have their basic needs – food and shelter – satisfied 
when they can’t afford to pay for them. 

The Command or Centralised Economy 

In this system the allocation of resources is decided not by 
individual consumers but by the government. All resources are 
communally or publicly owned and there is no private enterprise. 
The essential feature of such an economy is the assumption that 
the government, not individuals, determines what should be 
produced. 

The government first estimates consumers’ wants and then decides 
which goods will be produced and in what quantities. This is 
usually done by a series of committees. Another committee 
calculates the labour supply and other resources available. In order 
to work it is necessary for the government to own the resources of 
land and capital and control and direct the employment of labour. 

Advantages of a Command Economy 

1. It can avoid waste of resources which may occur in a 
competitive system. 

2. It is more likely to lead to a wider distribution of profits and 
income. 

3. The problem of social costs can be overcome as all resources 
are state owned. 
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Disadvantages of a Command Economy 

1. It is practically impossible for the governments to assess 
demand for each one of the host of goods and services that 
people want. So governments make themselves responsible for 
deciding what people need and what will be best suited for 
them. So consumers lose most of their freedom to choose. 

2. This system requires a rather cumbersome administrative 
system – hence bureaucracy, slow decisions and stagnation. 

3. Salaried officials of these economies tend to be less innovative 
and more conservative as they lack incentive provided by the 
profit motive. 

The United Kingdom --- The Mixed Economy 

Over the vast majority of the developed world, economic systems 
tend to be a combination of private enterprise and state planning. In 
the United Kingdom most production is through private enterprise. 
The government undertakes the provision of essential services such 
as roads, health, education and social services. In the United 
Kingdom the system of resource allocation still works through the 
price system so government intervention is frequently through 
prices and incomes policy or the imposition of taxes to limit the 
demand for commodities. As mentioned above, some goods such as 
healthcare are provided on a merit basis. 

The problem is to find a combination of the two systems – of private 
enterprise and state planning which combines the maximum 
advantages of both without resulting in their disadvantages. 

 

Hints for Answering Data Response Questions 

Introduction 

In this type of question you are presented with case study material 
drawn from a variety of sources such as newspapers, Government 
publicity and bank reviews. These questions aim to test your ability 
to comprehend and analyse economic information. 

Most material relates to a real world situation. The answer needs to 
relate to the case study material which has been provided. You 
must avoid the temptation of answering the question as if it was a 
general essay. Always try to refer to the data provided. 
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Timing 

Use your time wisely. Do not spend too much time thinking about a 
small part of a question. Look at the mark allocation – this should 
guide you on how long to spend on each part. If a question has a 20 
marks total and there are four parts: 

(a) 3 marks. 
(b) 3 marks 
(c) 6 marks 
(d) 8 marks 
you must expect to spend at least twice as long on (d) as on (a). 

Relevance 

Keep to the question asked and avoid all irrelevant material. Avoid: 

(i) long introductions before starting the answer 

(ii) repeating prepared answers which vaguely relate to the topic 
but do not specifically answer it. 

(iii) answering questions before you have read all the case study. 

Structure 

Do keep to the order of the question. If a question has parts (a), (b), 
(c) and (d) do make sure you answer in this order and leave a line 
between each part of the answer.  If you cannot answer, say b), go 
on to c) and d).  If you have time at the end of the exam, you can go 
back and see if you can complete b). 

Calculations 

Show all your workings. You can use a calculator but show all the 
steps. For example, if you are asked to calculate the profit on the 
sale of 100 cars at £5,000 which cost £4,000 to make. Do not write 
£100,000 but say. 

Profit = Total Revenue – Total Cost 

 = £500,000 – £400,000 

 = £100,000 

This may seem a waste of time but if you make a calculation error 
you will possibly notice it and/or gain marks for method. 
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Lastly 

You will need to learn the difference between percentages and index 
numbers and constant and current prices and familiarise yourself 
with the terminology of economics. You will find these terms 
explained in your course but there is no substitute for a lively 
interest in the subject and reading a quality newspaper each day. 

Conclusion 

You have covered a number of points in this lesson but do not be 
worried if you feel as if your knowledge of the topics is too 
superficial. You will be returning to most of the important questions 
as you progress through the course. You should now check that you 
understand the key terms introduced so far. 

Scarcity – a situation where there is only a limited quantity of 
resources available. 

Basic Economic Problem – the problem that exists because 
resources are scarce but human wants are unlimited. 

Allocation of Resources – how scarce resources are distributed 
between different uses. 

Opportunity Cost – the cost of using one good measured in terms 
of the best alternative given up because of a particular choice. 
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Summary 

 

Terms: Free Market 
        System:

Command 
Economy

Mixed 
Economy

business capital 
private

production determined 
by price

government 
allocates resources

combines  
private enterprise 
and  
state planning

• working 
• fixed 
• social

• land 
• labour 
• capital 
 
• enterprise

Advantages Disadvantages

Advantages Disadvantages

problem 
finding 
balance

• welfare
• investment 
 
• depreciation

gross

•  production possibility 
  curves

The Basic Problems of Economics

• resources 
• scarcity 
• wants 
• choice 
• opportunity cost 
• production 
• factors of  
  production

 
Be sure you understand what definition might correspond to the 
terms mentioned, and what detail corresponds to the three types of 
economy mentioned, and their advantages and disadvantages, 
before beginning Lesson Two. 

 

Self-Assessment Test One 
1. What are the distinguishing features of a free market economy? 

What weaknesses of such an economy lead a government to 
intervene? 

2. On a Tuesday evening you can choose to go to a football match, a 
concert, a lecture or to the cinema. Make a list of your preferences 
and state the opportunity cost of your first choice. 

Answers are to be found at the end of the course. 
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Suggested Answers to Activity One 

1. A product possibility frontier shows the different combinations of 
economic goods that an economy is able to produce if all the 
resources of that economy are fully and efficiently employed. 
Another way to put it is that a PPF shows maximum potential levels 
of output of one good, given a stated level of output of all other 
goods in the economy. An economy producing more of good A will 
have to decrease the production of other goods (assuming the 
economy is operating at full capacity and efficiency). 

2. A move inwards or to the left of a PPF signifies a contraction of the 
economy and is the result of inefficient employment of the factors of 
production, such as high unemployment, idle factories, poor 
utilisation of land or low productivity. 

3. Cuts in defence spending (reducing the opportunity costs of 
defence) would, over time, result in resources (factors of production) 
being transferred to the manufacture of civilian goods, which would 
boost civilian employment, and raise both consumer demand and 
the national income. 

4. A number of fairly obvious problems arise in an economy when 
defence spending is reduced. One such problem is the creation of 
unemployment in defence industries, which adds costs to the social 
services budget in terms of unemployment pay and other forms of 
support. There is also the under-utilisation of both land and capital 
(e.g. empty service married quarters, abandoned training areas, the 
closure of military bases upon which civilian communities often 
depend.). Then there is the cost of retraining and employing ex- 
soldiers and defence personnel. As indicated the affects might be 
highly localised and affect the economies of particular towns and 
areas. There is always a time lag for economic re-adjustment so that 
a reduction in defence spending rarely produces tangible economic 
results in the short-run. Nor should the political costs of defence 
cuts be forgotten – a rundown of military capacity makes a country 
more vulnerable to potential enemies. 

Suggested Answers to Activity Two 

1. The people of Slapton and Kingsbridge want new libraries to 
make it easier to borrow books. 

2. Resources are scarce because there are not enough raw 
materials or workers or capital finance to produce everything 
people want. 

3. The councillors in Slapton and Kingsbridge have to decide 
whether to use their funds from government grants and rate 
payers to build more libraries, provide mobile libraries or 
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maintain existing library provision. Their budget does not 
permit them to select more than one option. 

4. The basic economic problem is of choice – deciding between 
different uses of scarce resources. This leads to the idea of 
opportunity cost. A new library at Slapton would cost 
£200,000 to build but these funds would then be denied 
elsewhere. Councillors have to choose where the greatest need 
exists. 
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