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1.1.1 Economics as a social science 
 

Key specification content 
 

• Thinking like an economist: the process of developing models in economics, including the need 
to make assumptions 

• The use of the ceteris paribus assumption in building models 

• The inability in economics to make scientific experiments 

 
Models in Economics 
Economists develop models and theories to help explain the multiple choices we make in our daily lives. These 
models are built on assumptions that can help to simplify analysis and allow us to think about links between 
one variable and another. However, many of the assumptions that economists make risk being criticised for 
not being sufficiently realistic – the real world is far more complex than most economic models suggest. 
 
What are assumptions? 

• Assumptions are initial or prior conditions made before a micro or macroeconomic analysis is built.  

• Sometimes assumptions are used for simplification of a theoretical idea or an economic relationship 

Ceteris paribus assumption 
To simplify analysis, economists isolate the relationship between two variables by assuming ceteris 
paribus – i.e. all other influencing factors are held constant. For example, “an increase in real income 
will cause an increase in demand, ceteris paribus.” Here we keep constant all other factors that might 
lead to a change in demand for a product. 
 
Other assumptions 
Most of the economics that we study is based on a “neo-classical” approach. Neo-classical economists make 
a number of key assumptions in their analysis, including: 
 

• people are rational; 

• people (e.g. workers, business owners etc) aim to maximise their “utility” i.e. their ‘satisfaction’. For 
businesses, this means aiming to maximise their profit; 

• people act independently of each other when making their decisions; 

• the information needed to make decisions is always accurate and complete. 

 
Examiner Tip  
 
Try to note down at least one assumption when you are writing analysis points in exam answers. This then 
allows you to critique and evaluate your analysis later in their answer by simply questioning the assumptions 
that have made. For example: 
 
“An increase in real income should cause an increase in demand for products, assuming that they are normal 
goods and have a positive income elasticity of demand. However, some goods and services are classified as 
inferior goods and have a negative income elasticity of demand, so demand for them will fall when income 
rises.” 
 

KEY TERM 
Ceteris 
paribus 
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1.1.2 Positive and Normative Statements 
 

Key specification content 
 

• Distinction between positive and normative economic statements 

• The role of value judgements in influencing economic decision-making and policy 

 
Positive Statements 
Positive statements are objective statements that can be tested, amended or rejected by referring to the 
available evidence. Positive economics deals with objective explanation and the testing and rejection of 
theories. For example:  

• If the government raises the tax on beer, this will then lead to a fall in profits of brewers. 

• A fall in the cost of generating solar energy may cause a contraction of demand for coal 

• A reduction in income tax will improve the incentives of the unemployed to find work. 

• Higher mortgage interest rates will eventually reduce the average level of house prices 
 
Normative Statements 
Normative statements are subjective statements – i.e. they carry value judgements. For example: 

• High unemployment is more harmful to a country such as the UK than high rates of 
inflation 

• The retirement age in Britain should be raised to 70 to combat the effects of an ageing 
population. 

• Scarce resources are best allocated by allowing the price mechanism to work without any 
intervention 

• The government should enforce a minimum price for beers and lagers sold in supermarkets and 
off-licences to help control alcohol consumption and reduce the number of pubs that are closing 

The role of value judgements 

Most economic decisions and policy are influenced by “value judgements”. These vary from person to person, 
from company to company, from government to government, and from country to country. Value judgements 
help us to explain why economic policies vary from place to place, and from time to time.  
 
Examiner Tip 
 
Deciding whether a statement is positive or normative is a common multiple-choice question. Examiners may 
include words such as ‘should’ in statements that are actually positive (this is done to make students think that 
they are normative). The rule-of-thumb is that students should always consider whether the statement can be 
tested. If it can be tested, then it is a positive statement. 
 

  

KEY TERM 
Positive 
statement 

KEY TERM 
Normative 
statement 
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1.1.3 The Economic Problem 
 

Key specification content: 
 

• The problem of scarcity – where there are unlimited wants and finite resources 

• The distinction between renewable and non-renewable resources 

• The importance of opportunity costs to economic agents (consumers, producers and 
government) 

 

What is the basic economic problem? 
It is often said that the main purpose of economic activity is the production of goods and services to satisfy 
the ever-changing needs and wants of consumers.  
 
The basic economic problem is about scarcity and choice i.e. economics is about coming up with ways 
to meet infinite wants when faced with finite resources.  Each society must decide: 
 
• What goods and services to produce? Does the economy use its resources to build more hospitals, 

roads, schools or luxury hotels? Can the National Health Service afford free IVF treatment for 
childless couples or offer new but expensive cancer treatments? How should we source our energy in the 
years to come? 

• How best to produce goods and services? What is the best use of our scarce resources? Should 
government land be sold off to provide more land for affordable housing? Should we subsidize the electric 
vehicles as a strategy to reduce carbon emissions from transport? 

• Who is to receive goods and services? Who will get hospital treatment - and who not? Which areas get 
the go-ahead for major transport infrastructure projects such as CrossRail, HS2 and HS3 and which regions 
might miss out? 

 
Quick question 
 
Can you think of five more economic questions, similar to those shown above? 
 

 
Scarcity 
We are always uncovering new wants and needs. Because of scarcity / finite resources, all consumers, 
businesses and governments must make choices. For example, five million people travel into London 
each day, they make decisions about when to travel & whether to use the bus, tube, walk or cycle or 
work from home.  
 

Quick question 
 
Note down five economic choices that you have made already today. 
 

 
Emerging technologies might be changing our perception of scarcity, for example open access to the internet 
& freely-available services such as Google, Twitter, Instagram & Facebook. These services are free to use but 
there is an opportunity cost involved (i.e. what else we could have been doing with our time) – for example 
the productive hours lost when people become addicted to social media on a daily basis. 
 

KEY TERM 
Basic 
economic 
problem 

KEY TERM 
Scarcity 
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1.3.1 Types of market failure 
 

Key specification content: 
• Understanding of market failure 

• Types of market failure 

o Externalities 

o Under-provision of public goods 

o Information gaps 

 

 
What is market failure? 
The main role of prices in a market economy is to allocate scarce resources efficiently. Market failure 
exists when the competitive outcome of markets is not efficient (or equitable) from the point of view of 
the economy as a whole i.e. resources are not allocated as efficiently as they could be. This is usually 
because the benefits that the market confers on individuals or firms carrying out a particular activity 
diverge from the benefits to society as a whole. 
. 
Partial and complete market failure 
Complete market failure occurs when the market does not supply products at all – there is a missing market. 
For your A level, the main reason that you need to consider for missing markets is public goods. This concept 
will be covered in more detail later in this course companion. 
 
Partial market failure occurs when the market functions / exists, but it supplies either the wrong quantity of a 
product or at the wrong price. Examples needed for your A level include negative externalities from 
production, positive externalities from consumption, and information gaps. In Theme 3, you will also study 
monopoly power, another type of market failure. 
 
Extension idea: the importance of property rights 
Property rights confer legal control or ownership. For markets to operate efficiently, property rights must be 
protected – perhaps through regulation. Put another way, if an asset is un-owned, no one has an incentive to 
protect it from abuse. The right to own property is essential in a market-based system  
 
Failure to protect property rights may lead to what is known as the Tragedy of the Commons - examples 
include the over use of common land and the long-term decline of fish stocks caused by over-fishing which 
leads to long term permanent damage to the stock of natural resources. In this situation, individual users of 
the asset (e.g. grazing land, the sea) aim to maximise their own utility, but in doing so, reduce the benefits for 
everyone, and ultimately themselves, as the resource is over-used. 
 
  

Negative 
(production) 
externalities

Positive 
(consumption) 
externalities

Public goods Information 
failures 

(including merit 
& demerit 

goods)

Monopolies / 
market power

Immobility and 
inequality

KEY TERM 
Market 
failure  
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1.3.2 Externalities 
 

Key specification content: 
• Distinction between private costs, external costs and social costs 

• Distinction between private benefits, external benefits and social benefits 

• Use of a diagram to illustrate: 

o External costs of production using marginal analysis 

o Distinction between market equilibrium and social optimum position 

o Identification of welfare loss area 

o External benefits of consumption using marginal analysis 

o Distinction between market equilibrium and social optimum position 

o Identification of welfare gain area 

o Impact on economic agents of externalities and government intervention in various 
markets 

 
What are externalities? 
Externalities are spill-over effects from production and/or consumption for which no appropriate 
compensation is paid to one or more third parties affected. Put differently, externalities are impacts on 
‘third parties’ (i.e. people not directly involved in the market transaction – they are neither the buyer 
nor the seller) as a result of a market transaction. 
 
Because externalities lie outside the initial market transaction, they are not reflected in the market price. 
Externalities cause market failure if the price mechanism does not take account of the full social costs 
and benefits of production and consumption. Externalities can be positive and/or negative i.e. the 
impacts on third parties can be good or bad. 
 
Private costs, external costs and social costs 

• Private costs are the costs faced by the producer or consumer directly involved in a transaction 

• External costs are the costs imposed on third parties as a result of a transaction that they are 
not directly involved in (note - “external costs” is a synonym for negative externalities) 

• Social cost = private costs plus external costs 

• Therefore, when negative (production) externalities exist, social costs exceed private cost 

• External costs occur when the activity of one agent has a negative effect on the wellbeing of a third 
party 

• External costs damage third parties, but the consumer and producer don’t have to pay, meaning that 
output will be too high. In the case of production externalities, the market price will therefore be too 
low 

Common error alert! 
 
The terms ‘social cost’ and ‘external cost’ are often confused by students. External costs simply affect third 
parties whereas social costs affect third parties and those directly involved in the market transaction. 
 
Multiple choice questions on this topic often consider this common error, so be careful! 
 

KEY TERM 
Externality  

KEY TERM 
Third 
parties  

KEY TERM 
Private, 
external & 
social costs  
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Extension idea: valuing externalities 
A key aspect of all externalities is the difficulty of assigning values. There are several ways in which economists 
believe that they can be valued: 
 

1. Shadow pricing: e.g. the external cost of road congestion can be calculated by multiplying the number 
of hours lost by the average wage e.g. 1m lost working hours x £12 average hourly wage = £12m 

2. Compensation: estimate the cost of ‘putting right’ an externality e.g. includes the cost of installing 
double-glazing in houses affected by increased road noise from a new motorway. If 200 houses are 
affected each with £5,000 double glazing cost, increased road noise is estimated at £1m 

3. Revealed preference: how much people are willing to pay to avoid an externality e.g. if 200 
householders are willing to pay £2,000 each to avoid noise, the externality is valued at £0.4m 

Examiner tip: 
 
Noting that it is virtually impossible to put a price on externalities helps with evaluation of the effectiveness of 
policies to tackle externalities. For example, governments may decide to use an indirect tax to reduce 
production to the socially optimal level, but this requires them to set the indirect tax equal to the value of the 
external cost – this is not possible if we cannot value the external cost, so as a result the government 
intervention may be ineffective. 
 
Additional key definitions: 
When drawing diagrams and carrying out detailed analysis of externalities, economists work “at the margin” 
i.e. considering the impact of one more unit of consumption / production. Additional key terms that are 
needed for understanding negative production externalities are: 
 

• Marginal private cost (MPC): cost to the producing firm of producing an additional unit of output or 
costs to an individual of any economic action 

• Marginal external cost (MEC): cost to third parties from the production of an additional unit of output 

• Marginal social cost (MSC): total cost to society of producing an extra unit of output. MSC = MPC + 
MEC 

 
Calculating Social Costs and Benefits – A Worked Example 
A government is considering four investment projects. It has the resources to finance only one of these 
projects: 
  

New city 
motorway 

New schools Airport extension New hospitals 

Private benefits 50 135 130 90 
Private costs 120 80 100 65 
Positive externalities 90 55 35 120 
Negative 
externalities 

60 20 60 45 

Net private benefit -70 +55 +30 +35 
Net social benefit -40 +90 +5 +100 

 
In this example, the largest net social benefit is highest for building new hospitals. Net social benefit may be 
considered by a government when deciding which project offers the best potential return for society. 
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Examples of negative externalities from production 
Production externalities are generated and received in supplying goods and services - examples include noise 
and atmospheric pollution from factories and discharges of waste. 

 
 
Illustrating negative production externalities on a diagram: 
 

• If there are negative externalities, then we must add the external costs to the firm’s supply curve (i.e. 
it’s marginal private cost (MPC) curve) to find the marginal social cost curve (MSC) 

• If the market fails to include these external costs, the private equilibrium output is Q1 and the price P1 
where marginal private cost = marginal private benefit. 

• The socially efficient output would be Q2 with a higher price P2. At this price level, the external costs 
have been considered, and marginal social cost is equal to marginal social benefit 

• We have not eliminated the pollution – but at least the market has recognised them and priced them 
into the price of the product. 

• For economists, it is rarely the case that products generating external costs should have production 
levels of zero – we recognise that there are usually some benefits to these products being provided! 
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