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CHAPTER 1: WHAT IS ECONOMICS?  

Economics refers to the social science that studies the choices individuals, 

businesses, governments, and entire societies make to cope with scarcity and the 

incentives that influence their choices. These incentives influence choices in the sense 

that they can encourage or discourage behaviour. Positive incentives, i.e. rewards, 

can encourage certain behaviour, while negative incentives like penalties can 

discourage certain behaviour. 

Economics can be differentiated between microeconomics which studies the choices 

of individuals and businesses make and how these choices interact with markets, and 

influences government; and macroeconomics which studies the performance of 

national and global economies. 

TWO BIG ECONOMIC QUESTIONS 

1. How do choices end up determining what, how and for whom goods and services 

get produced?  

What we produce changes over time due to consumer preferences, the availability of 

resources and technology. 

How we produce is determined by the technologies and resources that we use. The 

resources that we use to produce goods and services are called factors of production, 

and are split up into four different factors: 

 Land is sometimes referred to as the “gifts of nature”, which consists of natural 

resources, i.e. minerals, oil, coal, water, air, forests and animals. 

 Labour refers to the work time and effort people put into producing goods and 

services. Includes all physical and mental efforts. The quality of labour depends 

on human capital, which is the knowledge and skills obtained through 

education, on the job training, work experience. 

 Capital refers to the tools, instruments, machines, buildings and other 

constructions that businesses use to produce goods and services. Money, 

stocks and bonds are financial capital that can be used to buy physical capital, 

but they are not included as a factor of production. 

 Entrepreneurship refers to the human resource that organises labour, land, 

and capital. They are the drivers of economic progress (develop new ideas 

about what and how to produce, make business decisions and bear the risks of 

those decisions)  

Who consumes the goods and services that are produced depends on the incomes 

people earn, because people with larger incomes can choose from a wider variety of 

goods, while people with less income have fewer options and can afford a smaller 

range of goods. People earn income by selling the making their factors of production 

they own available to firms and other parties in the economy, in the following way: 

  



CHAPTER 3: DEMAND AND SUPPLY  

Markets refer to any arrangement that enables buyers and sellers to get information 

and do business with each other. Markets may or not be physical places. Markets vary 

in the intensity of competition that buyers and sellers face. Competitive market refers 

to markets where there are many buyers and many sellers, and no single buyer or 

seller can influence the price. In most cases, when prices are quoted it refers to the 

money price, which is the amount of money needed to buy goo, quoted in Rand 

amounts. Alternatively, you can also use the relative price, i.e. the price of one good 

relative to the price of another good, i.e. it is the ratio between the prices of the two 

different goods (good X and good Y), i.e. Relative price =
𝐏𝐱

𝐏𝐲
. The relative price is an 

opportunity cost. 

DEMAND  

If you demand something you: 

1. Want it. 

2. Can afford it. 

3. Plan to buy it. 

A consumer only demands something if all three of the abovementioned criteria are 

met. 

Quantity demanded refers to the amount that consumers plan to buy during a given 

time period at a particular price. The quantity demanded is measured as an amount 

per unit of time, e.g. one cup of coffee per day. The quantity demanded does not have 

to match the quantity that was actually bought, such as in the case of shortages and 

surpluses. 

The Law of Demand, ceteris paribus, refers to the inverse relationship between price 

and quantity demanded, i.e. when price increases, quantity demanded decreases, and 

vice versa. The law of demand can be explained by the following two principles: 1) the 

substitution effect, i.e. when the price of a good increases, ceteris paribus, its 

relative price increases due to the fact that all foods have substitutes, accordingly 

because the good is relatively more expensive, people have the incentive to seek out 

substitutes in its place; and 2) the income effect, i.e. when the price of a good 

increases, its price relative to income increases, which means the purchasing power 

of the consumer decreases, which means consumers can no longer afford to purchase 

all of the goods they previously bought, accordingly they will buy less of that good. 

Demand curve and demand schedule  

Demand refers to the entire relationship between price of a good and the quantity 

demanded of that particular good, which is illustrated by the demand curve, a simple 

mathematical function that relates the quantity bought at various possible prices and 

can be expressed as follow (in the most general form): PD = c − m QD. It is graphically 



CHAPTER 4: ELASTICITY 

PRICE ELASTICITY OF DEMAND 

Price elasticity of demand refers to the percentage change in the quantity demanded 

of a product due to a 1 percentage change in the price of that good. It is a units-free 

measure of the responsiveness of the quantity demanded of a good to a change in its 

price when all other influences on buying plans remain the same. 

A simple example of this would be if there is a 1% increase in the price of a good that 

results in a 2% decrease in the quantity demanded, then the price elasticity will be -2.  

When we calculate the price elasticity of demand, it will always be negative due to the 

opposite movements in price and quantity demanded. By convention, however, we 

often state the elasticity in positive terms, by using the absolute value (denoted by|E| 

or |Ed|).  

Calculating price elasticity of demand  

Ed = E =
Percentage change in quantity demanded

Percentage change in price
=

%∆Q

%∆P
=

∆Q
Qave

∆P
Pave

 

Consider the following example: we have an initial price of R20,50  which results in a 

quantity demanded of 9 per hour. If the price falls to R19,50 and quantity demanded 

increases to 11 per hour. Thus, price fell by R1 and quantity demanded increased by 

2 pizzas per hour. The average price can be calculated by 
(R20,50+R19.50)

2
= R20 and 

the average quantity demanded is calculated by  
(9+11)

2
= 10. Therefore, %∆Q =

∆Q

Qave
=

2

10
= 20%, and %∆P =

∆P

Pave
=

−1

20
= −5%, therefore Ed =

%∆Q

%∆P
=

20%

−5%
= −4, which 

means |Ed| = 4.  

When we calculate the price elasticity of demand, it will always be negative due to the 

opposite movements in price and quantity demanded. By convention, however, we 

often state the elasticity in positive terms, by using the absolute value (denoted by|Ed|).  

Average price and quantity 

The average price and average quantities are used instead of the actual values, 

because it gives us the most precise measurement of elasticity — the midpoint 

between the original and new price. The mid-point is also used as the percentage 

change would be different if the original price was reversed, e.g. if the price falls from 

R20.50 to R19.50 the change is 4.9%, but if the price increases from R19.50 to 

R20.50, the change is 5.1% increase. 

  



CHAPTER 5: EFFICIENCY AND EQUITY  

RESOURCE ALLOCATION METHODS  

Due to the fact that resources are scarce, it needs to be allocate in a certain way. This 

allocation can occur on a variety of different methods. 

Market price 

When a market price allocates scarce resources, the people who are willing and able 

to pay the predetermined price, gets the resource. Those who go without the resource 

either can afford but do not want it or cannot afford it. Certain goods cannot be 

distributed in this method, e.g. tuition and medical help. 

Command  

A command system allocates resources are allocated by the order of someone in 

authority. The command system, works well Inside a organization in which the lines of 

authority and responsibilities are clear and it is easy to monito the activities being 

performed. It works badly when the range of activities is too large to be monitored and 

it is easy to fool those in authoritative positions.  

Majority rule 

Majority rule allocates resources in the way that majority of voters chose, e.g. the 

way that societies elect representative governments. Majority rule works well when the 

decision will effect a large number of people and self-interest must be suppressed to 

use resources most effectively. 

Contest 

A contest allocates resources to a winner or group of winners, e.g. during sporting 

events. Contests do a good job when the efforts of the “players” are hard to monitor 

and reward directly. The contest helps to improve output by workers, as everyone 

works harder to try and win, even though only a few people get the prize, it motivates 

all of them too work harder. 

First-come, first-served 

The first-come, first-served method allocates resources to those who are first in line, 

e.g. a restaurant without reservations. This method of allocation works best when a 

scarce resource can serve only one user at a time in a sequence. By serving the user 

who arrives first, this method minimizes the time spent waiting for the resource to 

become free. 

Lottery 

Lotteries allocate resources to a random individual based on luck, e.g. the one who 

the drew the lucky number, e.g. casino slot machines. Lotteries works best when there 

is not an effective way to distinguish among potential users of a scarce resource. 

  



CHAPTER 10: ORGANISING PRODUCTION  

A firm refers to an institution that hires factors of production and organises those 

factors of production to produce and sell goods and services. Any firm’s main goal is 

to maximise profit, because otherwise they will either be eliminated or taken over by a 

firm that does seek to maximise profit. 

Explicit vs. implicit costs  

Explicit costs refers to any costs paid directly in money for resources bought in the 

market, while implicit costs refers to the total of all opportunity costs  

Based on this we get that the accounting profit refers to the difference between the 

total revenue and the explicit costs, while economic profit, which is denoted by 𝜋, 

refers to the total revenue minus all costs, i.e. explicit and implicit costs, which are 

called the opportunity cost of production. The opportunity cost of production refers 

to the value of the best alternative use of the resources that a firm uses in production 

and it is equal to the sum of the costs included in: 

1. Resources bought in the market 

A firm incurs an opportunity cost when it buys resources, because the firm could have 

bought different resources to produce another good or service with the capital used. 

2. Resources owned by the firm  

A firm incurs an opportunity cost when it uses its own capital, because the firm could 

sell the capital it owns and rent capital from another firm. When a firm uses its own 

capital it is implicitly renting it from itself, which is called the implicit rental rate, which 

consists of two components: 

i. Economic depreciation  

Economic depreciation refers to the fall in the market value of a firm’s capital over a 

given period and is calculated by the value of the capital at the beginning of the period 

less the value of the capital at the end of the period, e.g. if a firm uses its own 

equipment in the production process, while it could have sold its equipment for 

R500 000 at the beginning of the year, but can only sell it for R450 000 at the end of 

the year. The forgone R50 000 is an opportunity cost of production  

ii. Forgone interest 

Forgone interest refers to the funds used to buy capital that could have been used 

for something else and in their next best use would have been able to earn interest, 

e.g. a firm spends R100 000 on purchasing capital, but they could have reinvested it 

and earned R20 000 interest by year end. This R20 000 forgone is an opportunity cost 

of production. 

  



CHAPTER 11: OUTPUT AND COSTS 

DECISION TIME FRAMES  

Firms make many decisions to achieve its main objective, i.e. profit maximisation. 

Some decisions are big — once made, they are difficult, or even impossible, to 

reverse. If such a decision turns out to be incorrect, it can be very expensive or lead 

to the detriment of the entire business. Other decisions are rather small — they can 

be changed easily and reversed if needed. If one of these turns out to be incorrect, 

the firm can adjust and survive. There are two timeframes that needs to be considered. 

Short run  

The short run is the timeframe in which the quantity of one or more of the factors of 

production is fixed. For most firms, land, capital and entrepreneurship are fixed, which 

is referred to as the firm’s plant. Labour is the only variable factor over the short run. 

To increase output in the short run, the variable factor must be adjusted, therefore 

short run decisions are easily reversed, as labour can be easily adjusted. 

Long run  

In the long run, all factors of production are varied, i.e. even the firm’s plant can be 

adjusted, i.e. the firm can adjust both its plant and labour in order to increase output. 

Long run decisions are much harder to reverse and the firm often has to live with it for 

a while, therefore we introduce a new concept called a sunk cost, which refers to past 

expenditure on a plant that has no resale value, which are irrelevant in a firm’s 

decisions, as they are irreversible at the time of the decision. 

SHORT RUN TECHNOLOGY CONSTRAINTS 

Product schedule 

The table to the right provides an 

example of a product schedule. 

The individual concepts used in 

the table are explained below. 

Total product refers to the 

maximum output a given 

quantity of labour can produce. 

As more labour is employed, the 

total product increases. 

Marginal product refers to the 

increase in total product that 

results from a one-unit increase 

in the quantity of labour 

employed. MPL =
∆Q

∆L
=

dQ

dL
. 

 

Labour 

(workers 

per day) 

Total 

product 

(units per 

day) 

Marginal 

product 

(units per 

additional 

worker) 

Average 

product 

(units per 

worker) 

A 0 0   

B 1 4 4 4 

C 2 10 6 5 

D 3 13 3 4.33 

E 4 15 2 3.75 

F 5 16 1 3.20 



CHAPTER 12: PERFECT COMPETITION 

Perfect competition refers to a market with 

 Many firms that sell homogenous (identical) products to many buyers 

 There are no restrictions to enter the market. 

 Established firms have no advantage over new ones. 

 Buyers and sellers have complete market information, i.e. they have all 
information available to their disposal. 

In practice no market fulfils all these criteria, but highly competitive markets (that come 

closest to perfect competition) would be the Johannesburg Stock Exchange (JSE), 

farming and fishing. 

HOW PERFECT COMPETITION ARISES 

Perfect competition arises if the minimum efficient scale of single firm is small relative 

to the total market demand, which means there is still room for many firms in the 

market. In perfect competition, each firm produces a good with no unique 

characteristics, so customers will be indifferent from which firm they will purchase 

the good. 

PRICE TAKERS 

Firms within a perfectly competitive market will be price takers, which means no firm 

can influence the price of a good or service, because its production is insignificant in 

relation to the total market demand. This tells us that the individual firm will assume 

the market price as a given and charge that price regardless of its level of output. This 

can be easily explained, as follow: if the market price is R4 and all firms sell identical 

products. If you sell your product at R4,10 – no consumer will buy your good, because 

they can get the exact same product somewhere else for cheaper. Alternatively, if you 

sell your product for R3,90 – you will sell all your goods, but you will forfeit R0,10 per 

sale, even though you knew consumers was willing to pay R4 for the product. It 

therefore makes the most economic sense for a firm in a perfectly competitive market 

to assume the market price and sell at that price. 

ECONOMIC PROFIT AND REVENUE 

Any firm’s goal is to maximise their economic profit, which is their total revenue minus 

their total cost; where total cost refers to the total opportunity cost of production and 

therefore includes normal profit. 

The total revenue (TR) of a firm would merely be the market price multiplied by the 

number of units that are sold. A new concept that should be introduced is that of 

marginal revenue (MR), which refers to the change in the total revenue of a firm with 

the sale of an additional unit. Marginal revenue can therefore be calculated by MR =
∆TR

∆Q
, i.e. the change in total revenue divided by the change in quantity.  



CHAPTER 14: MONOPOLISTIC COMPETITION  

WHAT IS MONOPOLISTIC COMPETITION? 

Monopolistic competition refers to a market structure with 

A large number of firms 

The fact there such a large number of firms means  

1. Each firm has a small market share and therefore limited market power, which 

means they can deviate from the average price, but only to a slight degree; 

2. Firms do not need to pay attention to each other’s behaviour, because no firm 

can influence the market price and therefore has no influence on each other; 

and 

3. Collusion (firm’s conspiring with one another to set the market price higher 

than normal) is impossible, because there are too many firm to make this 

possible. 

Product differentiation  

A firm in a monopolistic competitive market practices product differentiation, which 

means that each firm’s product is slightly different from their competitor’s, i.e. the 

products have close substitutes, but no perfect substitutes. 

Product differentiation gives rise to brand loyalty, which refers to the occurrence that 

consumers will have a certain tolerance towards price increases, even though close 

substitutes exist. 

Competing on quality, price, and marketing  

Product differentiation enables competition on more than one aspect, such as 

1. Quality 

Quality refers to the physical attributes that make the product different from those of 

competitors, which includes design, reliability, and service provided to the buyer and 

the buyer’s ease of access to the product. 

2. Price 

A firm in monopolistic competition can set its price and its output levels. It is important 

to note that there is generally a direct relationship between the price and the quality of 

the good, i.e. a high-quality product will usually have a high price; and vice versa. 

  



CHAPTER 16: PUBLIC CHOICES AND PUBLIC 

GOODS 

PUBLIC CHOICES  

A private choice is a decision that has consequences for only the person making it, 

e.g. the decision to buy and sell in competitive markets. A public choice is a decision 

that has consequences for many people and perhaps even for an entire society, e.g. 

political decisions, taxes, trade policy, government spending, etc.  

WHY GOVERNMENTS EXIST 

 Governments have three economic functions that they need to perform, which are 

1. Establishing and maintaining property rights 

2. Provide nonmarket mechanisms for allocating scarce resources  

3. They redistribute income and wealth  

Government failures refers to a situation in which the government’s actions lead to 

inefficiency – either underprovision or overprovision.  

Government failures generally occur because the government is made up of 

individuals each with their own economic objectives which affect their public choices. 

WHAT IS A PUBLIC GOOD? 

To determine whether a good is public or not, it must be determined the extent to which 

people can be excluded from using the good and the extent to which one person’s 

consumption rivals someone else’s consumption. 

Excludable 

A good is excludable if it is possible to prevent someone from enjoying its benefits, 

e.g. a concert for which you must buy a ticket. This means that non-excludable goods 

are goods for which it is impossible (or extremely costly) to prevent anyone from 

benefitting from it, e.g. the ocean. 

Rival 

A good is rival if one person’s use of it decreases the quantity available for someone 

else, e.g. food that can only be consumed once. This means that non-rival goods are 

goods for which one person’s use of it does not decrease the quantity available for 

someone else, e.g. street lights. 

 

 


