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Preface

Economics becomes more useful when it is learned as a connected system of reasoning rather than as a
collection of isolated definitions. This book therefore develops each major idea from intuition to model, from model
to diagram or calculation, and from analysis to business or policy interpretation.

The opening chapters establish scarcity, demand, supply and consumer choice. The middle chapters move into
production, costs, markets, national income, development, money, banking, inflation and unemployment. The final
chapters connect sectoral development to international trade, exchange rates, investment, aid, debt and structural
adjustment.

Throughout the book, the emphasis is on disciplined economic thinking: define concepts precisely, identify
assumptions, trace cause-and-effect relationships, label diagrams correctly, show mathematical workings and
interpret results. Practice questions and review activities are included not merely to test memory, but to strengthen
application and judgment.

The reader may use the book sequentially as a full course, selectively as a reference, or intensively as a revision
text. In all three cases, the strongest learning comes from reproducing diagrams and calculations independently
before consulting the explanatory framework that follows.



How to Use This Book

A practical reading method

Begin each chapter with its learning outcomes and assessment focus. Read the conceptual explanations actively,
then redraw every important diagram without looking at the page. Rework numerical examples from the first line of
the solution and write a one-sentence interpretation of every result.

Use the review questions in two stages: first as open-book practice to build technique, and later under timed
conditions to build retrieval speed and examination discipline. Where a question asks for discussion or evaluation,
develop each point with an economic mechanism rather than presenting an unsupported list.

Notation and graphical conventions

Standard economic notation is used throughout. Variables are defined when introduced. Graphs should be read
from labelled axes, curves, equilibrium points and shifts; arrows indicate direction of movement rather than a
separate variable. Percentages, ratios and elasticities should always be interpreted after calculation.

Assessment language

Command words matter. Define requires an accurate meaning. Explain requires a point and the mechanism
behind it. Distinguish requires a direct contrast. Calculate requires a method, workings and an interpreted result.
Discuss or evaluate requires developed arguments, relevant qualifications and a reasoned conclusion where
appropriate.
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Economic Foundations and Demand Analysis

SCARCITY, CHOICE, ECONOMIC SYSTEMS, DEMAND AND ELASTICITY

This chapter establishes the language and reasoning tools used throughout the economics course. The emphasis
is not only on remembering definitions, but on explaining economic relationships, drawing and interpreting
diagrams, calculating elasticity correctly and converting a numerical result into a decision-ready economic
interpretation.

Chapter scope Chapter One covers the definition and scope of economics; scarcity, choice, opportunity cost and
the production possibility frontier; positive and normative economics; economic systems; consumer sovereignty;
demand analysis; and price, income and cross elasticity of demand, including point and arc measurement and
applications.

What you should be able to do by the end of the chapter

¢ Define economics and explain how scarcity creates choice and opportunity cost.

e Construct and interpret a production possibility frontier and explain efficiency, unemployment, scarcity, choice,
growth and opportunity cost from it.

e Distinguish microeconomics from macroeconomics and positive statements from normative statements.

e Explain the scientific method in economics and why economics is a social science.

e Compare planned, free-market and mixed economic systems and evaluate consumer sovereignty and its
limitations.

e Construct and interpret individual and market demand schedules and curves, including movements along a
curve and shifts of the curve.

e Explain exceptional demand relationships and identify the factors that influence demand.

e Calculate and interpret price, income and cross elasticity of demand using appropriate point and arc
measures.

e Apply elasticity to pricing, revenue, product strategy and public-policy decisions.

Examination focus and scoring priorities

“ What the examiner can require What a strong answer does

Draws labelled axes and frontier;

Explain, draw, interpret, apply, state

identifies efficient, inefficient and

PPF / scarcity limitations unattainable combinations; links
movement or shift to economic meaning.
. . " . Uses precise definitions and short
Differentiate positive and normative ’ . S
Methodology examples; avoids confusing “positive

Consumer sovereignty

Demand analysis

Elasticity

economics; explain scientific method

Explain importance and limitations

Explain demand shifts, slope, individual
versus market demand

Distinguish types; calculate point/arc
elasticity; interpret; explain applications

with “good”.

Defines first, then gives distinct market-
based limitations with brief explanation.

Separates own-price movement from
non-price shifts; uses correct direction
and labels.

Writes the formula, substitutes clearly,
shows sign/magnitude, classifies, then
interprets economically.

Assessment-readiness note Examination questions may vary in structure. Prepare to answer across
the whole syllabus rather than relying on selective topic spotting. Within Chapter One, the core
competencies are explanation, diagram discipline, numerical working and interpretation.
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Economics begins with scarcity

Economics studies how individuals, firms, governments and societies make choices when resources are scarce
but human wants are numerous. Scarcity does not mean that a resource is completely absent. It means that
available resources are insufficient to satisfy all wants at zero opportunity cost. Because resources are scarce,
every economic agent must choose; and every choice normally carries a sacrifice.

Scarcity is relative

Even a high-income household, a profitable company or a
wealthy country faces scarcity because resources such as
time, labour, capital, land, managerial attention and public
revenue have competing uses.

Scarcity is not poverty

Poverty concerns low command over resources or income.
Scarcity is the universal economic condition that available
means are limited relative to wants.

The basic economic chain

Desires for goods, services, experiences
Human wants or outcomes. Wants tend to expand and
change over time.

A household wants food, education,
transport and better housing.

Inputs used to produce goods and
Resources services: land, labour, capital and
entrepreneurship.

A business has a limited budget, staff
time, machines and floor space.

Scarcit Resources are insufficient to satisfy all The business cannot fund every project
y wants simultaneously. this year.
Choice An economic agent selects among Management chooses a digital sales
competing alternatives. platform rather than a second branch.

The foregone benefit from the second
branch is the opportunity cost of the
digital investment.

The value of the next best alternative

Opportunity cost sacrificed by the choice.

Characteristics of human wants

e Human wants are unlimited in aggregate: satisfying one want often leads to another.

e Wants differ in intensity and urgency, allowing consumers to rank them.

e Many wants are recurrent; for example, food, transport and communication services are consumed
repeatedly.

e Wants can be competitive when satisfying one reduces resources available for another, and complementary
when goods are used together.

e Individual wants can be satiated for a time even though total wants remain extensive.

e Wants are influenced by income, tastes, age, culture, technology, advertising, expectations and the
surrounding social environment.

Economic resources and the three basic economic problems

Economic resources are productive inputs that are scarce relative to their possible uses. They typically have
alternative uses, differ in quality and mobility, and generate an opportunity cost when committed to one activity
rather than another. These conditions create three classic allocation questions.

Which goods and services, and in what  More affordable housing, roads, health

2
What to produce? quantities, should be produced? services or consumer goods?
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Which combination of labour, capital Labour-intensive versus automated
How to produce? .

and technology should be used? production.

How should the resulting output or Distribution through market incomes,
For whom to produce? . - . ;

income be distributed? transfers, taxes and public services.

Exam discipline When asked to “explain” the basic economic problems, do more than list the three headings. Give
one sentence showing why each problem arises from scarcity and choice.

Opportunity cost and the Production Possibility Frontier

A Production Possibility Frontier, also called a Production Possibility Curve, shows the maximum attainable
combinations of two goods or categories of goods that an economy can produce during a given period when
available resources and technology are used efficiently. It is one of the most powerful diagrams in introductory
economics because it combines scarcity, choice, efficiency and opportunity cost in one framework.

Core assumptions behind a simple PPF

e The economy produces only two goods or two broad categories of goods for the purpose of the model.

e The quantity and quality of productive resources are fixed during the period being analysed.

e Technology is fixed during the period.

e Resources are fully employed and used efficiently at points on the frontier.

e Resources are not equally productive in all uses; this helps explain increasing opportunity cost and a bowed-
out frontier.

Production Possibility Frontier
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Figure 1.1. A point on the frontier is productively efficient; a point inside reflects under-utilisation or inefficiency; a point outside is
currently unattainable with existing resources and technology.
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Reading the PPF correctly

Location / change Interpretation Exam language

Maximum attainable output combination

with full and efficient use of resources. Productively efficient.

Point on the frontier

Resources are unemployed, under-

employed or inefficiently allocated. Attainable but inefficient.

Point inside the frontier

Cannot be produced with current

Currently unattainable.
resources and technology.

Point outside the frontier

More of one good requires sacrificing

some of the other. Choice and opportunity cost.

Movement along the frontier

Economic growth / improved technology /

Outward shift Productive capacity has increased.

more resources.

Loss of resources, conflict, disaster,
Inward shift Productive capacity has fallen. prolonged disinvestment or technological

setback.

Economic Growth as an Outward Shift of the PPF
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Figure 1.2. An outward shift of the frontier represents an increase in productive capacity. A biased or rotational shift can occur when
growth mainly improves the capacity to produce one good.

An economy can move from combination A, producing 80 units of food and 20 units of machines, to combination B,
producing 70 units of food and 32 units of machines. Determine the opportunity cost of the additional machines.
Additional machines = 32 — 20 = 12 units

Food sacrificed = 80 — 70 = 10 units

Opportunity cost per additional machine = 10 + 12 = 0.833 units of food

Interpretation: The move gains 12 machines by sacrificing 10 units of food. Each additional machine costs about

0.833 units of food over this segment of the frontier.
Show both the total sacrifice and the per-unit opportunity cost when the question allows. State the units.
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Applications and limitations of the PPF

Applications Limitations of the simplified model

A two-good model compresses the complexity of a real

Shows scarcity and the need for choice.
economy.

Illustrates opportunity cost and trade-offs. Resources and technology do not remain fixed for long periods.

Full employment and perfect productive efficiency are strong

Distinguishes efficient from inefficient production. .
assumptions.

Actual opportunity costs and resource adaptability may be

Shows growth through an outward shift. difficult to measure.

Can illustrate the effect of technological change or resource The model focuses on productive capacity, not directly on
loss. equity, welfare or environmental quality.

Scope and methodology of economics

Microeconomics and macroeconomics

Microeconomics Macroeconomics

Studies individual households, firms, industries and specific

markets. Studies economy-wide aggregates and relationships.

Typical issues: national income, inflation, unemployment,

Typical issues: demand, supply, price, consumer choice, growth, money, fiscal and monetary policy, and the external

production, costs and market structure.

sector.
Example: Why did demand for a firm’s service fall when its Example: Why did national inflation rise and what policy mix
price increased? could reduce it?

The two branches are interconnected. A macroeconomic change such as higher interest rates can affect
microeconomic decisions such as household borrowing, a firm’s investment demand or the price elasticity faced
by businesses.

Positive economics and normative economics

Describes, explains or

predicts economic A rise in the price of a normal Uses testable propositions
Positive economics relationships that can in good, ceteris paribus, reduces  such as “is”, “will”, “causes” or

principle be tested against guantity demanded. “is associated with”.

evidence.

Expresses value judgments The government should Often contains “should”. “fair”
Normative economics about what ought to be done subsidise essential food to ' ,

or what outcome is desirable. improve affordability. desirable”, "better” or “ought’.

Common trap Positive economics does not mean favourable or beneficial economics. “Positive” means descriptive
or testable. Normative statements depend partly on values, priorities or judgments.

Scientific method in economics

1. Identify or observe an economic problem or relationship that needs explanation.
2. Formulate a hypothesis or theoretical proposition about the relationship between variables.

5
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3. Collect relevant data and define variables in measurable terms.
4. Analyse the evidence using logical, graphical, statistical or mathematical methods.
5. Test whether the evidence supports or contradicts the hypothesis, while considering alternative explanations.

6. Draw a conclusion, refine the model and use it to make conditional predictions or policy analysis.

Economics is a social science because its subject matter is human behaviour in societies and institutions.
Economic models simplify reality, frequently use the ceteris paribus assumption, and must allow for changing
expectations, institutions and incentives. Controlled experiments are often harder than in laboratory sciences, so
economists combine theory with observational data, natural experiments, surveys, field evidence and statistical

analysis.

Economic systems and consumer sovereignty

An economic system is the institutional arrangement through which a society answers the questions of what to
produce, how to produce and for whom to produce. Real-world economies lie on a spectrum; the three standard
models are the planned economy, free-market economy and mixed economy.

Feature Planned economy Free-market economy Mixed economy

Resource allocation

Ownership

Price mechanism

Consumer choice

Main strengths

Main risks

Primarily through central plans
and administrative decisions.

Extensive state ownership of
productive assets.

Prices may be administered or
controlled.

Can be restricted by production
plans and available varieties.

Can direct resources to strategic
priorities and universal
provision.

Information problems, weak
incentives, shortages or
surpluses.

Primarily through prices, profit
signals and private decisions.

Predominantly private
ownership.

Prices coordinate demand and
supply.

Generally wide where
competition and information are
strong.

Supports decentralised choice,
innovation and price signals.

Market failure, inequality,
monopoly power and
externalities.

Characteristics of a sound economic system

e Allocative efficiency: resources flow toward goods and services that generate high social value.
e Productive efficiency: output is produced with minimal avoidable waste.
e Equity: the system provides a socially acceptable distribution of income, opportunity and access to basic

services.

Combines market allocation with
government intervention and
public provision.

Private and public ownership
coexist.

Market prices dominate, but
some prices and sectors are
regulated.

Wide in many markets but
constrained in regulated or
publicly provided sectors.

Seeks to combine efficiency and
choice with equity, stability and
correction of market failure.

Policy failure, regulatory burden
or inconsistent incentives if
intervention is poorly designed.

e  Stability: severe inflation, unemployment and disruptive economic fluctuations are limited.
e Growth and innovation: the system supports capital formation, productivity, entrepreneurship and

technological progress.

e Freedom and responsiveness: consumers and producers can make meaningful choices, subject to law and
legitimate public-interest constraints.
e Adaptability and sustainability: the system can respond to shocks and resource constraints without
undermining long-term productive capacity.
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Consumer sovereignty

Consumer sovereignty is the principle that consumer preferences, expressed through demand and spending
choices, influence what firms produce and how resources are allocated in a market economy. The idea is
sometimes summarised as the consumer “voting” with purchasing power. It is strongest where consumers have
adequate information, genuine choice and competitive suppliers.

Why consumer sovereignty matters Why consumer sovereignty may be limited

Signals producers about preferred goods, quality and variety. erti)Cr;opoly or oligopoly power can restrict choice and influence
) . . Advertising, branding and behavioural biases can shape
Encourages firms to respond to changing tastes and innovate. -

preferences rather than simply respond to them.

Disciplines inefficient producers when consumers can switch . - .
Consumers may have imperfect or asymmetric information.

suppliers.
Supports decentralised resource allocation through market Income inequality means purchasing power is unevenly
demand. distributed.

Can improve variety and service quality through competition. Publlc_goqu, external|t|es and meritidemerit goods may justify
collective intervention.

Government regulation, rationing, taxes, subsidies or legal

restrictions can deliberately limit choice for public-interest

reasons.

Provides a feedback mechanism between consumer welfare
and producer decisions.

Demand analysis

Demand is the quantity of a good or service that consumers are willing and able to purchase at various prices
during a specified period, ceteris paribus. The words “willing and able” matter: a mere desire is not effective
demand if the consumer lacks purchasing power or is unwilling to spend it.

The law of demand

The law of demand states that, other factors remaining constant, quantity demanded generally varies inversely
with price. When price rises, quantity demanded falls; when price falls, quantity demanded rises. The law
describes a movement along a given demand curve caused by a change in the good’s own price.

Price per unit (Sh.) Individual quantity demanded

100 20 High price; lower quantity demanded.
80 30 Price falls; quantity demanded
expands.
Further price reduction increases
60 45 -
guantity demanded.
Lower price makes additional units
40 65 .
worthwhile to the consumer.
20 90 Very low price; higher quantity

demanded.
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