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 ECON0002: ECONOMICS SUMMARY – TERM 1  

 

Topic 1 – The Capitalist Revolution. 

 

How capitalism revolutionized the way we live, and how economics attempts to 

understand this and other economic systems. 

 

• Since the 1700s, increases in average living standards became a permanent 

feature of economic life in many countries. 

• This was associated with the emergence of a new economic system called 

capitalism, in which private property, markets and firms play a major role. 

• Under this new way of organizing the economy, advances in technology and 

specialization in products and tasks raised the amount that could be produced in a day’s 

work. This process, which we call the capitalist revolution, has been accompanied by 

growing threats to our natural environment, and by unprecedented global economic 

inequalities. 

• Economics is the study of how people interact with each other and with their 

natural surroundings in providing their livelihoods, and how does this change over time. 

 

o Topic 1.1 – Income Inequality. 

 

The differences in income before the 18th century between the regions of the world were 

much less pronounced than now. In today’s world, not only the rich have much more 

than the poor, but there is a huge difference in income between countries.  

 

o Topic 1.2 – Measuring income and living standards. 

 

Gross Domestic Product (GDP): a measure of the market value of the output of the 

economy in a given period. Dividing the GDP by the population gives the GDP per capita. 
‘GDP measures everything except that which makes life worthwhile’ Robert F. Kennedy.  
 

- GDP per capita measures average income, but it not the same as disposable 

income. Disposable income is the amount of wages or salaries, profit, rent, interest and 

transfer payments from the government or from others received over a given period such 

as a year, minus any transfers the individual made to others (including taxes). 

 

Disposable income: income available after paying taxes and receiving transfers from the 

government.  

 

Disposable income is a better measure of our well living than GDP per capita. But it is 

still insufficient, because many aspects of our wellbeing are not related with what we can 

buy. For example: the quality of our social and physical environment, amount of free time, 

healthcare, education and other government provided goods and services. 

 

- Average disposable income also fails to reflect how well off a group of people is 

by comparison to some other group. People care about their relative position in the 

income distribution.  
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GDP includes the goods and services produced by the government, such as schooling, 

national defence, and law enforcement. They contribute to wellbeing but are not included 

in disposable income. In this respect, GDP per capita is a better measure of living 

standards than disposable income. However, government services are difficult to value. 

The only measure of their value to us is how much it cost to produce them. This is one 

of the difficulties involved in the calculation of GDP. 

o Topic 1.3 – History’s hockey: Growth in income. 

 

For a very long time, living standards did not grow in any sustained way. When sustained 

growth occurred, it began at different times in different countries, leading to vast 

differences in living standards around the world. GDP per capita graphs follow ‘hockey-

stick curves’ as living standards have risen significantly since the capitalist revolution.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Overall, for a very long time, living standards did not grow in any sustained way. And 

when sustained growth occurred, it began at different times in different countries, leading 

to vast differences in living standards around the world. 

 

Understanding how this occurred has been one of the most important questions that 

economists have asked, starting with the founder of the field, Adam Smith, who gave his 

most important book the title ‘An Inquiry into the Nature and Causes of the Wealth of 

Nations’. 
 

Adam Smith’s believed that a significant source of prosperity comes from division of 

labour and specialization, being in turn constrained by the ‘extent of the market’.  

 

Hence specialization was fostered by the construction of navigable canals and the 

expansion of foreign trade. And the resulting prosperity itself expanded the ‘extent of the 

market’, in a virtuous cycle of economic expansion.  

 

Adam Smith claimed that the coordination between economic actors – producers, 

transporters, sellers, consumers – could arise spontaneously, and more importantly as 

a result of individuals pursuing their self-interest.  
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o Topic 1.4 – The permanent technological revolution. 

 

Remarkable scientific and technological advances occurred at the same time as the 

upward kink in the hockey stick in Britain in the middle of the 18th century. Its cumulative 

character led to it being called the Industrial Revolution.  

 

Industrial Revolution: a wave of technological advances and organizational changes 

starting in Britain in the 18th century, which transformed an agrarian and craft-based 

economy into a commercial and industrial economy.  

 

The Industrial Revolution widely includes: the emergence of capitalism, European 

imperialism, efforts to mine coal, and the effects of the Agricultural Revolution.  

 

In economics, technology is a process taking a set of materials and other inputs, 

including the work of people and machines, to produce an output. 

 

Technological progress is a change in technology that reduces the amount of resources 

(labour, machines, land, energy, time) required to produce a given amount of the output. 

 
‘Compact fluorescent bulbs introduced in 1992 are about 45 000 times more efficient  in terms of labour time 

expended  than lights were 200 years ago. Today the productivity of labour in producing light is half a million 

times greater than it was among our ancestors around their campfire.’ Page 16. 

 

o Topic 1.5 – The economy and the environment. 

 

The economy is a part of a larger social system, which is itself a part of society, the 

biosphere and ultimately of our physical environment.  

 

Much of our past, and particularly current economic progress is unsustainable, this 

ranges from global climate change to local resource exhaustion. The depletion of natural 

resources in production, affects the environment we live in and its capacity to support 

future production.  

 

But it is not all negative. Advances in technology today may allow greater reliance on 

wind, solar and other renewable sources of energy. The problem we are facing has to 

do mainly with time. The irreversible damage we are doing on our planet from the 

depletion of natural rainforests to the melting of ice caps. 

 

o Topic 1.6 – Capitalism defined: Private property, markets and firms. 

 

The capitalist revolution emerged in the 18th century, an eventual global spread of a way 

of organizing the economy that we now call capitalism.  

 

Capitalism is an economic system characterized by a particular combination of 

institutions. An economic system in which private property, markets and firms play a vital 

role in the way or economy is organized. 
 

If we want to be more precise, capitalism refers not to a specific economic system, but 

to a class of systems sharing these characteristics.  
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Private property means that you can enjoy your possessions in a way that you choose, 

exclude others from their use if you wish and dispose them by gift or sale to someone 

else who then becomes their owner. 

  

We can differentiate between capital and consumer goods: 

 

- Capital goods are the equipment, buildings, raw materials and other inputs used 

in the production of goods and services. Goods used to produce other goods.  

- Consumer goods are bought for consumption and are those that give satisfaction 

to consumers.  

 

Markets a way of connecting people who may mutually benefit by the exchange of goods 

and services through a process of buying and selling. Markets are reciprocated and 

voluntary. In most markets there is competition.  

 

A firm is a for-profit organization that organizes its production with the following 

characteristics:   

 

- One or more individuals own a set of capital goods that are used in production. 

- They pay wages and salaries to employees and direct the employees (through 

the managers they also employ) in the production of goods and services. 

- The goods and services are the property of the owners which they then sell on 

markets with the intention of making a profit. 

 

The expanded role of firms created a boom in another kind of market that had played a 

limited role in earlier economic systems: the labour market.  

 

The labour market is that in which employers offer wages to individuals who may agree 

to work under the direction. The employers are the demand side of the market, while the 

workers are the supply side. This is called a factor market.  

 

o Topic 1.7 – Capitalism as an economic system. 

 

The distinctive hallmark of the capitalist economic system is the private ownership of 

capital goods that organized for use in firms. Capitalist economies differ, too, from earlier 

economies in the magnitude of capital goods used in production.  
 

Two major changes have accompanied the emergence of capitalism, both of which have 

enhances the productivity of individual workers: 

 

- Technology: firms competing with each other in markets have given strong 

incentives to adopt and develop new and more productive technologies (dynamic 

efficiency & creative destruction), investing in capital goods beyond the reach of small-

scale family enterprises. 

 

- Specialization: the production of a limited range of goods and services by an 

individual worker, firm, region or country. We become better at producing things when 

we each focus on a limited range of activities and we repeat it. 
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o Topic 1.8 – The gains from specialization. 

 

Specialization allowed for the emergence of economies of scale. Economics of scale 

occurs when increased production leads to falling average costs.  

 

Economies of scale occur when doubling all of the inputs to a production process more 

than doubles the outputs.  

 

The shape of a firm’s long-run average cost curve depends both on returns to scale in 

production and the effect of scale on the process it pays for its inputs.  

 

Division of labour in firms was a result from this process of specialisation. This is 

significant because the firm facilitates a kind of cooperation among specialized 

producers that increases productivity and thus production and revenues. 

 

Division of labour is the breaking down of the production process into small parts with 

each worker allocated into a specific task. Specialisation at the level of the individual 

worker.  

 

As we mentioned before, Adam Smith’s division of labour and specialization where 

constrained by the ’extent of the market’. 

 
‘When the market is very small  no person can have any encouragement to dedicate himself entirely to one 

employment  for want of the power to exchange all that surplus part of the produce of his own labour  which 

is over and above his own consumption  for such parts of the produce of other men’s labour as he has 

occasion for.’ Page 28. 
 

If the market is big enough, it accomplished an extraordinary result: unintended 

cooperation on a global scale. Markets allow not only people and firms, but also regions 

and countries that differ in their ability to produce different goods to specialize. 

 

Economists distinguish who is better at producing what in two ways:  

 

- Absolute advantage: a person or country has an absolute advantage in the 

production of a good or service if the inputs it uses to produce this good or service are 

less than in some other person or country (it can produce at a lower cost). 

 

- Comparative advantage: a person or country has comparative advantage in the 

production of a good or service, if the cost of producing an additional unit of that good or 

service relative to the cost of producing another good or service is lower than another 

person on country’s cost to produce the same two goods. (it can produce at a lower 

opportunity cost). 

 

Specializing and the model of comparative advantage result in an increase of global 

output. Therefore, the model of comparative advantage makes a strong case for 

governments to allow free trade: efficiency on a global scale will increase if countries 

specialise where they have comparative advantage and trade freely with each other.   
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o Topic 1.9 – Capitalism, causation and history’s hockey stick. 

 

In economics we want to make casual statements to understand why things happen, or 

to devise ways of changing something so that the economy works better.  

 

Causality is a direction from cause to effect, establishing that a change in one variable 

produces a change in another.  

 

While correlation is simply an assessment that two things have moved together, 

causation implies a mechanism accounting for the association, and is therefore a more 

restrictive concept. 

 

A method of studying causalities is called a natural experiment. This is a situation in 

which there are differences in something of interest, a change in institutions for example, 

that are not associated with differences in other possible causes.  

 

Natural experiment: an empirical study exploiting naturally occurring statistical controls 

in which researchers do not have the ability to assign participants to treatment and 

control groups, as is the case in conventional experiments. Instead, differences in law, 

policy, weather, or other events can offer the opportunity to analyse populations as if 

they had been part of an experiment.  

 

The validity of such studies depends on the premise that the assignment of subjects to 

the naturally occurring treatment and control groups can be plausibly argued to be 

random. 

 

o Topic 1.10 – Varieties of capitalism. 

 

Developmental state: a government that takes a leading role in promoting the process 

of economic development through its public investments, subsidies of particular 

industries, education and other public policies. South Korea is a good example of this.  

 

Two sets of conditions contribute to the dynamism of the capitalist economic system. 

One is the economic, and the other is the political. 

 

- From an economic point of view, where capitalism is less dynamic private 

property is not secure, markets are not competitive and firms are owned and managed 

by people who survive because of their connections to government or their privileged 

birth (nepotism). 
 

- The government is also important. Even in countries where their role is more 

limited, governments still establish, enforce and change the laws and regulations that 

influence how the economy works.  

 
In addition to supporting the institutions of the capitalist economic system, the 

government provides essential goods (merit goods) and services such as physical 

infrastructure, education and national defence.  
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Capitalism can be a dynamic system when it combines: 

 

- Private incentives for cost-reducing innovation: these are derived from market 

competition and secure private property. 

- Firms led by those with proven ability to produce goods at low cost. 

- Public policy supporting these conditions: public policy also supplies essential 

goods and services that would not be provided by private firms. 

- A stable society, biophysical environment and resource base. 

 

These are the conditions that together make up what we term the capitalist revolution.  

 

Capitalist revolution: rapid improvements in technology combined with the emergence of 

a new economic system.  

 

Political system: a political system determines how governments will be selected, and 

how these governments will make and implements decisions that affect all or most 

members of a population. 

 

Democracy: a political system, that ideally gives equal political power to all citizens, 

defined by the individual rights such as freedom of speech, assembly and the press; fair 

elections in which virtually all adults are eligible to vote; and in which the government 

leaves the office if it loses. 

 

o Topic 1.11 – Economic and the economy. 

 

Economics is the study of how people interact with each other and with their natural 

surroundings in providing their livelihoods, and how does this change over time.  

 

Therefore, it is about:  

 

- How do we acquire the things that make up our livelihood? 

- How do we interact with each other?  

- How do we interact with our natural environment? 

- How does each of this change overtime? 

 

o Topic 1.12 – Conclusion. 
 

‘Throughout most of history  living standards were similar around the world and changed little from century 

to century. Since 1700 they have risen rapidly in some countries. This upturn coincided with rapid 

technological progress  and with the advent of a new economic system  capitalism  in which private property  

markets and firms play a major role. The capitalist economy provided incentives and opportunities for 

technological innovation  and gains from specialization. 

Countries differ in the effectiveness of their institutions and government policy: not all capitalist economies 

have experienced sustained growth. Today  there are huge income inequalities between countries  and 

between the richest and poorest within countries. And the rise in production has been accompanied by 

depletion of natural resources and environmental damage  including climate change.’ Page 39. 

 



        
 

 8 

Topic 2 – Technology, Population, and Growth. 
 
How improvements in technology happen, and how they sustain growth in living 
standards. 
 

• Economic models help explain the Industrial Revolution, and why it started in 

Britain. 

• In a capitalist economy, innovation creates temporary rewards for the innovator, 

which provides incentives for improvements in technology that reduce costs. These 

rewards are destroyed by competition once the innovation diffuses throughout the 

economy. 

• Population, productivity of labour, and living standards may interact to produce a 

vicious circle of economic stagnation. 

• The permanent technological revolution associated with capitalism allowed some 

countries to make a transition to sustained growth in living standards. 

 

Malthus held that a sustained increase in income per capita would be impossible. His 

logic was that, even if technology improved and raised the productivity of labour, people 

would have more children as soon as they were somewhat better off. This population 

growth would continue until living standards fell to subsistence level, halting the 

population increase. Malthus’ vicious circle of poverty was widely accepted as inevitable. 

‘Even if people succeeded in improving technology  in the long run the vast majority would earn enough from 

their jobs or their farms to keep them alive  and no more.’ Page 44. 

 

Subsistence level: the level of living standards (measured by consumption or income) 

such that the population will not grow or decline. 

 

The Industrial Revolution was the change that sprung Britain from the Malthusian trap. 

An extraordinary flowering of radical invention that allowed the same output to be 

produced with less labour.  

 

The Industrial Revolution is characterized by the appearance of General-purpose 

technologies. This were technological advances that can be applied to many sectors, 

and spawn further innovations. Spinning and the steam-engine are some significant 

examples. In recent decades, the most obvious equivalent is ICT and computers. 

 

All these inventions, alongside other innovations of the Industrial Revolution, broke 

Malthus’ vicious circle. 

 

Advances in technology and the increased use of non-renewable resources (coal) raised 

productivity, allowing incomes to rise even as the population was increasing.  

 

As a result, as long as technology continued improving quickly enough, population 

growth could be outpaced. This resulted in increased incomes and subsequent rising 

living standards.  

 

Moreover, much later people would prefer smaller families, even when they earned 

enough to afford to have a lot of children.  
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o Topic 2.1 – Economists, historians, and the Industrial Revolution. 

 

Scholars will probably never completely agree about what caused the Industrial 

Revolution.  

 
‘Some argue that it was partly due to interactions between Europe and the rest of the world too  not just due 

to changes within Europe. Historians tend to focus on peculiarities of time and place. They are more likely 

to conclude that the Industrial Revolution happened because of a unique combination of favourable 

circumstances (they may disagree about which ones). Economists are more likely to look for general 

mechanisms that can explain success or failure across both time and space.’ Page 47. 

Why Britain? Based on arguments from Robert Allen, an economic historian, his ideas 

give a central role to two features of Britain’s economy at the time: the relatively high 

cost of labour, coupled with the low cost of local energy sources (coal). 
 

‘The Industrial Revolution did not lead to economic growth everywhere. It originated in Britain  and spread 

only slowly to the rest of the world  creating a huge increase in income inequality between countries.’ Page  

 

‘One says that we are so rich and they so poor because we are so good and they so bad; we are hardworking  

knowledgeable  educated  well governed  efficacious  and productive  and they are the reverse. The other 

says that we are so rich and they so poor because we are so bad and they so good: we are greedy  ruthless  

exploitative  aggressive  while they are weak  innocent  virtuous  abused  and vulnerable.’ Page 49. 

 

‘If you think that the Industrial Revolution happened in Europe because of the Protestant Reformation  or 

the Renaissance  or the scientific revolution  or the development of superior private property rights  or 

favourable government policies  then you are in the first camp. If you think that it happened because of 

colonialism  or slavery  or the demands of constant warfare  then you are in the second.’ Page 49 

o Topic 2.2 – Economic models: How to see more by looking at less. 

 

We use models to stand back and look at the better picture of concepts and systems. 

When we build a model, the process follows these steps: 

 

1. We construct a simplified description of the conditions under which people take 

actions. Models are not always realistic; they may omit features. 

2. Then we describe in simple terms what determines the actions that people take. 

3. We determine how each of their actions affects each other. 

4. We determine the outcome of these actions. This is often an equilibrium 

(something is constant). 

5. Finally, we try to get more insight by studying what happens to certain variables 

when conditions change. 

 

Equilibrium: a model outcome that is self-perpetuating. In this case, something of interest 

does not change unless an outside or external force is introduced that alters the model’s 

description of the situation.  

 

A good economic model has four attributes: it is clear (it helps us better understand 

something important), predicts accurately (its predictions are consistent with evidence), 

improves communication (it helps us to understand what we agree and disagree about) 

and is useful (we can use it to find ways to improve how the economy works). 

 


