
SCARCITY, CHOICE AND THE 
ALLOCATION OF RESOURCES 

	  
Candidates should appreciate that the choices made to deal with the problem of scarcity 
affect the allocation of resources. They should understand the role of incentives in influenc-
ing choices. 
 
Candidates should know that the environment is an example of a scarce resource, which is 
affected by economic decisions. 
 
How economies make decisions is to a very great extent a political matter and there are 
different types of political society.  If we look back to the times of Tudor kings we see a form 
of absolute monarchy.  Absolute monarchy involved one person with an assumed god-
given right to make decisions on behalf of the citizens.  Economic power was concentrated 
into the King’s hands and that of a small number of landowning lords.   
 
In the United Kingdom the power of kings gradually faded and parliament assumed more 
and more authority so that today laws are made by elected MPs.  The House of Lords’ 
powers have been steadily eroded and plans are afoot to replace the Lords with a fully 
elected chamber. 
 
Whilst many countries have followed the path of free markets and liberty, others took differ-
ent routes such as fascism, communism and theocracy.  Socialist and communist societies 
began to emerge in the early 20th century, starting with the Russian Revolution of 1917.  
The guiding principles for these economies are to be found in the writings of people like 
Karl Marx (1818-1883).  Supposedly these societies were based on the principle, “ from 
each according to his ability, to each according to his need.”  
 
The communist economies, although enjoying a measure of public support, were not ar-
rived at through public choice, they relied on what Lenin termed the dictatorship of the pro-
letariat, or in other words an unelected ruling elite seizing power on behalf of uneducated 
peasants.  
 
In communist economies a central authority made decisions.  In Russia for example 
GOSPLAN was the state planning authority and it made economic plans for five years at a 
time.  A process of input-output analysis was used whereby the state decided what they 
wanted to make and in turn calculated what resources were needed to make them.  Orders 
to factories were sent out and severe punishments meted out to factory managers who 
failed to comply with the plan. 
 
Although central planning was at first successful, for example steel production in the Soviet 
Union rose from 3 to 15 million tons between 1928 to 1937 at a time when much of the rest 
of the world was suffering mass unemployment and depression.  But by the 1970s it be-
came clear that centralized planning was failing as a system and that economies such as 
those of Japan, the USA and Western Europe were far more successful in terms of produc-
ing goods, services and crucially weapons. 
 
This is, as we have said earlier, is not a politics course and the rights or wrongs of different 
political societies is not the main topic, however it is a matter of fact that socialist econo-
mies are now thin on the ground.  The USSR collapsed in 1990 and China, although still a 
single-party state run by the communists, looks less and less socialist with each passing 
day.  Even Cuba, once a model of socialism is moving slowly in a free market direction. 



Only North Korea remains as a last bastion of pure state-run socialism. 
 
For good or ill the economics syllabus increasingly ignores socialism and central planning.  
What follows for the next few units of this course is a theoretical description of the free 
market system.  Later we will look at how free markets fail and how governments inter-
venes. 
 
The Free Market System 
 
For some economists, Adam Smith published the first and best explanation of the free mar-
ket in 1776.  So important are the thoughts and writing of this man thought to be that he is 
pictured on the back of every £20 note issued by the Bank of England. 
 
In the ‘Wealth of Nations’, Smith writes; 
 
‘It is not from the benevolence of the butcher, the brewer or the baker, that we expect our 
dinner, but from their regard to their own self interest. We address ourselves, not to their 
humanity but to their self-love, and never talk to them of our own necessities but of their 
advantages’. 
 
In a completely free market economy people are free to choose.  However if you choose to 
do nothing you quickly starve.  It might be tempting to think that if you work hard that you 
will prosper.  Whilst it is true that hard work helps, alas this is not sufficient, the people who 
clean schools work hard but are probably on the minimum wage! 
 
In a free market system, people get rich by producing things that other people want.  As we 
saw in the last section we saw that people are welfare maximzers, they buy things that they 
both need and want.  Rational people think carefully how to spend their money.  Selling 
things that people need and want therefore is the first step, but there are many things that 
are so easy and abundant to supply that there is no money to be made making them.  As 
we also saw earlier air is a free good, it is abundant in supply.  There would be no profit 
standing on a corner trying to sell air to passers by.   
 
To become rich, selling things that are needed and wanted is not enough.  Scarcity is the 
key.  Producing things that are wanted but short in supply is the route to wealth.  Thus 
there are two factors at play; producing things that are scarce and producing things that 
people want.  What firms are willing to produce we call supply and what people want and 
are able to pay for is called demand.   
 
Things that people want and need command higher prices than those things that people do 
not want.  When things are scarce there is more demand than supply and prices are high 
and vice-versa.  The free market is sending a signal, and this signal is saying produce more 
of these scarce goods.  Self-interested persons see these signals and see that there is 
profit to be made by supplying these products.   
 
As more and more people see the price signal and start providing that good or service the 
supply rises.  As supply rises the product becomes less scarce and the price begins to fall.  
If supply rises too much the price falls so low that producers cannot make a profit, and they 
see the signal and stop making or go bankrupt. 
 
This is how the free market system works.  Adam Smith described it like this; 
 
‘As every individual, therefore, endeavors as much as he can both to employ his capital in 
the support of domestic industry, and so to the direct that industry that its produce may be 



of the greatest value; every individual necessarily labours to render the annual revenue of 
the society as great as he can. He generally, indeed, neither intends to promote the public 
interest, nor knows how much he is promoting it. By preferring the support of domestic to 
that of foreign industry, he intends only his own security; and by directing that industry in 
such a manner as its produce may be of the greatest value, he intends only his own gain, 
and he in this, as in many other cases, led by an invisible hand to promote an end which 
was no part of his intention. Nor is it always the worse for the society that it was no part of 
it. By pursuing his own interest he frequently promotes that of the society more effectually 
than when he really intends to promote it (Wealth of Nations. VI, ii. P.456).’ 
 
Whether or not a country is centrally planned or a free market economy, the economic 
question, what, how and for whom to produce has to be answered.  In the great majority of 
countries today, economic choices are made partly by the state and partly by the free mar-
ket.  In reality, as apposed to the theoretical model of perfect competition, countries are 
mixed economies with some goods being allocated by the state and some through the free 
market. 



 
 
Data Response 
 
 
Source B 
 

Land Ownership in Alaska in the year 2000 Million acres 

Federal Government Land 242 
State Government Lands 90 
Total Public Land 332 
Alaska Native Corporation Lands (collectively owned by native 
americans) 

37 

Other Private 3 
Total Private Lands 40 
Total Public and Private 372 

 
Hull, T and L. Leask. 2000. Dividing Alaska, 1867-2000: Changing Land Ownership and Manage-
ment. Institute of Social and Economic Research, University of Alaska Anchorage. 

 
 

 
Source B: Oli Prices 1945-2011 (Illinois crude per barrel) 
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Source C 
 
‘To confront the threat that Iran might seek to cut off nearly a fifth of world energy supplies...or that 
terrorists might strike again at the Abqaiq facility in Saudi Arabia...or that Venezuela might shut off 
its oil deliveries...we Americans need to produce more of our own oil and gas. 

And take it from a gal who knows the North Slope of Alaska: We've got lots of both. 

Our opponents say, again and again, that drilling will not solve all of America's energy problems—as 
if we all didn't know that already. 

But the fact that drilling won't solve every problem is no excuse to do nothing at all.’ 

 
Sarah Palin, acceptance speech as the Republican Party’s Vice-presidential nominee 3/09/08 
 
Source D 
 
A Malaysian freighter lost power to its main engine on December 7, 2004 and ran aground on the 
west-side of Unalaska Island in the Aleutian Island chain. The ship was carrying 483,000 US gallons 
(1.8 million litres) of heavy bulk fuel and another 21,000 of diesel fuel.  Adding to the tragedy, six 
crew members from the ship were lost during a rescue attempt when the helicopter trying to retrieve 
them crashed.  The spilled oil threatens a nearby wildlife refuge -- home to such species as sea otters, 
harbour seals, halibut and tanner crabs. Though this oil spill is small compared to Exxon Valdez, the 
type of oil is difficult to break up and the accident's proximity to a wildlife refuge makes it particu-
larly dangerous.  Greenpeace is on the scene, meeting with residents and the local fishing community 
and offering wildlife and oil spill experience when needed. The job of documenting the spill has been 
made extremely hard by the remoteness of this site, out of range of most satellite communications.  
We believe the focus of this disaster should not solely be on oil spill response, but more importantly 
on preventing such accidents before they happen.  Alaska's arctic ecosystem is doubly threatened by 
oil spills and global warming. The solution is the same: a future free of fossil fuels, built on safe, re-
newable energy sources. The Earth can no longer afford our addiction to oil. 
 
  http://www.greenpeace.org.uk/climate/oil-spill-devastates-alaska-again 
 
 
 
Questions 
 
1.  What percentage of land in Alaska is privately owned? (Extract A) (5) 
 
2. Using Extract B, describe the movements in the price of oil. (8) 
 
3.  How do Extracts C and D illustrate the problems of economics. (12) 
 
4. Discuss whether or not private companies should be allowed to drill for oil in Alaska. (25) 
 
 
 
 
 
 
 


