
TOPIC 1 – INTRODUCTION TO ECONOMICS SECTION 1: MICROECONOMICS (TOPICS 1-6) 
 
SCARCITY & PPF 
Microeconomics the study of individual people and businesses and their interaction in the market. (Topics 1-6) 
Macroeconomics is the study of the national economy and the global economy as a whole. (7-11) 
 
A definition of economics 
The economic problem: Relatively Scarcity 

• Society’s wants unlimited / Resources Limited 
• Cannot satisfy everyone's wants 
• Economics is the science of choice —how best to use resources to best deal with scarcity. 
• Production and consumption: satisfying human needs with available resources 
• Demand and supply: help solve scarcity by reconciling resources and needs 

 
A note: Economic Science 
Economists distinguish between Positive Statements and Normative Statements 

• Positive statements are about what is.   
o can be proven right or wrong 
o can be tested by comparing it to facts  
o eg., the unemployment rate is 6% 

• Normative statements are about what ought to be. 
o depend upon personal values and cannot be tested 
o eg., the unemployment rate is too high 

 
Making choices about what we produce - Resources and Wants 
What resources do we use to satisfy wants? 

• Limited Resources - The resources that are used to produce goods and services are: 
o Labour 
o Land 
o Capital 
o Entrepreneurship 

 
So we have Production Possibilities  

• The Production Possibilities Curve (PPC)  
o a fundamental economic ‘model’ 
o illustrates society’s production choices  

• Assume a society can produce food and clothing 
 
A table illustrating combinations of food & clothing production in a given time period 

 
 
A production possibility curve 

 
 

Production could take place at point x, 
with 6 million units of food and 4 million 
units of clothing being produced. 
Production is not possible at point w: the 
nation does not have enough resources 
to do this. 



PPF illustrates 
• Opportunity Costs 

o when we must give up something to get something else. 
• Increasing Opportunity Costs 

o as we produce more of one item (e.g. food) – we have to give progressively more of the other (e.g. 
clothing) 

 
PPF & Opportunity cost 

 
 
 
An Important Note about Opportunity Costs 
Opportunity costs increase as we produce more of one good than another. Why? 

• Opportunity costs increase as we produce more of one good than another. 
o Because not all resources are equally productive in all activities.  

• This explains the expected shape of a real PPF — it is bowed outward. 
 
Production possibility curve: Increasing opportunity costs 
In our example, the production of more and more clothing will involve an increasing opportunity cost: ever increasing 
amounts of food have to be sacrificed for each additional unit of clothing produced 
 
 
Increasing Opportunity Cost 

 
 
 
 
 
 
 
 
 
 
 
 

Production Possibility Curve: Growth in actual and 
full-capacity output 

 
 
Over time:  

• investment in new plant and machinery 
increases the stock of capital 

• new raw materials may be discovered  
• technological advances are likely to take place 
• improved education and training will make 

labour more productive  

 



ECONOMIC SYSTEMS 
 
Modelling economic relationships 

 

Circular flow of goods and incomes 

 
 
Scarcity & some questions 
The problem gives rise to the following questions: 

• What to produce? • How to produce it? • Who will consume it? 
 
ECONOMIC SYSTEMS 
 

Command economy Free-market economy Mixed economy 
Decision maker: the central authorities 
E.g. North Korea - a black market not 
controlled by govt 

Decision maker: individual households 
and firms, with no government 
intervention 

Decision maker: government and 
market  
 

 

 
The command economy 
In a command economy, the state plans: 

• the allocation of resources between current consumption and investment for the future. 
• the output of each industry and firm, the techniques that will be used and the labour and other resources required 

by each industry and firm. 
• the distribution of output between consumers. 
• Considerable cost associated with the command economy because: 

o the larger and more complex the economy, the greater the task of collecting and analysing the 
information essential to planning, and the more complex the plan. 

o complicated plans are likely to be costly to administer and involve cumbersome bureaucracy. 
o if there is no system of prices, or if prices are set arbitrarily by the state, planning is likely to involve the 

inefficient use of resources.  
o it is difficult to devise appropriate incentives to encourage workers and managers to be more productive 

without a reduction in quality. 
o complete state control over resource allocation would involve a considerable loss of individual liberty.  
o the government might enforce its plans even if they were unpopular. 
o if production is planned, but consumers are free to spend money incomes as they wish, then there will be 

a problem if the consumer wishes change. 
 
The free-market economy 
Free decision-making by individual 

• Households and firms are assumed to act in their own self-interest: 
o firms seek to maximise profits 
o consumers seek to get the best value for money from their purchases  
o workers seek to maximise their wages relative to the human cost of working in a particular job. 

• The price mechanism: 
o The price, where demand equals supply, is called equilibrium price.  
o Shortages arise when demand exceeds supply, which will cause prices to rise. 
o Surpluses arise when supply exceeds demand, which will cause prices to fall. 

• Perfect competition: 
o numerous consumers and producers 
o price taker. 

 
The mixed economy 
Most economies today are mixed market economies. 
Markets are the predominant means by which scare resources are allocated, but there is some government intervention: 

• allocative role • distributive role • regulatory role • macroeconomic role



TOPIC 2 – MARKET: DEMAND & SUPPLY  
 
DEMAND 
 
The Free-Market Economy 

• free decision making by individuals and firms 
• demand and supply decisions 
• the price mechanism 

 
Let’s start modeling the free marketing – some basics 

• Price  
o the number of dollars that must be given up in exchange for an item — this is referred to as the money 

price. 
• Demand  

o the quantity demanded of a good or service is the amount that consumers plan to buy during a given 
time period at a particular price. 

 
The Law of Demand 

• If the price of something goes up are you likely to want MORE or LESS? 
• Other things remaining the same, the higher the price of a good, the smaller is the quantity demanded. 
• WHY? 

o the Reasons for the Law of Demand 
§ Substitution Effect - what do you think it is? 
§ Income Effect - what do you think it is? 

 
Reasons for the Law of Demand 

• Substitution Effect  
o if price rises, then an alternative might be sought 

• Income Effect  
o budgetary constraint 

 
The demand curve: The demand for potatoes (monthly) 

  (1) (2) (3) (4) 
 Price  

($  per kg) 
Tracey's 
demand 

 (kg) 

Darren's 
demand 

(kg) 

Total market 
demand  

(tonnes: 000s) 

A   0.40 28 16 700 

B   0.80 15 11 500 

C   1.20   5   9 350 

D   1.60   1   7 200 

E   2.00   0   6 100 

  

 


