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ECON100 – Economic Essentials for Business 

LECTURE 1: Economics: Foundations and Models 

Readings: Hubbard et al chapter 1 including appendix 

 

Economics: is the study of the choices people (micro) and society (macro) make to attain their (effectively) 

unlimited wants, given their scarce resources.  

In economics, we study how people make choices and interact in markets. 

 

Markets: a group of buyers and sellers of a good or service, and the institution or arrangement by which 

they come together to trade. 

 

Three key economic ideas: 

1. People are rational. 

 

2. People respond to incentives  

 

3. Optimal decisions are made at the margin using marginal analysis, i.e. the optimal decision is to 

continue any activity up to the point at where the marginal benefit equals the marginal cost.  

 

Marginal analysis: is analysis that involves comparing marginal benefits and marginal costs. 

Marginal benefits/costs: the additional utility/cost of consuming an additional unit of a good or service.  

 

Scarcity and trade-offs:  

Scarcity: the situation in which unlimited wants exceed the limited resources available to fulfil those wants.  

Resources: inputs used to produce goods and services, including natural resources such as land, water and 

minerals; labour, physical and human capital, and entrepreneurial ability.  

Trade-off: the idea that, because of scarcity, producing/consuming more of one good or service means 

producing/consuming less of another good or service.   

Scarcity and trad-offs force society to make choices, particularly when answering the three fundamental 

questions. 
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The three fundamental questions:  

1. What goods and services will be produced? 

Consumers, firms, and governments decide what will be produced.  

Consumer sovereignty: the concept that in a market economy it is ultimately consumers who decide what 

goods/services will be produced as firms must produce the goods/services that meet the wants of 

consumers or they will go out of business.    

When choosing between alternative options, economists use the concept of opportunity cost. 

Opportunity cost: is the highest-valued alternative that must be given up to engage in an activity. 

 

2. How will the goods and services be produced?  

Firms decide how to produce the goods and services they sell. They often face the choice between using 

more workers or more machines.  

 

3. Who will receive the goods and services produced?   

Who will receive the goods and services depends on income distribution and the government. Ultimately, it 

is those who are most willing and able to buy them.  

 

Types of economies:  

1. Market economies: where the decisions of households and firms interacting in markets allocate many 

economic resources. 

2. Centrally planned economies: where the government decides how almost all economic resources will be 

allocated. 

3. Mixed economies: where perhaps most economic resources are allocated by markets, but where 

governments still play a very important role. 

 

Efficiency and equity: 

Productive/technical efficiency: production that uses the least amount of resources.  

Allocative efficiency: production that reflects consumer preferences, i.e. production up to the point where 

the last unit provides a marginal benefit equal to the marginal cost.  

Dynamic efficiency: when new technologies and innovation are adopted over time.  

 

Markets tend to be efficient because they promote competition and facilitate voluntary exchange. 

Voluntary exchange: when both buyer and seller are made better off by the voluntary transaction. 

 

Equity: the fair distribution of economic benefits between individuals within a society, and between 

societies. 

An efficient outcome may or may not be considered to be equitable. 
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Economic models: 

The real economic world is too complex for us to meaningfully analyse. Economic models are simplified 

versions of reality used to analyse real-world economic situations. They contain two or more economic 

variables. 

Economic variable: something measurable that can have different values, e.g. wages ($/hr), prices ($/unit). 

Steps in developing a model:  

1. Decide on the assumptions to be used, e.g. behavioural assumptions.  

2. Formulate a testable hypothesis, e.g. ceteris paribus (other things equal). 

3. Use economic data to test the hypothesis. 

4. Revise the model if it fails to explain the economic data.  

5. Retain the revised model to help answer similar economic questions in the future.  

 

Positive and normative analysis: 

Positive analysis: concerned with what is; involves value-free statements that can be proven true or false by 

referring to the facts. Economic models are built on positive statements. 

Normative analysis: concerned with what ought to be; involves making value judgments that cannot be 

tested. 

 

Microeconomics and macroeconomics: 

Microeconomics: the study of how households and firms make choices, how they interact in markets, and 

how the government attempts to influence their choices. 

Macroeconomics: the study of the economy as a whole, including topics such as inflation, unemployment, 

and economic growth. 

 

 


