
ECON101 – Microeconomics  
Study Notes  

Topic 1: Scarcity and Choice 
 
What is economics? 

• Economics is a discipline of social science 
• It is a study on the decision-making process by economic agents under scarcity 
• Scarcity is a situation in which all wants cannot be met because of limits to resources 
• In economics, we study how people make choices and interact in markets 
• A market is a group of buyers and sellers of a good or service and the institution or 

arrangement by which they come together to trade 
 

LO1: Explain these three important economic ideas: people are rational; people respond to 
incentives; optimal decisions are made at the margin 
 
Three key economic ideas 

• Three important ideas in economics are: 
1. People are rational 
2. People respond to economic incentives 
3. Optimal decisions are made at the margin 

• Marginal analysis is the analysis that involves comparing marginal benefits and 
marginal costs 

 
LO2: Understand the issues of scarcity and trade-offs, and how the market makes decisions 
on these issues 
 
Scarcity and trade-offs 

• A trade-off is the idea that, because of scarcity, producing more of one good or 
service means producing less of another good or service 

• Trade-offs force society to make choices 
• The opportunity cost of any activity is the highest-valued alternative that must be 

given up to engage in the activity 
 

1. What goods and services will be produced? 
2. How will the goods and services be produced? 
 In many cases, firms face a trade-off between using more workers and using more 

machines 
3. Who will receive the goods and services produced? 
 It largely depends on how income is distributed 

 
Example: Scarcity and trade-offs 
‘Fortunately for the world’s developed nations, they no longer face the problem of scarcity.  
As a result, they can direct their efforts to addressing scarcity in developing nations.’ 
  
 Do you agree with this statement?  Explain why or why not. 

• The concept of scarcity as defined in economics is based on the assumption of 
unlimited human wants 

• Resources will always be scarce in this context, regardless of whether we are in the 
developed or developing world 



• Human beings will always want more than they have, and every society is therefore 
faced with the problem of allocating its scarce resources to maximise the satisfaction 
of wants 

Types of economic systems 
• Centrally planned economy: An economy in which the government decides how 

economic resources will be allocated 
• Market economy: An economy in which the decisions of households and firms 

interacting in markets determine the allocation of economic resources 
• Mixed economy: An economy in which most economic decisions result from the 

interaction of buyers and sellers in markets, but in which the government plays a 
significant role in the allocation of resources 

 
Efficiency and equity 

• Productive efficiency: occurs when a good or service is produced using the least 
amount of resources 

• Allocative efficiency: is a state of the economy in which production reflects consumer 
preferences; in particular; every good or service is produced up to the point where the 
last unit produced provides a marginal benefit to consumers equal to the marginal cost 
of producing it.  

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

• Equity: the fair distribution of economic benefits 
• Programs designed to increase equity may reduce efficiency – there may be a trade-

off between efficiency and equity. 
 
Economic systems 

• When it comes to health care we usually want everything medical technology can 
offer. Why then do governments limit services such as health care and, furthermore, 
why don’t governments make health care free for everyone? 

• If all of an economic system’s resources were devoted to health care provision, then 
there would be other important goods and services, such as food, housing, clothing 
and education that would not be provided. A market economy restricts access to 
health care, just as it restricts access to all goods and services, by charging a price at 
which less than an unlimited quantity of health care is demanded. 

 
LO3: Understand the role of models in economic analysis 
 
Economic models 

• Economic models are simplified versions of reality used to analyse real-world 
economic situations 
Ø Economic models make behavioral assumptions about the motives of consumers 

and firms 
• An economic variable is something measurable that relates to resources that can have 

different values, such as wages, prices and litres of water 
• A hypothesis in an economic model is a statement that may be either correct or 

incorrect about an economic variable 
• In testing hypotheses, economists distinguish between correlation and causality 
• Correlation is the relationship between two economic variables 
• Positive correlation: two economic variables move in the same direction 
• Negative correlation: two economic variables move in the opposite direction 



	


