
Week 1 - Intro to Microeconomics

What is economics? 
- Economics: study of the choices people and societies make to attain their unlimited 

wants, given their scarce resources (i.e. to deal with the problem of scarcity)

• Scarcity: where unlimited wants exceed the limited resources available to fulfil those 
wants.

3 Fundamental Questions:

- What goods or services will be produced? or how much of something should we 
produce?

- How to produce those goods and services and from whom to produce?

- Who will receive those goods and services?

Lessons from microeconomics

- How people make decisions:

1. People face tradeoffs: Making decisions required trading off one goal against 
another.

- Trade offs between equity and efficiency.

- Equity: the property of distributing economic prosperity early among the members 
of society.

- Efficiency: the property of society getting the most it can from its scarce 
resources.

2. The cost of something is what you have to get.

- The true cost of ‘something’ in economic terms is its ‘opportunity cost’ (i.e. what you 
give up to get it)

• Opportunity cost: the value of the ‘next best’ alternative that must be given up to 
engage in that activity.

• Production possibility frontier 

- A curve showing the maximum attainable 
combinations of two products that may 
be produced with available resources. 

- It can be used to illustrate the concept of 
opportunity cost.

3. Rational people think at the margin: 



Decisions are made comparing costs and benefits at the margin.

- Marginal chance: a small incremental adjustment to a plan of adjustment.

- A rational decision maker takes action if and only if the marginal benefit of the 
action exceeds the marginal cost.

4. People respond to incentives: Marginal changes to costs and benefits lead to 
decisions to choose one alternative over another.

- How People Interact: 

5. Trade can make everyone better off: Trade allows people to specialise in what they 
do and this lies at the heart of gains from trade.

6. Markets are usually a good way to organise economic activity: Adam Smith made 
the observation that households and firms interact in markets as if guided by an 
‘invisible hand’.

- Market economy: an economy that allocates resources through decentralised 
decisions of many firms and households as they interact in markets for goods and 
services.

- Invisible hand: the idea that buyers and sellers freely interacting in a market 
economy will create an outcome that allocates goods and services to those people 
who value them most highly and makes the best use of our scarce resources. 

7. Governments can sometimes improve market outcomes.

- Market failure occurs when the market fails to allocate resources efficiently.

- Markets work only if property rights are enforced

- Property rights: the ability of an individual to own and exercise control over 
scarce resources.

- When the market breaks down, government can intervene to promote efficiency 
and equity. 

- Market Failure: a situation in which a market lets its own fails to allocate 
resources efficiently. Causes of market failure include:

- Externality: the uncompensated impact of one person’s actions on the 
wellbeing of a bystander. A positive externality makes the bystander better off. 
A negative externality makes the bystander worse off.

- Market power: the ability of a single economic actor (or small group of actors) 
to have a substantial influence on market prices.

8. The standard of living depends on a country’s production.


