
Week 1: Key concepts and comparative advantage 
 

• Economics: The study of choice under scarcity 
o Scarcity à faced by consumers, businesses, government, countries, etc. 
o Key issues that need to be addressed in an economy: 

§ (a) What to produce 
§ (b) How to produce it 
§ (c) Who should get what is made 

 
• Market: A place where buyers and sellers of a particular good or service meet 

o Governments play a critical role in markets due to “market failures” and/or 
distributional issues (e.g. imposing regulations and taxes) 

 
• Scarcity: Resources are limited, so that not all wants can be met 

o Results in choices involving a trade-off or opportunity cost 
 

• Opportunity cost: The value of the next best forgone alternative (what we give up 
when we make a choice) 

o Includes both explicit costs and implicit costs (total opportunity cost = 
explicit costs + implicit costs) 

§ Explicit costs: Costs that involve direct payment (considered as costs 
by an accountant), which otherwise would have been saved 

§ Implicit costs: Opportunities that are forgone that do not involve an 
explicit cost 

o Does not include sunk costs (unrecoverable – already spent/used) since it 
cannot recover the money (or effort) used 

 
• Marginal analysis 

o Marginal: Additional or extra 
§ Marginal benefit: Additional benefit of an extra unit consumed for an 

individual 
§ Marginal cost: Additional cost of buying one more unit 

o Marginal analysis is useful as it allows us to examine the behaviour of 
individuals in the market 

§ Compare marginal benefit (MB) with marginal cost (MC) of an 
activity 

• If MB > MC, we would be better off doing that activity 
• If MB < MC, we would be worse off doing that activity 

 
• Correlation & Causation 

o Correlation: When 2 or more factors are observed to be moving up or down 
together 

o Causation: A change in one variable brings about, or causes, a change in 
another variable 

 
• Ceteris paribus: Holding all other variables constant (‘other things equal’) 

o Used to isolate the impact of one factor 
 
  



• Production possibility frontier (PPF): Graphs the output that an individual (or 
country) can produce with a particular set of resources 

o Shows all the combinations of goods and services that can be produced given 
its resources and its current state of technology 

o Note: If the country does not trade with others, the PPF also describes the 
country’s consumption choices. 

 

 
 

o Shape of the PPF: The slope of the PPF increases as we move down along it 
(PPF is concave) 

§ As the curve moves more along to the right, the optimum use of the 
resources for each of the goods decreases because the resources that 
make up each good are not equally suited for the production of other 
goods. Hence, the opportunity cost of each good is increasing in the 
level of output of that good. 

§ Note: The slope of the PPF is the opportunity cost of producing an 
additional unit of good in terms of another, depending on the country’s 
productive resources (labour, capital, land, etc.) and the current state of 
technology 

o Changes in the PPF: If either the amount of resources available or the state of 
the technology changes, the shape of the PPF can also change. 

§ An increase in resources or improvement of technology that benefits: 
• both goods will shift the curve out 
• one good will rotate the PPF out or up 

 

  
 

  



• Gains from trade (or exchange): Trade can make everyone better off 
o Trade helps allocate goods to those who value them the most (gains from 

exchange) 
o Results in improvements in income, production or satisfaction owing to the 

exchange of goods and services 
o Pareto improving: Both agents are better off 
o Exchange is voluntary 

§ How much individuals benefit depends on the terms under which a 
trade occurs 

o Allows people to take advantage of gains from specialisation, reducing 
overall costs of producing and increasing output 

 
• Absolute advantage: When a party can produce a greater number of goods than 

another party, for the same amount of resources 
 

• Comparative advantage: When a party’s opportunity cost of producing a good is 
lower than another party 

o A party should produce the good in which they have comparative advantage 
in, even if the other party has absolute advantage in producing the other good. 

§ This is because both parties can benefit from gains from specialisation. 
As they specialise in producing 1 good, they can reduce overall costs 
of producing that good while increasing output. 

§ Total output in the economy increases, leading to the increase of the 
size of the economic pie. 

o Example: Matt can produce 6 units of good A in the same time he can produce 
1 unit of good B. Hence, his opportunity cost of producing good A is 1/6 units 
of good B, while his opportunity cost of producing good B is 6 units of good 
A. Robert can produce 2 units of good A in the same time he can produce 1 
unit of good B. Hence, his opportunity cost of producing good A is 1/2 units 
of good B, while his opportunity cost of producing good B is 2 units of good 
A. In this case, Matt has comparative advantage in producing good B, and 
Robert has comparative advantage in producing good A. 

 


