
LECTURE 1: WHAT IS ECONOMICS? 
What is economics? 

Economics is the study of how economic agents allocate scarce resources among 
competing ends. It is about studying choice in a world of scarcity. 

Defn: Microeconomics is the study of individual choice and of the combined result of these 
choices for the group 

Defn: Macroeconomics is the study of the aggregate economy. It is the study of the 
performance of national economies and the policies that governments use to try to improve 
that performance 

 

Wants and trade-offs 

Boundless wants cannot be satisfied with limited resources such as natural resources, 
human resources (time, effort and money) and so choices need to be made. 

Defn: Positive economics refers to economic analysis that explains what happens and why, 
but does not state what should happen 

Defn: Normative economics refers to economic analysis that states what should happen 

 

Economic agents 

• Individuals 
• Businesses 
• Groups 
• Governments 
• Institutions 
• Countries 
• Organisations 
• Any rational agent 

 

Rationality and economic agents 

A rational agent is someone with well-defined goals who tries to fulfil these goals as best 
they can. 

 

Rationality, choice and predictability 

A rational agent can freely choose but their behaviour is predictable which allows 
economists to predict it.  

 

Economic problems 

• Working 
• Bargaining 



• Shopping 
• Voting 
• Investing 
• Foreign policy making 

 

 

 

 

 

 

 

 

 

 

  

 

 

 

 

 

 

 

 

 

Agents respond to incentives 

Economic agents’ choice will depend on the incentives they face as changes in costs and 
benefits can elicit changes in the economic decisions people make. 

CEP: The incentive principle states that a person (firm or society) is more/ less likely to 
undertake an action if its benefit/ cost rises, and less/ more likely to undertake it if its cost/ 
benefit rises. I.e. Incentives matter and can be powerful in shaping economic choices 

 

Weighing benefits and costs 

Economics teaches us to try and look at all the relevant benefits and costs and weigh them 
up so that we make an informed and thoughtful decision. 

Markets for goods 
and services: 

• Firms sell 
• Households buy 

Markets for factors of 
production 

• Firms buy 
• Households sell 

Firms: 

• Produce and sell 
goods and services 

• Hire and use factors of 
production 

Households: 

• Buy and consume 
goods and services 

• Own and sell factors 
of production 



CEP: Cost benefit principle states that an individual (firm or society) should undertake a 
particular action if, and only if, the extra benefits of undertaking that action are at least as 
great as the extra costs 

 

Cost benefit theory 

When faced with a decision: 

1. Determine the alternatives 
2. Assess the benefits and costs 
3. Choose the alternative with the greatest benefit minus cost (the one with the greatest 

surplus)  

Defn: Economic surplus refers to the gain that results from undertaking an action when the 
benefits outweigh the costs 

In general, your goal as an economic decision maker is to choose those actions that 
generate the largest possible economic surplus. 

 

Opportunity cost 

Defn: Opportunity cost is the value of the next best alternative to undertaking a particular 
action 

 

Sunk cost 

Defn: Sunk cost is one a cost that can’t be recovered at the moment a decision is made 

Sunk costs must be borne whether or not an action is undertaken so they are irrelevant to 
the decision of whether to undertake the action. The only costs that should influence a 
decision are those that we can avoid by not taking the action. 

 

Marginal surplus, benefit and cost 

Marginal surplus is the change in surplus when we add one unit. MS= MB-MC 

Defn: Marginal cost is the increase in costs associated with a small increase in the level of a 
particular activity 

Defn: Marginal benefit is the increase in benefits associated with a small increase in the level 
of a particular activity 

 

Rules to maximise total surplus using marginal analysis 

When our choice involves deciding on the best level at which to pursue an activity, the cost 
benefit rue is to keep increasing the level as long as the marginal benefit of the activity 
exceeds or is equal to the marginal cost. 

	


