
Introduction, scarcity and choice 

 Positive statements: statements about facts that we can verify (what is) 

 Normative statements: value judgements which cannot be tested (what should be) 

 Microeconomics—examines individual decision making by firms, households and consumers 

and the way they interact in specific industries and markets 

 Macroeconomics—examines the workings and problems of the economy as a whole such as 

economic growth, inflation, unemployment and economic fluctuations 

Production Possibilities Frontier PPF 
 Describes the set of possible output choices when our limited resources are used efficiently 

 Production efficiency is achieved when it is impossible to produce more of one good 

without producing less of some other good/goods 

 Points inside the frontier (PPF) are inefficient i.e. there are some unused resources or 

resources used inefficiently 

 Production possibilities curve—gives us any combination of goods that can be produced in 

an efficient way 

 
 PPC is concave: increasing marginal opportunity costs as increasing production of one good 

requires larger and larger decreases in production of the other. The more resources already 

devoted to an activity, the smaller the payoff in devoting additional resources to that 

activity. 

 Economic growth caused by technological change or capital accumulation: pushes PPC out 

 Inside curve = inefficient, outside curve = unattainable 

 As an economy moves down the production possibility frontier it experiences increasing 

marginal opportunity costs  



o This occurs as some workers, machines and other resources are better suited to one 

use than another 

o The more resources  already devoted to an activity, the smaller the payoff to 

devoting additional resources to that activity (therefore greater opportunity cost) 

 

Gains from Trade 
 Economic interaction/trade can be beneficial to everyone—greater variety at a lower cost 

wIth specialisation 

 Pareto improving trade: gains for both parties (voluntary) 

 Comparative advantage 

o Not possible to have a comparative advantage in production of both goods hence 

always gains to be made from trade (however it is possible to have an absolute 

advantage in both goods) 

Key economic ideas 
1. People are rational 

2. People respond to economic incentives 

3. Optimal decisions are made at the margin—optimal decision is to continue any activity up to 

the point where the marginal benefit equals marginal cost (MB = MC) 

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

 

 



Supply and Demand 

Demand 
 Demand: quantity of a good or service that consumers plan to buy in a given period at a 

particular price. Consumer’s objective is utility maximisation subject to budget constraint—

constrained optimisation 

 Demand curve: relationship between price and quantity demanded ceteris paribus 

 Law of demand: ceteris paribus, the higher the price of a good, the lower the quantity 

demanded 

o Substitution effect: as price rises, opportunity cost rises thus quantity demanded 

falls 

o Income effect: if price rises, real income decreases so cannot afford to buy same 

quantity thus quantity demanded falls 

 Market demand: individual demand curves summed horizontally 

 Change in any factor influencing buying plans other than price leads to change in demand 

o Change in price of a related good 

 Substitute good 

 Complementary good 

o Change in income 

o Expectations of future prices 

o Population (size and age structure) 

o Consumer information and preference 

Supply 
 Quantity supplied is amount that producers plan to sell during a given time period at a 

particular price 

o Supplies good = has resources/ability to produce it, can profit from producing it and 

has made a definite plan to produce and sell it 

o Objective is profit maximisation subject to production constraint (constrained 

optimisation) 

 Supply curve = relationship between price and quantity supplied ceteris paribus 

 Law of supply: ceteris paribus, the higher the price of a good, the greater the quantity 

supplied 

 Market supply curve obtained by horizontally adding supply curves of individual producers 

 A change in any factor influencing selling plans other than price leads to change in supply 

o Price of inputs 

o Technological change 

o Prices of substitutes in production 

o Number of firms in the market 

o Expected future prices 



Equilibrium 
 Occurs when quantity demanded equals quantity supplied—price is market-clearing price, 

no excess supply or demand 

 Price is the regulator—shortage forces price up, surplus forces price down 

 

 

 

 


