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This briefing gives a basic introduction to economics, and outlines what 
you can expect from the rest of the series. Inside, we look at the 
relationship between microeconomists and macroeconomists (and 
where these people fit into real life) before diving deeper into the world 
of microeconomics, and its uses in policy making. 
 

What is economics? 
Defined simply, economics is the study of 

scarcity and choice. The world has limited 

resources, but humans have unlimited wants 

and needs. Economics is concerned with the 

systems society uses to try and solve this 

problem; and how scarce resources can be 

managed and allocated – through distribution, 

production and consumption – in order to best 

satisfy our human wants and needs.  

 
Economics in flux 
As a discipline economics is in flux. This is 

partly because of the on-going financial crisis: 

the fact that almost all economic experts 

failed to accurately forecast the seriousness, 

timing and structural nature of the crisis and 

subsequent sharp recession. This has 

brought many of the discipline’s fundamental 

principles into question. 

 

In addition, economics is struggling with two 

other crises: 

 

Economists have historically dismissed the 

notion of environmental limits. But now, 

resource scarcities, combined with the 

impacts of climate change and habitat loss 

(all of which are driven by the current nature 

of growth) are feeding back into the system – 

reducing our ability to grow in the same way. 

Rather than being marginal these 

environmental issues have impacts at the 

heart of the economy. This too has presented 

fundamental challenges to economics. 

 

The final major crisis facing economics is that 

the inequality which has risen systematically 

for several decades. This inequality is now a 

threat to both economic and political stability. 

 

These three fundamental challenges to 

economics are in mainstream debate from the 
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Financial Times to the World Economic 

Forum (Davos) and from Nobel Laureates to 

the International Monetary Fund (IMF). Much 

of this debate is framed as a paradigm shift in 

economics but, as with all such transitions, 

this is not a quick, straight-forward process 

with a clear outcome. 

 

These fundamental debates provide a critical 

context for this briefing series. 

 

So, what are micro and macroeconomics? 
Economics is often divided into two sub-

disciplines – microeconomics and 

macroeconomics. 

 

Microeconomics is the study of households, 

firms and markets. It analyses how 

households and firms make decisions about 

consumption and production; how these 

decisions affect the supply and demand for 

specific goods and services; and how this 

balance in turn dictates the price and quantity 

of particular goods and services within an 

economy. 

 

From a policy perspective, microeconomics 

offers insights into how markets and public 

services are operating. It helps government 

spot situations where intervention is needed, 

and judge which type of intervention (e.g. 

regulation, taxes or subsidies) will be most 

effective. 

 

Macroeconomics focuses on the ‘big picture’, 

examining national and regional economies 

as a whole. 

 

Macroeconomists are mostly interested in 

economic aggregates, such as overall levels 

of employment and unemployment, the 

balance of trade (i.e. the difference between 

value of exports and imports), overall 

production levels within an economy (e.g. 

Gross Domestic Product - GDP), the rate at 

which overall production grows (growth), and 

the rate at which prices change (inflation). 

 

Conventional macroeconomic policy aims to 

sustain the economic growth of an economy, 

minimise unemployment and foster a low, 

stable inflation rate – all while maintaining 

balanced public finances and a healthy trade 

balance. Needless to say, these goals are 

often in conflict. 

 

Key macroeconomic policy instruments 

include: 

 fiscal policy, which refers to government 

spending and taxation (both the total 

amount of each and, more broadly, where 

tax revenue comes from and where it is 

spent); 

 monetary policy – the setting of interest 

rates and quantitative easing (which 

effectively means printing money); 

 exchange rate policy – the fixing of 

exchange rates; and, 

 capital controls – the placing of direct 

controls on the movement of capital in and 

out of the economy. 

 

What do economists actually do? 
When people think about economists, they 

tend to picture them as the people you see on 

television commenting on how the economy 

is doing, and forecasting what will happen to 

unemployment and growth levels in future. 

 

Although the public sector (for example, the 

HM Treasury) does employ economists 

dealing with these macroeconomic issues, 

the majority of economists working in the 

public sector focus on the microeconomic 

issues involved in policy making. Every major 

government department employs such 

economists to analyse policy options and 

input into almost every policy document 

published. 
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What do these briefing papers cover? 
This briefing series focuses on the kind of 

economic analysis that is most relevant when 

it comes to giving input to government 

consultations and other policy processes.  

 

For the most part this will be microeconomic 

analysis, although some of the papers also 

cover important macroeconomic issues. 

(Briefing 7, for example discusses GDP and 

its limitations, whilst finance and money are 

discussed in briefings 9a and 9b) 

 

Economic policy analysis: an introduction 
The starting point for mainstream economic 

policy analysis over the past few decades is a 

highly simplified imaginary economy. This 

market functions under a strict set of abstract 

assumptions – assumptions which most 

reasonable people (including most 

economists) would agree to do be a very poor 

reflection of reality. These are as follows: 

 Markets and well-defined, protected 

property rights exist for every single 

good and service – including global 

services like air and water, as well as 

by-products of consumption and 

production such as pollution. 

 There are an infinite number of rational 

consumers, all of whom share several 

strong preferences. For instance, they 

prefer having more rather than less of 

things, and they prefer having a variety 

of things over having lots of the same. 

 There are an infinite number of small 

firms producing these goods and 

services, such that none has any 

market power over the price set for 

them. All producers and consumers 

have a perfect knowledge of the 

market, and there is no uncertainty 

about the future. 

 

The free market argument 
It is often claimed that economists have 

mathematically proven that, in this simplified 

economy, the most efficient way to give 

everybody the goods and services they 

wanted and minimise waste would be through 

free market trading (i.e. leaving everybody to 

trade amongst themselves with as little 

government intervention as possible). 

According to their model, this would be the 

case no matter how wealth was originally 

distributed. 

 

In this imagined economy, it would be 

impossible for a government or central 

planner to make someone better off without 

making someone else worse off, simply 

because the free market would have 

delivered a better outcome by itself. The 

“invisible hand of the market”, so frequently 

cited, would naturally find its way to what 

economists call an ‘efficient outcome’ – the 

best possible distribution of goods and 

services across the economy. 

 

From this model, many theorists infer that 

markets, under the right conditions, are the 

most efficient way of organising production, 

distribution, and consumption – rather than 

relying on governments to plan centrally what 

should be produced and how. It is this notion 

that many free market advocates (often the 

wealthy, or those with substantial business 

interests) eulogise when they argue in favour 

of ‘efficient’ markets and against ‘inefficient’ 

government intervention. 

 

The role of government  
Microeconomists agree that markets are 

important, and often effective, ways of 

organising production. But rather than 

suggest that there is no role for government, 

they suggest there are several: 
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Redistribution 
Even if the unrealistic assumptions of the 

idealised economy (the free market 

argument) were to hold in real life, the 

distribution of wealth throughout society or 

over time may be undesirable. 

 

Therefore a key role for governments is in 

sharing out wealth through taxes, benefits 

and the provision of public services (which 

can be considered wealth in-kind). 

 

Government microeconomists typically 

analyse the impact of tax or benefit changes 

on incentives for individuals and businesses, 

as well as on the overall distribution of wealth 

and income across society. Importantly, they 

also consider distribution over time – for 

example, across current and future 

generations and individuals over their lives. 

(The latter issue is covered in more detail in 

briefing 5, which discusses discount rates.) 

 

Addressing market failures 

Market failures happen when freely operating 

markets lead (or are likely to lead to) 

suboptimal outcomes. In which case, 

microeconomists argue, the government 

needs to step in. 

 

To spot market failures, microeconomists 

typically compare different aspects of a real 

life market to the assumptions outlined in the 

model of the simplified economy, to see if 

they line up. 

 

For example, a market might be considered 

to have failed if: 

 it discounted externalities which have no 
monetary cost (i.e. environmental 
pollution) 

 certain actors within the market lacked the 
‘perfect information’ needed to make the 
most savvy trading choices 

 a market power imbalance had formed by 
one firm holding monopoly over a product 

 the ‘bounded rationality’ of humans (who, 
for various social and psychological 
reasons, behave in ways that are 
technically irrational) got in the way of 
efficient trading choices. 

 
This kind of analysis is used by 

microeconomists to judge what type of 

government action is warranted – be it 

regulation, taxes, subsidies, government 

service provision or property right 

enforcement. 

 

Briefing number 8 explains and discusses 

different types of market failure and how they 

relate to different interventions in further detail 

and briefing 10 covers property rights. 

 

Weighing up the options 
When a government has various intervention 

options to choose from, economists play a 

key role in assessing which will work best. 

This is typically done through cost-benefit 

analysis. 

 

More often than not, the process involves 

assigning values to various goods and 

services for which there is no readily available 

market value (for example, nature and the 

environment). 

 

Briefings 2-6 describe and evaluate the 

different types of cost-benefit analysis used in 

policy-making. 

 

The full list of what the briefings cover is 

available on the subsequent page. 

 

The final page provides a glossary of key 

economic terms. 
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Covered in later briefings… 

 

2. How economics is used in decision-

making 

3. How we value nature using economic 

tools 

4. How standard economic analysis can 

be extended to include social 

considerations  

5. Why we discount the future 

6. Bringing multiple criteria into the 

equation 

7. What’s wrong with GDP? 

8. Markets and when markets fail 

9. Finance and money 

10. Property rights and why they matter 

11. Behavioural economics – the 

intersection of psychology and 

economics. 
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Glossary – key concepts in economics

Positive and normative economics 
Economists like to make a distinction 

between positive and normative economic 

issues. 

 

Positive economics seeks to describe and 

explain economic phenomena factually 

without making value judgements about them. 

For example, “if government were introduce a 

tax on cigarettes, it is likely that demand for 

cigarettes will go down”, is a positive 

economic statement. 

 

Normative economics expresses value 

judgements about whether certain outcomes 

are worse or better than each other, what the 

economy ought to look like, or what the goals 

of public policy ought to be. The statements 

“smoking is bad and therefore should be 

taxed”, and “the goal of public policy should 

be to reduce poverty” would both be 

considered normative. 
 

Note: Many economists like to think of 

economics as a value free (positive) science 

– where normative judgements are left to 

others (such as politicians). But in practice, 

economic analysis almost always exercises 

value judgements by considering “more 

efficient” outcomes as more desirable than 

less efficient ones. 

 

Pareto efficiency 

Pareto efficiency is a key concept 

underpinning most economic analysis. An 

outcome is ‘Pareto efficient’ if it is not 

possible to make someone better off without 

making someone worse off. 

 

In general, voluntary trade and exchange 

between individuals is thought to lead to  

improvements in terms of Pareto efficiency. 

This is because if two people enter into a 

voluntary transaction with each other, both 

individuals must by definition be either better 

off, or as well off as they were, as a result 

(otherwise it would not make sense for them 

to enter the transaction in the first place). If it 

is not possible to find a mutually acceptable 

trade, then it is probably impossible to make 

someone better off without making someone 

worse off.  

 

Note: Most economic analysis compares the 

economic efficiency of outcomes, but pays 

little attention to the path taken to achieve 

those outcomes. The path taken can often 

have painful consequences for a small group 

of people in the short term, even if over the 

longer term everyone might be better off. 

 

Opportunity Cost 
Opportunity cost is a concept which describes 

the cost of an activity in terms of the value of 

the next best alternative. The opportunity cost 

of going to University, for example, is the 

money you would have earned if you worked 

instead. 

 

When considering different policy options, 

economists recommend considering the 

opportunity cost in addition to monetary costs.  

The Marine Socio–Economics Project 
(MSEP) is a project funded by The Tubney 
Charitable Trust and coordinated by nef in 

partnership with the WWF, MCS, RSPB and 
The Wildlife Trusts. 
 
The project aims to build socio-economic 
capacity and cooperation between NGOs 
and aid their engagement with all sectors 
using the marine environment.  
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