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Fundamentals of Economics

The fundamental problem in economics is unlimited wants versus limited resources.

1. Households: Finite income is distributed across consumption of a basket of products to maximise
utility

2. Firms: Firms must deploy limited resources such as costs and access to credit (capital) to
maximise profits

3. Government: Finite income from taxation and other income, to meet their objectives or electoral
mandate

This forces economic agents to make choices. Related to the concept of opportunity cost.

This is microeconomics but I believe that using the circular flow of income for an open economy
assists understanding where each piece of the jigsaw fits.
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1 HOUSEHOLDS

1 Households

Households exchange Factors of Production for income, which as finite, they are as economic agents,
forced with finite resources to make choices. Economists assume such agents obey the following
assumptions.

These assumptions are at the heart of controversy in economics. Rational behaviour is difficult
to reconcile with the endless financial booms and busts that societies for recorded history, have
experienced.
There are two slippery concepts at work:
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1.1 Law of Diminishing Marginal Utility 1 HOUSEHOLDS

1.1 Law of Diminishing Marginal Utility

The Law of Demand is a consequence of the Law of Diminishing Marginal Utility that states that an
individual’s satisfaction, called Utility will increase from a starting point called the origin but as each
additinal unit is consumed, the utility gained for each additional unit consumed will reach a peak and
then start to decline. In addition, this Law also interacts with the Law of Equimarginal Consumer
Behaviour, that states as a basket of goods are consumed, the quantities consumed of each obey

MU1

P1

=
MU2

P2

= ... =
MUn

Pn

So if price of a good in a basket falls, consumer has to rebalance by buying more of that good.
What are the assumptions underlying each?

And reverting to the first concept:
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2 GOVERNMENT AND FIRMS

2 Government and Firms

This is the connection between Micro and Macro: Government and Firms. Firms want to maximise
profits whereas Government, in the Developed Democracies, wish to enhance economic development.
Arguabably, firms can maximise profits, deploying resources inefficienctly, which costs the economy
an opportunity cost. Government in theory, wishes all resources in the economy, deployed most
efficiently.

This explains the tension between Government and Firms, Firms and Labour, Government and
Labour.
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Market Equilibrium seems easy but can be difficult to describe exactly in exams 9



Principle of Equimarginal Utility 
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Elasticities

1 Introduction

With our understanding of demand, supply and factors which shift such curves, we will now try to
quantify how sensitive demand will be to price and other movements.So let’s start with reviewing
what elasticities we will need to know:

• PED: A movement along a demand curve due to price change will cause quantity to increase or
decrease

• YED: An increase in come will cause quantity demanded to increase

2 Price Elasticity of Demand

These appear difficult at first but become very intuitive. We start with some definitions and then do
some examples. PED and YED are the elasticities most deeply examined.
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2 PRICE ELASTICITY OF DEMAND

The formula required is simply

but we need a more elaborate definition for the exam.
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2 PRICE ELASTICITY OF DEMAND

For the exam we will use the following formula

∆Q

∆P
x
P1 + P2

Q1 + Q2

And we have different regimes of sensitivity. For economic goods that obey law of demand, the
PED is negative, an increase in price produces a fall in quantity demanded. In the following table I
just take the absolute value.
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3 INCOME ELASTICITY OF DEMAND

This is style of exam

3 Income Elasticity of Demand

We saw that one factor that causes a shift to the right in the demand function is income. YED allows
us quantify how sensitive such demand is for different categories of product. Definitions and formulas
below For the exam

∆Q

∆Y
x
Y1 + Y2

Q1 + Q2
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3 INCOME ELASTICITY OF DEMAND

Normal goods positive but inferior goods negative, ceteris paribus.
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3 INCOME ELASTICITY OF DEMAND

This allows us link back to normal, inferior and luxury goods. It should help us solidify our under-
standing of the syllabus basics.
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3 INCOME ELASTICITY OF DEMAND

A LCH section A problem. These are not difficult but like marginal utility calculations, we have
to get used to the jargon!

And a longer question which combines PED and YED.
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Firm Structure Costs Cheat Sheet
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Cost Curves
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Firm Structure 
Short Questions
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A certain minimum quantity of each of the 4 factors of production (FOP) is required to produce 

any good or service (g/s) 
 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Marginal Revenue Productivity (MRP) 
The extra revenue produced as a result of the 

employment of an extra unit of FOP i.e. new worker, 
new machine etc  

 

If the firm is a price taker (as in Perfect 

Competition)… 
 

MRP = MPP X Price 
 

A firms MRP curve represents the firms demand 
curve for that factor. MRP will fall eventually due to 

law of diminishing returns 
 

   What determines Demand for a FOP?  
 
 
 
 
 

Derived Demand  
 

Factor not wanted for its own sake – it is  
useful to produce a g/s people want 

↑Demand for finished good = 
↑Demand for factors needed to make it 

 

 

Profitability of Return  
 

The firms choice to employ more FOPs 
depends on the extra (marginal) 

output and revenue earned from 
employing them 

 

Marginal Physical Productivity (MPP) 
The extra output produced as a result of the 
employment of an extra unit of FOP i.e. new 

worker, new machine etc  
 

MPP rises at low levels because of increasing 

returns to labour  
 

1. MPP rises at first due to specialisation and 
division of labour 

2. MPP will fall eventually due to law of 
diminishing returns  

Why doesn’t a firm just set 

 MRP = Price? 
 

 MPP for one factor is not 
always = MPP of another  

 Difficult to measure MPP  

The Issue of Economic Rent  
 
 
 
 
 

Payment to a 

factor of production 
 

Land rent 
Labour wages 

Capital interest 
Enterprise profit 

 Transfer Earnings  
 

Minimum payment 
necessary to keep FOP in 
current use (discourage 
movement to another 

employment) 
-
  

=
  

 Economic 

Rent  
  

Any surplus earned by 
a FOP over and above 
its transfer earnings  

 

Government Reduces/ 

Eliminates it by increasing 

FOP supply 

 

Tax  
It  

Impose A Max Price  
(like banker wages in new state owned banks) 
But skilled workers in demand can always earn high 

economic rents  

How to Control Economic Rent? 

 
 

   

 
 

33



Factors of Production 34


