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Week 1 – Choice & Resource Allocation Under Scarcity 
 

1.1. Constrained Optimisation 
• Consumers want to maximise their satisfaction, referred to as utility. 
• Firms want to maximise their profits and minimise their costs and, therefore, be efficient. 
• Markets determine the level of competition between firms and, therefore, output and prices. 
• Governments might want to maximise social benefit (welfare) or taxation while minimising 

waste and damage to the environment. 
 

o However, these maximisations are subject to constraints since these is scarcity of 
goods. Therefore, economics focuses on optimisation given the constraints. 
 
 

 

1.2. The Budget Constraint 
• Most consumers have limited money, which requires choices to be made under scarcity. 

Therefore, it is not possible to increase consumption of one good without reducing the 
consumption of at least one other. For example, students might have to opt between buying 
new clothes or going to a restaurant. Hence, the total consumption is limited by the resources 
available. That is, the income available, which creates a budget constraint. The budget 
constraint indicate what consumers can afford to spend and, therefore, the greater the 
expected consumption of most goods and services, and vice versa. 
The budget constraint can be analysed through the analysis of the choice between two goods 
or services – x and y – where x is the one that we are interested in and y can be other good or 
service, or all other goods or services. Using the relationship of x and y, it is possible to draw 
a Budget Line that shows all possible combinations of x and y in terms of either quantity (q) 
or price (p), as shown in the following diagram. The decision of what combination of the two 
goods to consume is then based on the consumer’s preferences. Lastly, the slope of the 
Budget Line is the relative price of the two goods and, therefore, is calculated as following: -
px / py. 

 
Diagram - Budget Line 
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o Since capital is fixed in the short-run, it will also lead to an upward sloping Average 
Cost curve (diagram). That is, diseconomies of scale, considering that not all inputs 
can be optimised and therefore production is not efficient. 

Diagram – Diseconomies of Scale 

 

 

o Moreover, due to the Diminishing Marginal Productivity of labour, the supply curve 
will become increasingly inelastic (diagram) since capital is fixed. 

Diagram – Increasingly Inelastic Supply 

 

 

o Nevertheless, in the long-run, both inputs can be optimised since there will time to 
fulfil investment decisions, such as acquiring new machinery. Therefore, the long-run 
expansion path, illustrated in the diagram, will shows optimal mixes of both inputs – 
capital and labour. 
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Diagram – Laffer Curve 

 
 
 

• The role of subsidy on a good or service is the opposite of a tax. That is, it either encourages 
consumers to consume more or suppliers to produce more. Therefore, it leads to an outward 
shift to the right of the supply curve, which reduces the equilibrium price (from pᴱ to pᴱS) and 
increases the equilibrium quantity (from qᴱ to qᴱS), as shown in the diagram. 
 
Diagram – Impact of Subsidy 
 

 
 
 

• A subsidy improves aggregate welfare since it increases both consumer and producer surplus, 
as shown in the diagram. Consumers gain from increased consumption at a lower price, 
whereas consumers gain from increased output at a higher price. There is also a deadweight 
loss created by the cost of the subsidy. Nevertheless, it might not actually represent a loss 
since it might generate positive externalities. 
 

• The impact of a subsidy on production, prices, and consumption is determined by the elasticity 
of supply. That is, if a subsidy is targeted at increasing production, then the supply must be 
relatively elastic to enable a more proportionate response. On the other hand, if demand is 
also relatively elastic, a price fall will lead to a disproportionate rise in the equilibrium quantity 
consumed. Therefore, production subsidies are more effective when both supply and demand 
are relatively elastic. 
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Diagram – Temporary Shut-Down  

 
 

However, there are fixed costs that do not vary with production, known as sunk costs, which 
are still incurred even when output is zero. Therefore, although they are considered when 
making production decisions in the short-run, they will impact these decisions in the long-run. 
 
In the short-run, the number of firms in an industry is fixed since there is not enough time for 
firms to make critical investment decisions relating to firm entry and exit. However, in the 
long-run, firms are free to enter and exit. Hence, firms must cover all their costs, including 
sunk costs, unlike in the short-run, as previously mentioned. Accordingly, a firm will enter or 
remain in the industry if price is greater than its average total costs of production (p > AC). On 
the contrary, it will exit or choose not to enter an industry if price is lower than its average 
total costs (p < AC) (diagram). 
 
Diagram – Industry Exit  
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Diagram – Marginal Cost Pricing for a Natural Monopoly 

 

 

Week 8 – Oligopoly & Imperfectly Competitive Markets 
 

8.1. Oligopoly 
 

• Oligopoly is a market where there are a small number of large inter-dependent firms, which 
supply similar or identical products but with differentiation. This firms have enough market 
power to be price-makers rather than price-takers, and their strategic behaviour focuses 
primarily on output rather than price competition due to the kinked demand curve oligopolies 
face (diagram). This means that if an Oligopoly raises its price, it is unlikely that other firms 
will follow since the demand curve is relatively price elastic above the equilibrium price. 
Therefore, a price rise would lead to a fall in sales and total revenue. On the contrary, if an 
oligopolist lowers its price, other firms will follow since the demand curve is relatively price 
inelastic below the equilibrium price. Therefore, a price fall leads to increased sales but a fall 
in total revenue. 

 
Diagram – Kinked Demand Curve  
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9.8. Common Resources 
 

• Common Resources have similarities to public goods, considering that they are non-
excludable, which means that they available to anyone for free consumption. However, they 
are rival. This means that one person’s will consumption will hinder another person’s ability 
to consume them, which gives rise to an issue for policymakers. That is, they must ensure that 
the common resources are consumed fairly. This is a difficult task since without effective 
monitoring and punishment, individuals and firms have incentives to cheat, which is not 
efficiently disincentivised by limited proportionate punishment.  

 
 

9.9. The “Tragedy of the Commons” 
 

• The divergence between Private and Social incentives, regarding Common Resources, gives 
rise to the “Tragedy of the Commons”. That is, negative externalities are created due to the 
fact that each individual’s consumption affects that of others. For example, over-fishing in the 
ocean or congested roads. In this context, although the magnitude of the externalities that 
emerge from individual action may be very small, the aggregate impact is highly negative. 
Hence, changing solely one individual’s behaviour will have little or no effect, which means 
that regulation is required at local, national, and even international level, in order to create a 
significant effect and, therefore, solve the Market Failure that is tied to the resources not 
being allocated efficiently. This can be done by establishing property rights and, therefore 
align private incentives with the social objectives, which is to solve the externality. 

 
 
 

Week 10 – The Market for Labour 
 

10.1. The Supply & Demand for Labour  
 

• Labour market: 
o The Labour Market is initially assumed to be a competitive market. This means that 

there are a large number of employees, and firms, which are employers. Therefore, 
they are all wage-takers, which means that the wage rate cannot be influenced by 
neither employer nor employees. However, employers are aware of “going rates” for 
particular skills and job functions, whereas employees who are members of trades 
unions may be able to bargain over wages. Other assumption that characterises the 
labour market is that there is free entry and exit and, therefore, employees can 
change jobs easily. Moreover, it is assumed that employees are fully informed about 
job opportunities and wage rates, and that employers know the availability of labour 
and its productivity. This means that there is perfect knowledge for both employees 
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