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Module 1: Introduction to micro economics
Why study economics-Micro economics, meaning, types, scope, importance and limitations-the problem of choice, scarcity and efficiency-Basic problems of an economy-production possibility curve

Introduction:
People’s economic wants are of a very large number and they are also diverse in character.  Biologically humans need only air, water, food, clothing and shelter.  But in contemporary society we also seek many goods and services associated with comfortable or affluent standard of living.  Fortunately, society is blessed with productive resources-labour and managerial talent, tools and machinery, land and mineral deposits-that are used to produce goods and services.  This production satisfies many of our economic wants and occurs through the organizational mechanism called the economic system, or, more simply, the economy.  The blunt reality, however, is that our economic wants far exceed the productive capacity of our limited or scarce resources.  So, the complete satisfaction of society’s economic wants is impossible.  This unyielding truth provides our definition of economics:”It is the social science concerned with the efficient use of scarce resources to achieve the maximum satisfaction of economic wants”.

Why study economics?

John Maynard Keynes, one of the most influential economists once remarked:” The ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood.  Indeed the world is ruled by little else.  Practical men, who believe they to be quite exempt from any intellectual influences, are usually the slaves of some defunct economist”.

Most of the ideologies of the modern world have been shaped by prominent economists of the past like Prof Adam Smith, David Ricardo, J.S.Mill, Karl Marx, and J.M.Keynes and current world leaders seek the advice and policy suggestions of today’s economists.

A basic understanding of economics is essential if one has to be a well-informed citizen.  Most of today’s political problems have important economic aspects.  As voters, we can influence the decisions of our elected officials.  But intelligence at the polls requires a basic working knowledge of economics, and a sound grasp of economics is even more helpful to the politicians themselves.
Economics lays great stress on precise, systematic analysis.  Thus, studying economics invariably helps students improve their analytical skills, which are in great demand in the workplace.  Also, the study of economics helps us to make sense of the everyday activity we observe around us.

Economics is also vital to business, an understanding of the basics of economic decision making and the operation of the economic system enables business managers and executives to increase profit.  The executive who understands when to use new technology, when to merge with another firm, when to expand employment, and so on will outperform the executive who is less deft at such decision making.  The manager who understands the causes and consequences of recessions or inflation can make more intelligent business decisions during these periods.

Economics helps consumers and workers make better buying and employment decisions like for example, how can you spend your limited money income to maximize your satisfaction? Which occupation pay well, which are most immune is unemployment.

Similarly, an understanding of economics makes for better financial decisions.  Someone who understands the relationship between budget surpluses and interest rates, between foreign exchange rates and exports, is in a better position to successfully allocate personal savings.  So, also, someone who understands the business implications of emerging new technologies.

In spite of these practical benefits, however, economics is mainly an academic, not a vocational subject.  Unlike accounting, advertising or corporate finance, economics is not primarily a how-to-make-money area of study knowledge of economics and mastery of the economic perspective will help run a business or manage personal finance, but, that is not its (economics) primary objective.  Instead, economics ultimately examines problems and decisions from the ‘social’ rather than the ‘personal’ point of view.  The production, exchange and consumption of goods and services are discussed from the viewpoint of society’s best interest.  

Scarcity and efficiency:
Over the last half-century the study of economics has expanded to include a vast range of topics.  The major definitions of economics are:

*explores the behaviour of the financial markets, including interest rates and stock prices.

*examines the reasons why some people or countries have high incomes while others are poor and suggests ways that incomes of the poor can be raised without harming the economy.

*studies business cycles-the ups and downs of unemployment and inflation-along with policies to moderate them.

*studies international trade and finance and the impacts of globalization.

*looks at growth in developing countries and proposes ways to encourage the efficient use of resources.

*Asks how government policies can be used to pursue important goals such as rapid economic growth, efficient use of resources, full employment, price stability, and a fair distribution of income.  

If we boil down all these definitions, we find one common theme, that is,’

“Economics is the study of how societies use scarce resources to produce valuable commodities and distribute them among different people.”
Behind this definition there are two key ideas in economics: those goods are scarce and that society must use its resources ‘efficiently’

Indeed economics is an important subject because of the fact of scarcity and the desire of efficiency.

Consider a world without scarcity.  If infinite quantities of every good could be produced or if human desires were fully satisfied, then, people would not worry about stretching out their limited incomes because they could have everything they wanted, business would not need to worry over the cost of labour, governments need not struggle over taxes or spending or pollution because nobody would care.  Moreover, since all of us could have as much as we want, no one would be concerned about the distribution of incomes among different people or classes.  In such an Eden of affluence, all goods would be free.  Prices would be zero, markets would be unnecessary.  Indeed, economics would no longer be a useful subject.

But, in reality, no society has reached a state of limitless possibilities.  Ours is a world of ‘scarcity’, full of economic goods.  A situation of scarcity is one in which goods are limited relative to desires.  Even after two centuries of rapid economic growth, production in the United States is simply not high enough to meet everyone’s desire.

 Given unlimited wants, it is important that an economy make the best use of its limited resources that brings us to the critical notion of efficiency. Efficiency denotes the most effective use of society’s resources in satisfying people’s wants and needs.  By contrast, consider an economy with unchecked monopolies or unhealthy pollution or government corruption.  Such an economy may produce less than would be possible without these factors, or it may produce a distorted bundle of goods that leavers consumers worse off than they otherwise could be either situation is an inefficient allocation of resources.

In economics, we say that an economy is producing efficiently when it cannot make anyone economically better off without making someone worse off.

The essence of economics is to acknowledge the reality of scarcity and then figure out how to organize society in a way which produces the most efficient use of resources.  That is where economics makes its unique contribution.

The production possibility frontier:
Countries cannot have unlimited amounts of all goods.  They are limited by the resources and the technologies available to them.  The need to choose among limited opportunities is dramatized during wartime.  In debating whether the United States should go to war in Iraq, people wanted to know how much the war would cost.  Would the war effort divert$50 billion or$100 billion, or even more from the civilian economy to occupying and rebuilding Iraq? And, as numbers begin to climb, people naturally asked, why are we policing Baghdad rather than New York or repairing the electrical system in the Middle East rather than in the U.S. Midwest? The more output that goes for military tasks the less there is available for civilian consumption and investment.

Let us consider an economy which produces only two economic goods-Guns and Butter. The guns of course, represent the military spending and, the butter stands for civilian spending.  Suppose that our economy decides to throw all its energy into producing the civilian good-‘butter’.  There is a maximum amount of butter that can be produced per year.  The maximum depends on the quantity and quality of the economy’s resources and the productive efficiency with which they are used.  Suppose 5 million pounds of butter is the maximum amount that can be produced with the existing technology and resources.

At the other extreme, imagine that all resources are devoted to the production of guns.  Again, because of resource limitations, the economy can produce only a limited quantity of guns.  For example, let us assume that the economy can produce 15,000 guns of certain kind, if no butter is produced.

These are two extremes possibility there are many others.  We have some guns and some amount of butter.  If we want more guns we need to give up more and more amounts of butter.

A schedule of possibilities is given below.  Combination F shows the extreme, where all butter and no guns are produced.  While A depicts the opposite extreme, where all resources go into guns.  In between these two extreme possibilities there are E, D, C, and B where increasing amounts of butter are given up in return for more guns.

We can represent our economy’s production possibilities more vividly in the following diagram
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This frontier shows the schedule along which society can choose to substitute guns for butter.  It assumes a given state of technology and a given quantity of inputs.  Points outside the frontier, such as point I are not feasible or unattainable.  Any point inside the curve, such as U, indicates that the economy has not attained productive efficiency, as is the case, for instance, when unemployment is high during severe business cycles.

The production possibility frontier shows the maximum amounts of production that can be obtained by an economy, given its technological knowledge and quantity of inputs available.  The production possibility frontier represents the menu of goods and services available to society.

Uses of the production possibility curve:

The production possibility curve is of much importance in explaining some of the truths of the basic facts of human life.  The problems of unemployment, of technological progress, of economic growth, and of economic efficiency, can be easily understood and solved with the help of production possibility curve.
1. Unemployment:
If we were to relax the assumption of full employment of resources, we can know the level of unemployment of resources in the economy.  Such a situation is depicted in the following diagram.  Where the curve P’P’ depicts substantial unemployment in the economy.
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It implies either idle resources or inefficient use of resources within the economy.  The economy can attain the full employment level P”P” by utilizing its resources fully and efficiently.  At the level of full employment level, the economy can have more of capital goods at point B, or more of consumer goods at point C or more of both the goods at point D.

2. Technological progress:

By retaining the assumption of given and constant production techniques, it can be shown with the help of the production possibility curve the increase in the production of both the goods than before.  Suppose the economy is producing certain quantities of consumer goods and capital goods as represented by the production possibility curve P’P’ in the following diagram 
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Given the supplies of factors, if the productive efficiency of the economy improves by technological progress, its production possibility curve will shift outwards to P”P”.  It will lead to the production of more quantities of both consumer and capital goods as shown by the movement from the movement from point A on P’P’ curve to point C on P”P” curve to point C on P”P” curve.

3. Economic growth:
By relaxing the assumption of the fixed supply of resources, and of short period, the production possibility curve helps us in explaining how an economy grows.  The supplies of resources like land, labour, capital and entrepreneurial ability are fixed only in the short run.  Development being a continuous and long-run process, these resources change over time and shift the production possibility curve outward as shown in the diagram.
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 If the economy is stagnant at a point S, economic growth will shift to point A in the diagram 1.3, on the production possibility curve P’P’ and a further increase in the resources may shift the production possibility curve towards the right to P”P” and the economy will produce at point  C.  When there is economic growth at point C, the economy will have larger quantities of both consumer and capital goods than before.

4. Economic efficiency:

The production possibility curve is also used to explain what Prof. Dorfman calls the “three efficiencies”.

i. Efficient selection of the goods to be produced.

ii. Efficient allocation of resources in the production of these goods and efficient choice of methods of production.

iii. Efficient allotment of the goods produced among consumers.

These are, in fact, the central problems of an economy, which are related to what prof. Samuelson calls,” what, how and for whom” to produce.
Lastly, the production possibility curve tells us about the basic fact of human life, that the resources available to man-kind in terms of factors, goods, money or time are scarce in relation to wants, and the solution lies in economizing these resources.  As aptly put by Prof. Samuelson,”Economic scarcity refers to the basic fact of life that there exists only a finite amount of human and non-human resources, which the best technical knowledge is capable of using to produce only a limited maximum amount of each and every good, as shown by the production possibility frontier. 

Basic problems of the economy: 
The main problem of an economy is of economizing scarce resources.  In this sense economics is the study of the allocation of scarce resources to alternative ends.  The problem of scarcity arises because human wants are numerous and the means to satisfy them are limited.  This leads to the problem of choice-of selecting alternative uses to which scarce resources can be put.  The solution to this problem of allocating scarce resources lies in the pricing system.  This exists in every economic system, whether it is capitalist, socialist or mixed economy.  For this the economic system must solve five basic problems.  They are:
1. What is to be produced and in what quantities?
The first central problem of an economy is to decide what goods and services are to be produced and in what quantities.  This involves allocation of scarce resources in relation to the composition of total output in the economy.  Since resources are scarce, the society has to decide about the goods to be produced. Wheat, cloth, roads, television, power, so on.  Once the nature of goods to be produced is decided on the basis of priorities or preference of the society.  If the society gives priority to the production of more consumer goods now, it will have less in the future.  A higher priority on capital goods implies less consumer goods now and more in the future.
2. How to produce these goods?

The next basic problem of an economy is to decide about the techniques or methods to be used in order to produce the required goods.  This problem is primarily dependent upon the availability of resources within the economy.  For example: If land is available in abundance, it may have extensive cultivation.  If land is scarce, intensive methods of cultivation may be used.  The technique to be used also depends upon the type and quantity of goods to be produced.  For producing capital good and large outputs, complicated and expensive machines and techniques are required.  On the other hand, simple consumer goods and small outputs require small and less expensive machines and comparatively simple techniques.  Further, it has to be decided what goods and services are to be produced in the public sector and what goods and services in the private sector.  But in choosing between different methods of production, those methods should be adopted which bring about an efficient allocation of resources and increase the overall productivity in the economy.
3. For whom are the goods produced?
The third basic problem to be decided is the allocation of goods among the members of the society.  How should the consumer goods be distributed? How should the capital goods be distributed? The allocation of consumer goods among the house holds takes place on the basis of exchange.  Whosoever possesses the means to buy the goods may have it.  A Rich person may have a larger share of the goods he requires, and a poor person may have lesser quantities of the goods he needs.  The allocation of capital goods takes place according to the needs of individual industries, whether they belong to the public sector or the private sector.  Since the supplies of certain consumer and capital goods are short in relation to their demand, the government also intervenes to allocate them equitably through price controls, rationing or quotas.
4. How efficiently are the resources being utilized?

This is one of the important basic problems of an economy because having made the three earlier decisions; the society has to see whether the resources it owns are being utilized fully or not.  In case the resources of the economy are being idle, it has to find out ways and means to utilize them fully.  If the idleness of resources, say man-power, land or capital, is due to their mal-allocation, the society will have to adopt such monetary, fiscal or physical measurement whereby this is corrected.
5. Is the economy growing?
The last and the most important problem is to find out whether the economy is growing through time or is it stagnant.  If the economy is stagnant, the economy must produce larger quantities of consumer and capital goods.  This is possible through a higher rate of capital formation which consists of replacing existing capital goods with new and more productive ones by adopting more efficient production techniques or through innovation.  Economic growth enables the economy to have more of both the goods.

Conclusion:
All these central problems of an economy are interrelated and independent. The first three relate to micro economics and the last two to macro economics.  The former make-up the problems of the stationary economy and latter of dynamic economies.  They stem from the fundamental economic problems of scarcity of means and multiplicity of ends which lead to the problem of choice or economizing of resources.  The solution of these five basic problems lies in price mechanism. 
       Chapter 1
Micro Economics
Introduction
It has become fashionable these days to approach economic theory via micro or macro analysis. In fact the two terms have become quite current in the economic jargons and economic theory is divided today under two heads: Microeconomics and Macro economics. These terms were coined by Professor Ragner Frisch of Oslo University during 1920s and since then they have been adopted by other economists so by now they have become parts and parcels of current economic learning.

Meaning and definitions of Micro economics
The term micro economics is derived from the Greek word ‘Mikros’ means ‘small’. Micro economics thus, deals with a small part or a small component of the national economy of a country. Micro economics is the study of individuals and small group of individuals.

Micro economics may be defined as that branch of economic analysis which studies the economic behavior of the individual unit, may be a person, a particular household, or a particular firm. It is a study of one particular unit rather than all the units combined together.

According to Professor Boulding, “Microeconomics is the study of individual firms, households, individual prices, wages, and particular industries. 
In the words of Professor McConnell, “Microeconomics is concerned with specific economic units and a detailed consideration of the behavior of these individual units. When operating at this level of analysis, the economists figuratively put an economic unit or very small segments of the economy under the microscope to observe the details of operation. In microeconomics, we examine the trees, not the forest. Microeconomics is useful in achieving a birds’ eye view of some very specific component of our economic system.
In microeconomics we study the various units of economy; how they function, and reach their equilibrium.

In other words, in microeconomics we attempt only a microscopic study of the national economy at a time; we do not study the national economy in its totality. An inquiry as to how a particular person maximizes his satisfaction or how a particular family adjusts its expenditure to income is an inquiry in the domain of micro economics.

Microeconomics, thus, studies the behavior of micro quantities or micro variables. Micro economics splits up the entire economy into small parts for the purpose intensive study.

Microeconomic studies, for instance, the prices of individual commodities, wages, and the output of individual industries, individual investment, income, and demand. Thus microeconomics theory studies the behavior of individual decision making units such as consumers (house holds), resource owners and business firms. In the circular flow of economic activity in the community, microeconomics studies the flow of economic resources or factors of production from the resource owners to business firms and the flow of goods and services from the business firms to households. It studies the compositions of such flows and how the prices of goods and services in the flow are determined.

A note worthy feature of micro approach is that, while conducting economic analysis on a micro basis, generally an assumption of full employment in the economy as a whole is made. On that assumption the economic problem is mainly that of resource allocation or the theory price. That is why till recently economics concerned itself mainly with the theory of value and distribution and ignored the study of the economic system as a whole.

Dr. Alfred Marshall’s magnum opus,” Principles of Economics” (1890) is considered as a leading work on economics, is concerned with microeconomics.

Scope of microeconomics
Micro economics studies:

1. Theory of product pricing with its two constituents, namely the theory of consumers behavior and the theory of production and costs.

2. The theory of factor pricing with its four constituents, namely theories of wages, rent, interest and profits.

3. Theory of economic welfare

Microeconomics is sometimes referred to as ‘price theory’, because prices are the core of microeconomics.

Types of microeconomics
Microeconomics is of three types.

1. Micro statics

2. Comparative micro statics

3. Micro dynamics

Micro statics
It is that method of analysis which deals with the relationship between different micro variables at a given time under conditions of equilibrium. It is assumed that the position of equilibrium relates to a given time and that no change occurs in it. For example, the price of a commodity in market is determined by the equilibrium of demand and supply at a given time. Micro statics studies the equilibrium price of the commodity at a given time, assuming that the forces of demand and supply do not undergo any change. Micro statics does not throw any light on the process by which the forces of demand and supply have reached the position of equilibrium. It studies the relationship between the micro variables or quantities as if they were a series of ‘still’ pictures.

Comparative micro statics
It is that method of analysis which compares the equilibrium position of the relations between micro variables at different points of time. In other words it is a comparative study of different equilibria at different points of time. But comparative micro statics throws no light on the transition from one position of equilibrium to that of another. In fact it jumps over from one equilibrium to another without telling us what happens during the transitional periods. For example, let us suppose that the price of a commodity is Rs10 and it has been established as a result of equilibrium between its demand and supply. Now, let us suppose that the demand of the commodity falls and the new equilibrium price is Rs10. This method 

Will throw no light on the process by which the new equilibrium price has been arrived at. In brief, this method involves a comparison of different ‘still’ pictures.

Micro dynamics
This method refers to that process whereby we reach from one position of equilibrium to that of another. Micro dynamics throws full light on the happenings in the transition from one equilibrium to another. It involves the fullest study of the forces which come into operation between the disturbance of one equilibrium and the establishment of another. For example: the price of a commodity is the result of equilibrium between its demand and supply. Now let us suppose that the demand for the commodity falls, as a result, disequilibrium will occur in the market. This may be followed by a series of disequilibria before the final disequilibrium takes place and the new equilibrium price is established at a lower level. Now the method of micro dynamics fully reflects all the disequilibria which occur between the disturbances of one equilibrium and the establishment of another. In brief, this method involves a full length movie film of the entire sequence.

Importance of microeconomics 
Today microeconomics occupies a very important place in the study of economic theory. It is an important method of economic analysis, which Professor Keynes regards as “a necessary part of one’s apparatus of thought. It is microeconomics that tells us how a free market economy with its millions of consumers and producers work to decide about the allocation of productive resources among the thousands of goods and services.”

As Professor D.S. Watson observed,” microeconomic theory explains the composition or allocation of total production. Why more of some things are produced than others”.

Microeconomics has both theoretical and practical importance which may be summarized as follows:

I. Helpful in the efficient employment of resources:
  Microeconomics is helpful in the efficient employment of the limited, scarce resources of a country. The principal problem faced by the modern government is the allocation of its scarce resources among the competing ends. It is the burning problem of the day. Microeconomic theory explains the condition of efficiency in both production and consumption, which are vital to economics and highlights the factors which are responsible the departure from efficiency. On this basis microeconomic theory suggests suitable policies which should be adopted by modern governments to promote economic efficiency and thereby achieving all-round growth, prosperity and stability in the economy.

II. Understanding free enterprise economy:
Microeconomics is of great importance in understanding the working of free enterprise economy without any central control. In such an economy there is agency to plan and coordinate the working of the economic system. Such decisions as to how to produce, what to produce, when to produce, and for whom to produce are taken independently by the producers. Similarly, decisions as to what to consume, whom to consume and how much to consume are decisions taken by consumers themselves.

III. Helpful in the development of international trade:
Microeconomics is also helpful in the development of international trade. It is used to explain the gains from international trade, balance of payment disequilibrium and the determination of foreign exchange rate.

IV. Helpful in understanding the implications of taxation:
Microeconomics is also helpful in understanding the implication of taxation. It helps in explaining as to whether an income tax leads to decrease in the social welfare or an excise duty or sales duty. It is the imposition of an excise duty or sales tax that leads to the decrease in social welfare rather than income tax.

V. Basis for welfare economics:
The greatest justification for the study of micro economics is that it provides the basis for welfare economics. The entire structure of welfare economics has been built on price theory which is the constituent part of microeconomics. It shows how the relative prices of various products and factors are formed. A.P. Lerner observed, “Microeconomic theory spells out the condition of efficiency and suggests how it can be achieved. These conditions can be of great help in raising the standard of living of the population.
VI. Provides tools for evaluating economic policies:
Microeconomics provides tools for evaluating economic policies of the state. Microeconomic theory explains the condition of efficiency in consumption and production and highlights the factors which are responsible for the departure from efficiency. On this basis microeconomics suggests suitable economic policies to promote economic efficiency and welfare of the people. A Price policy is also an important tool for economic policies. Microeconomics helps the state in formulating correct price policies and evaluating them in proper perspective.

VII. Construction and use of models:
Microeconomics constructs and uses simple models for understanding of actual economic phenomena. In this field, the usefulness and the importance of microeconomics is aptly stated by Professor A.P. Lerner, he writes, “microeconomic theory facilitates the understanding of what would be a hopelessly complicated confusion of billions of facts by constructing simplified models of behavior which are efficiently similar to the actual phenomena depart from certain ideal constructions that would mostly achieve individual and social objectives”. He further writes,” thus they help not only to describe the actual economic situation but to suggest policies that would most successfully and most efficiently bring about desired results and to predict the outcomes of such policies and other events”.

Limitations of microeconomics
Despite its above importance, microeconomics analysis suffers from certain limitations, which are as follows.

    1. What is true in the case of an individual unit may not be true in the case of aggregates. For example, individual thrift may be good, but social thrift is definitely harmful for the community. If the entire community starts saving more, effective demand will be reduced and employments retarded. Likewise wage cutting in a particular firm may promote employment, but general wage cutting may actually result in reducing the volume of employment in a community. The result of microeconomic analysis should therefore be applied to the aggregates with caution

2. Microeconomic analysis assumes other things being equal and is based on the assumption of full employment in society. This is a highly unrealistic assumption. What exists in society normally is not full employment but under employment. As Keynes point out, “to assume full employment is to assume our difficulties away”.

1. Microeconomics instead of studying the total economy concentrates only on small parts of it. Consequently it throws no light on the collective functioning of the national economy.

4There are certain economic problems which cannot be analyzed with the aid of microeconomics. For example, important problems relating to public finance, monetary and fiscal policies etc are beyond the scope of microeconomics.

5Microeconomics suffers from abstractness.  It fails to provide us with a description of the real world as it is.  Its abstractness mostly stems from the fact that it is not in a position to take into account the entire economic data of the real world.  Microeconomics may not explain why the price of sugar in Bombay is higher than its price in Delhi, but it does explain in general how the price of sugar is determined in actual practice.

6. Micro economics is based on the assumption of laissez-faire.  However, I actual practice it hardly exists and practiced anywhere in the world.

It is on account of these limitations and weakness that microeconomics has lost its former appeal with the economists.  The present professional dissatisfaction against microeconomics can be traced back to the great depression of 1930’s when it failed to grapple with the twin problems of increasing unemployment and falling prices in the capitalist world.  The main draw back of micro economics is that it fails to offer practical guidance to government in the formulation of appropriate economic policies.  Micro economics, therefore, needs to be reformulated if it is to regain its former glory.

Macro economics:
Meaning:

Macro economics is concerned with the aggregate and averages of entire economy such as national income, aggregate output, total employment, total consumption etc.  In other words macro economics studies how the aggregates and averages of the economy as a whole are determined and what causes fluctuations in them.  From theoretical reasoning and on the basis of empirical knowledge is not valid and therefore, it is very vital that we should investigate how these aggregates are determined and how to ensure maximum amount of income and employment.

Macro economics deals with how an economy grows; it analyzes the chief determinants of economic development and the various stages and process of economic growth.

The justification of a separate macro approach to the study of several economic problems lies in the fact that micro approach is not only inadequate but may lead to misleading conclusions.  In economics what is true of the parts is not necessarily true of the aggregate.  After all, the problem of the aggregate is not merely a matter of adding or of multiplying what happens to the respect to the various individual part of the economy.  It may be quite different and far more complicated than a mere summation or multiplication.
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