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Introduction

You must have already been intmduced Lo a study ol basic
microeconomics. This chapler begins by giving vou a
simplified aceount of how macmoeconomics difers from the
microeconomics Lhal yvou have known.

Those of you who will choose Later Lo specidlise In
ecconomics, for your higher studies, will know aboul the
more complex analyses (hal are used by economists (o
study macroeconomics today. Bul Lhe basie questions of
the study of macroeconomics would rematn (he same and
yvou will find thal these are actually the broad cconomic
questtons thal concern all cltizens - Will the prices as a
whole rise or come down? [s the employment condition of

the couniry as a whole, or of some sectors of the economy,.

geiting belter or 1s 1L worsening? What would be reasonable
indicators Lo show Lhat the ecconomy Is betler or worse?
What steps, ff any, can the Stale lake, of Lhe people:ask
for. m order o tmprove the state of e economy? These
are the kind of questons thal make us (hink about the
health of the country's ecconomy as a whole. These
guestlons are deall within macroeconomics al different
levels of complexity.

In this book you will be introduced (o some ol the basic
principles of macroeconomic analysis, The principles will
be slaled. as far as possible, in stmple language.
Somettmes elementary algebra will be used In the
treatment for introducing (he reader o some rigour,

If we abserve Lhe economy of a country as a whole 1 will
appear Lhal the outpul levéls of all the poods and servives
in the economy have a lendency Lo move logether. For
example, I outpul of lood grain 15 experienctng a growth, i
is gencrally accompanied by a rise In the output level of
industrial goods. Wihin the calecory ol tndustrial goods
also outpul of different Kinds ol goods tend (o rise or fall
simultancously. Stmilarly, prices of differenl goods and
services gencrally have a lendeney lo rise or fall
simultaneously. We can also observe thal the employment
level In dilferent production unils also goes up or down
together.

If aggregate oulpul level, price level, or emplovment
level, In Lhe different production unils of an economy,
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bear close relationship to each other then the task of analysing the
enlire economy becomes relatively easy. Instead of dealing with the
above mentioned vartables al individual (disaggregated) levels. we
can think ol & single good as the representative of all the goods and
services produced within the economy. This represeniative good will
have a level of produciion which will correspond io the average
production level of all the goods and services: Simtlarly, the price or
employment level of this represenialive good will refleci the general
price and employmeni level of the economy.

In macreeconomics we usually simplily the analysis of how the
country’'s iotal production and the level of employment are related io
altributes (called ‘vartables') Hke prices. rale of inlerest. wage rates,
prefits and so on. by focusing on a single lmaginary commodily and
what happens fo #t. We are able to afford this stimplification and thus
usclully absiain from sindying what happens (o the many real
commuodities that aciunally are bought and sold in the market becanse
we generally see thal whal happens (o the prices. interesis, wages and
profits ete. for one commodity more or less also happens for the others.
Parttcularly, when these attributes starl changing fast. ke when prices
are going up (in what 15 called an inflatton]). or emplovment and
production levels are going down (heading for a depression]. the general
directions of the movements of these variables for all the tndividual
commodities are usually of the same kind as are seen {or the asgresaies
for the economy as a whaole.

We will see below why, sometimes, we also depari from this nseful
simpiification when we realise that the couniry's economy as a whole
may best be seen as composed of distinel secfors. For certain purposes
the interdependence: of (or even rivalry between) two sectors ol the
economy (agricwliure and tndusiry, jor example] or the relationships
between sectors (ke the houschold sector. the business sector and
governmment in & democralic sel-up] help os ondersiand some things
happentng to the country’s economy much better, than by only looking
al the economy as a whole.

While moving away from different goods and focusing on a
representative gooid may be convenient. tn the process. we may be
overlooking some vital distinctive characteristics of individual goods.
For example, production conditions of agriculliural and indusirial
commodities are of a different nature. Oy, i we treal a single category
of labour as a representative of ail kinds of labours. we may be unable
to distinguisty the labour of the manager of a fitm from the labour of the
accountant of the firm. So. In many cases. instead of a single
representalive category ol good (or labour, or production technology].
we may take a handful of different kinds of goods. For example. three
general kinds of commodiiies may be taken as a represenialive of ail
commodities being produced within the economy: agricultural goods.
indusiral goods and services. These goods may have different production
technology and different prices. Macroeconomics mlso {ries (o analyse
how the individual oulput levels. prices, and employment levels of these
different goods gets delermined.

From this discassion here, and your earller reading of
microeconomics, you may have already begun to undersiand tn what

Reghrd J024-25



way macroeconomics differs from microeconomics. To recapitulate briefly,
in microcconomics, yvou came across individual ‘economic agenis’ [see
box) and the nature of the motivations that drive them. They were
‘micra’ (meaning ‘small’] agen(s - consumers choosing their respective e — 0o
optimum combinalions of goods to buy. given thelr tastes and Incomes: »
and producers. irying to make maximum profit oul af producing their { f’ﬁ“'- ~ ~
gouds keeping their costs as low as possible and selling at a price as ll-.. J (‘\’__)
high as they could gel tn the markets. In other words, microeconomies P .
was a siudy of individual markeis of demand and supply and the ‘players’. \ o

or the deciston-makers, were alsp (ndividuals (buyers or sellers, even '

companies) who were seen as trying io maxtmise their profils [as _ Y i
producers or sellers] and thelr personal safisfaction or wellare levels

fas consumers). Even a large company was ‘micro’ in the sense thal i

had to act in the interest of its own shareholders which was nol
necessarily the inlerest of the couniry as a whole. For microeconomies ©
the "macro’ (meaning 'large’) phenomena affecting the economy as a
whole, ke inflation or unemploymeni. were either nol mentioned or
were taken as given. These were not vanables that tndividual buyers or
sellers could change. The nearest that microeconomics gol (o
macroccononies was when it looked at General Equtlibrinm. meaning
the eguiltbrium of supply and demand in each market in the economy.

Economlc Agents

By economic urills or ¢conomle aeenis. we mean those Widivithials
or Insttuttions which take economic decisions. They can be
consumers who dectde what and how much o consime. They may
be producers of goods and services who declde what and how much
to produce. They may be entiltes ke (he governmenl, corporalion,
banks which also lake differenl economic decistons like how muach
to spend. whial tnterest rate to charge on' the creédils, how much to
Lax, ele.

Macroeconomics (rtes to address sttnalions factng the economy as a
whaole, Adam Smith, the founding father of modern econemics, had
suggesied thal if the buyers and sellers 1n each marke! take their
decistons following only Lheir own selfiinterest, economists will not need
to think of the wealth and welfare of the country as a whole separately.
But economisis gradually discovered thal they had to look further

Economists found that first, 1n some cases, \he markets did not or
could not extst. Secondly, 1n some other cases, the markels extsied
but fatled to produce equiithrium of demand and supply. Thirdly, and
most imporianily, in a large number of situations soclely [or the Slale.
or the people as a whole) had dectded to pursue certatn tmportant
soctal goals umselfishly (In areas ke employment, admintisiration,
defence, education and health) for which some of the acgregate effecis
of the microeconomic decisions made by the tndividual economic agenis
needed to be modified. For these purposes macroeconomists had to \
sindy the effects tn Lhe markels of taxatton and other budgetary
pelicies. and peltetes for bringing abou! changes tn money supply. the J

rate of iaterest, wages: employmenl, and output: Macroeconomics has.
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Adam Smith

Adum Smilh & regarded as the founding
father of motlerm ecotoemies’ (0 was  koaown
as polltonl economy o Lhat lUme), He was
# Scolsmun aml s professor ul the
University ol Glasgow. Philusopher by
trining. his well kngwn work An Enquing
into the Natwre and Cause of the Wealth
af Nrtions (1778]) is roparded ns the first
mnjor comprelensive book on ihe subject.
The passnge fromy the boole "1 is oot fome
the Benewilonce of the butoher, Hue brewer,
of e bakor, thal we expect our dinsier,
bl o thcie redand Lo Wielr own inderest.
Wi address oiirsclves, nol to their
himanlty bul (o thelr selflove, ord pever oll o em al ouf own
neecessilles bul of Lheir advantage” 5 oflen clled as an advecacy lor
free markel eeonomy. The Physiocrats of France wese prominend
thinkers of polilical ceonomy before Smith.

therefore. deep rools 1o microeconomics because 1t has (o study the
aggregale effects of Lhe forces of demand and supply In the markets,
However. tn additton, 1t has o deal wilh pelieles aimed at also
modiying these forces, if necessary, o fmllow cholces made by society
outside the markels, In a developing country like India such cholces
hHave to be made lo remove or reduce unemployvment, o tmprove
access o educatlon and primary health care for all, to provide for
good administration. lo provide suffictently for the defence of Lhe
country and so on. Macroeconomies shows two simple characterisies
that are evidenl tn dealing with the sttuallons we have just listed.
These are hriefly mentioned below.

First, who areé the macroeconomlc deciston makers [or “plavers')?
Macroeconomic policles are pursucd by Lthe State tselfl or siatutory
bodies litke the Reserve Bank of India (RBI), Securitles and Exchange
Board of India (SEBI) and similar institutions. Tvpleally. each such
body will have one or more publle goals o pursue as defined by law
or the Constttulion of Indta tiself. These goals are not those of
Individual economic agenls maximising their private profil or wellare.
Thus the macroeconomic agenls are hastcally different from the
inddvidua! decision-makers.

Secondly, whatl do the macrocconomic deciston-makers Uy la do?
Obviously they often have (o go bevond economie objeclives and try
to direct the deployment of economic tesources for such public needs
as we have listed above, Such activities are not aimed al serving
individual self-interests. They are pursuaed for the welfare of the
country and ils people as a whole,
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1.1 EMERGENCE OF MACROECONOMICS

Macrocconomics, as a separale branch of economics. emerged aller the
Brilish economisl John Meynerd Keynes published his celebialed Dook
The Ceneral Theory of Emploument, Interesi and Money In 1936, The

domlnanl thinking in etonomiles belore Kevnes was' (hal all the laboursrs ff ,,-""R‘
who are ready o work will find emplovment and all the faelories will be ““'\ 2]' """:.I
v

working al their full capacity. This school of thoughl is known as UH‘:L A ey
classical Lradillon. Kl

John Maynard Eeynes

dohn Moynard Kevnes, British
eeatumnist, wis born n 1884
He wios cducnied m King's
College., Ciambridge. United
Bingulom and later appointed
s [ean. Apart from - belng o
sharp inteilectunl he actively
imvolved im  intcrnational }
diplomacy durng the years
following the Firsi World War. |
He prophesied the hreak down '
of tho peoee areement ol Ube
War m the beck The Eoomomie
Consequenees ol the' PMeoce
[(1919). His book General
Theors) of Emiployment,
Interes) ond. Monesyy [1936) is
rergarded ad one of the mosl
mflpential cconmmics bpoks of the twenlleth century. He was

alwo @ shirewd forelgn currency speculalor.

However, the Great Depression ol 1929 and the substquenl years
saw Lhe oulpul and employment levels 1o the countries of Europe
and North America [all by lnige amounis. [t allecled other courniries
of the world as well. Demiand [or goods in (he markel was low, many
faclories 'were lying 1dle, workers were thrown oul of jobs. Inm USA.
from 1929 Lo 1933, unemployment rate rose [romi 3 per cent to
25 per ceunl (unemployment rale may be deflned as the number of
people who are not working and are looking lor jobs divided by the
total momiber ol pesple who are working or looking lor jobs). Owver he
same period aguregate outpul In JSA fell by about 33 per cent. These
evenls made economisis think aboul the [enclloning ol Lhe ecomomy
In a new way. The fact thal the economy may have long lasting
unemployment had to be theortsed aboul ‘and explathed. Kevnes™ book
was an attempt tin this directton. Unlke his predecessors, Wis approach
was 0 examine the working ol the economy In lis eallely and examine
the interdependeiice of the different seclors. The subject ol
macrocconomics was born.

(= =
. x:: .. L P ¥ R .
] s
Repfint 202425 L Y, O N
™ e —
g ™ | i
— ]

S ——



Twnwﬁm'fmmmuﬂ| o

- = .
] (o]

WELFARE RELIES Iérl

"J|1 [

1.2 ConteExT OF THE PrESEnT BOoOK oF MACROECONOMICS

We must remember Lhal the subject under study has a particular
historical conlext. We shall examine Lhe working ol the economy of a
capitaltst country in this book. In a capitalist country production
aclivitles are malinly carried oul by capitalist enlerprises. A typical
captialist enlerprise has one or several entreprenenrs (people who
exercise control over majoy decisions and bear a large parl of the risk
associaled with the firm/enterprise). They may themselves supply the
capital needed o run the enterprise, or they may borrow Lie capital. To
carry oul production they also necd natural resources — a pan consumed
in the protess of production {c.g. Aw malertals) and a parl fixed (e
plots of land). And they need the most important element of human
labour lo carry out production. This we shall refer Lo as labour. Afler
producing outpul with Lhe help of Lhese three factors of production,
namely capttal, land and labour, the entrepreneur sells the product in
the markel. The money thal ts camned Is called revenue. Parl of the
revenue 15 patd oul as el for the service rendered by land, part of 1L 1s
pﬂld Lo capital as Inlerest and part of 1L goes o labour as wages, The
rést ol the revenue Is the eaming of the entreprencurs and L 18 called
profit. Profils are often used by lhe producers in the next period Lo buy
new machinery or Lo bulld new factories. so that production can be
expanded. These expenses which ralse productve capaclly are examples
of iInvestment expenditure,

[n short, a capitalist economy can be defined as an cconomy In
which most of the economic activilles have the following characlenstics
(a) there 1s private ownershitp of means of production (b) producilon
takes place for selling the outpul 1n the markel (c) there 15 sale and
purchase of labour services al a price which is called the wage rate (the
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tfabour which is sold and purchased agains! wages is referred to as
wage lnbour).

If we apply the ahove mentioned four eriteria to the countries of
the world we would find that capltalist couniries have come into
being only durtng the last three (o four hundred years. Moreover.
strictly speaking. even al present. &8 handful of countries tn North
America, Europe and Asia will qualify as capiialist counires. In many
underdeveloped countries production (in agriculture espectally) 1s
carried oul by peasant famtlies. Wage labour is scldom nsed and
mosit of the labour Is performed by the family members themselves.
Production 15 not solely for the market: a great part of it is consmmed
by the family. Neither do many peasant farms experience significant
rise in capital siock over thme. In many tribal societies the ownership
of land does nol exis{; the land may belong to the whole tribe. In
such socleties the analysis that we shall preseni in this book will
not be applicabte. It is. however, rue that many developing countries
have a significani presence of production unlis which are organised
according o caplialist principies. The production uniis will be called
firms in this book. In a firm the entrepreneur (or entreprencurs) 1s
al the helm of affairs. She hires wage labour from the market. she

employs the services of capital and land as well. Afier hiring these

inpuits she underiakes the task of production. Her motive for
producing goods and services (referred 1o as ouiput) is to sell them
in the market and earn profits. In the process she undertakes risks
and vncertainties. For example. she may not get & high enough price
for the goods she is producing; this may lead to &l In (he profits
that she earns. It is to be noted thal tn a capitalisi countiry the
factors of production earn thetr ineomes through the process of
production and sale of the resuliant ocuipub in the market.

In both the developed and developing couniries, apart from the
privale capiialist sector. there is the institutton of Siate. The role of
the stale includes framing taws. enforcing them and delivering justice.
The state, In many instances. undertakes produciion — apart from
imposing taxes and spending money on bullding public infrastructure.
running schools. colleges, providing health services etc. These
economic (unctions ol the siate bave o be taken into account when
we wanl to desoribe the economy of the couniry. For convenience we
shall use the lerm “Government™ (o denoie siate.

Apart from the firms and the government, there {s another major
sector inm an economy whiclh is called ihe household secior. By n
household we mean a single individual who takes decisions relating
to her own consumpiton, or & group of iadividuals for whom dectsions
relating Lo consumption are joinily delermined. Houscholds also save
and pay taxes; How do they gei the money for these activiites? We
must remember thal the houscholds consist of people. These people
work in firms as workers and earn wages, They are the ones who
work in the government departments and earn salaries. or they are
the owners of fitms and earn profits. Indeed the markel in which the
firms sell thetr products could nmol have been lunctioning without the
demand coming from ithe households. Moreover, they can also eamn
rent by leastng land or eamn tnlerest by lending capitat.
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Summary

Key Concepts
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Hxercises

So far we have described the major players tn the domestic cconomy.
Butl all ihe couniries of ihe world are also engaged in external (rade.
The external sector is the fourth tmportant sector inoour study, Trade
with the exiernal secior can be of two kinds
I. The domestic couniry may sell goods to the rest of the world. These

are called exports.

2. The economy may also buy geods from the resi of the world. These
are called imports. Hesides exporis and imporis, the rest of the
world affecis the domestic economy in other ways as well.

3. Capital From foreign countries may flow into the domestic country.
or the domesiic couniry may be exporting capital to forelgn couniries.

Macrorconamics deals wilh lhe agoregale economic variables of an
cconomy. It alsp fakes inlo account various inlerlinkages which may
exisi between the different sectors of an economy. This 1s whal
distinguishes 1l from microeconomics; which moslly examines Lhe
funclioning of the pariicular secinrs of the economy. assuming (hai
Llhe rest of Lhe economy remains the same. Macroeconomiss emeroed
as A sepErale subject in 'the 19305 due 1o Reynes The Greal Depression,
which deall a blow (o the economies of developed countries. had provided
Keyneés wilh the inspiralion for his writings, In this book we shall
moslly deal with the working of & capllilist economy. Hence 1l may nol
be eniirely able lo capiure the functioning of a developing country.
Macrocconomics sees an economy as a combinalion of four seclors,
namely houscholds, lirms, governmenl and external sector.

Rale of inleresi Wage rale
Profits Economic agenls or umils
Greal Depression Unemployment rale
Four factors of production Means of production
Inpuls Land
Labour Caplial
Entrepreneurship Invesiment expendilure
Wage labour CapHalist country or capilalist
EConomy
Firms Capitaltst firms
Output Howseliolds
Government External seclor
Exporls Imporis
L. Whaot fs the dilTerence betwedtl milcroeconomics and macroeconomies?
2. What sre Lhe mportonl [eatures of o capllnilst cconomy?
8, Describo the [our major seecicrs 5 an econemy according o ithe
mapcroeranomie polnl ol view.
4, Deseribe the Great Depression of 1929,

Sugpested Readings
L. Bhadun, A, 1990, Macoeconamics: The Dynamics of Cammodily Produciion,
pages 1 - 27, Mucmilian Indin Limiled, New Delld,
2. Mankiw. N. G.. 2000. Marroveonomics, pages 2 - T4, Moaemillon Worlh
Mublishers, New York.
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