Introduction i

1.1A SmrLE Economy
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Think of any society. People in the soclely need many goods and
services' in thetr evervday Wie including food, clothing, shelter,
transport facilitles ltke roails and rallways, posial services and
various other services ke thal ol teachers and doctars. In fact, the
list of goods and services that any individual® needs 15 so large that
nondividual in society, lo beginwith, has all the things she needs.
Every individual has some amount of pnly a fiev of the goods and
services thal she would like (o use. Afamily farm may own a plol of
land, some gratns, famming implements, maybe a patr af ullocks
and also the labour services of the family members, Aweaver may
have sane varn., some collon and other instmanents regquired for
weavingcloth. The teacher inthe local school has the skills required
Lo mmpart education (o the studenits, Sonie ollicrs In soclely may
nat have any resource? excepling thetr own labour services. Eachof
these deciston making units can produe some goods or seivices
by using the resources thal It has and use part of the produce (o
obtatn lhe many other goods amd services which It needs, For
example, the amily farm can produce corm, nse pant of the produce
for conswnplion purposss and procure clothing. housing and
various seivices in exchange for the rest of the produce, Simillarly,

theweaver can gel the goods and services that she wants in exchange
for the cloth she produces i hervam. The leacher can cam some
moncy by teaching students in the school and use the money for
obtatning the goods and services thal she wanls. The labourer also
can try Lo fulfill her needs by ustng whistever money shecancam by
working for someone cise. Each Individual can thus use her
resources lo fulfill her needs. L goes withoul saying thal no
individual has unlimited resources compared Lo her needs. The
amount of comn that the family farm can produce ts dmited by the
amouinl of resources i has, and henee, the amount of different goods
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and services that 1L can procure in exchange of corm is also tmitled. As a resull, the
family is forced tomake acholee betwesn the different goods and services that are
avallable. It can have more ol a good or service only by givingup some amounisof
other goods or services. Forexample, if the family wants (o have a bigger house, 11
may have 1o give up the idea of having a few more acres of amable land. il wants
more and beller education for the children, 1 may have to give up some of Lhe
tuxurtes of Ue. The same1s the case with all other individuals in soctety. Everyone
faces scarvity of resources, and therefore, has to use the tmited resources in the
best posstble way to flfill her needs.

In general, every tndividual In soctety 1s engaged In Lhe production of some
paods or services anid she wants a combination of many goods and services not
all of which are produced by her, Needless (o say that there has 10 be some
compatibiiity between what peaple n soctety collectivelv want to have and whal
they produce’. For example, the total amount of com produced by famtly @Erm
alomg with other farming uniis in a sovtety must match the total amount of com
that people In the soctely collectively want to consume, [T people in the soctely
do nol want as much corn as Lhe farming unils are eapable of producing
collectively, a part of the resources of these units could have been used in the
production of some other good or services which s in high demand. On the
other hand, ifpeople in the soctely want more cormn compared towhat the farming
untis are producing collectvely, the ressurces used in the production of seme
other goods and services may be reallocated Lo the production of com. Similar is
the case with all olher goods or services. Just as the resources of an tndividual
are scaree, the resources of the soclely are also searce in compartson (o what the
peaple in the soctety might collectively want 1o have. The searce resources of Lhe
sactety have Lo be allocated properly in the production of different goods and
services m keeping with the lkes and dislikes of the people of the soctety.

Any allocation®of resources of the soctety would resull in the production of 3
particular combination of different goods and services, The goods and services
thus produced will have (o be distribuled among the individuals of thie soctety.
Theallocaion of the lmited resources and the distribution of the (inal mix ol goods
and services are two of the baste economic problems faced by the socloty.

In reality, any economy 15 much more complex compared o the soclety
discussed abave, n the leht of what we have leamnt about the soclety. lel us now
discuss the fundamental concerns of the discipline of economics some of which
we shall study thronghout this boak.

1.2 Cexrrar Prourems oF ax Ecoxowy

Production, exchange and consumption of gnods and services are among the
basic economic actvitles of Uie. In the course of these basic economic activities,
every sociely has Lo [aee scarclty of resources and 1t 4s | he scarcity of resources
that gtves rise to the problem of eholee, The scarce resources of an economy
have competing usages. In other words, every soctety has to decide on how (o
use its sparce resourees. The problems of an economy are very often sitnmmarised
as fellows:
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What ts produced and tn what quaniities?

Every soclety musi dectde on how much of each of the many possthle goods and
services it will produce. Whether to produce more of food, clothing. housing or

10 have more of luxury goods. Whether (o have more agriculturalgoods or o 7
have industrial products and services. Whether (o use more resouroes tn education. ©
and bealth or (0 use more resources in butlding military services. Whether Lo ( ,-""‘"

have more of baste education or more of hisher educatton. Whether to have 2~ "\ ‘r‘ O
more of consumplion goods or (o have invesiment goods (ke machine) which ‘\.J ‘ ‘l
witl bnosi prduciion and consimptlon (Gmomow. \ J

How are these goods produced? ) -
Every sotiety has o decide on how much ol which of the resources Lo use in the ’)
production of each of the different poods and services. Whether Lo use more #% ! [ L
labour or more machines. Which of the avatiahte technologles to adopt in the

production of each of the goods?

For whom are these goods produced? | A’J /_
Who gzets how much of the goods thal are produced i the economy? How should J

the produce of e economy be distributed among (he tndividuals in e economy?
Who gels more and who gels less? Whether or nol lo ensure a ininom amuunt r"" 'l
ol consumpuon for everyone in the economy. Whethier or nol elementary education /.- ,-' r"'
and basic health services should be avaitable freely for everyone tn the economy. /‘L\ ' .
Thus, every economy faces the prohiem of allocating the scarce resources (o -
the production of different possible goods and services and of distribuiing the e J
produced goods and services among the individuals within the economy. The ‘S =
allocation of scarce mqmmsmmfdrsuﬂmnmqrmeﬁnmgmqm (" L S, s
setrices are the cendral problems of amy econamiy, <

Production Possibiiity Frontler

Just as individuals Eace scarcily of resaurces, the resources of an economy
as a whole are atways limtted compartsan lo whal Lthe people in the
economy collectively wanl to hiave. The scarce resources have allernative
usapes and every soclely has Lo declde on how much of each of the resources
to use in the producton of different goods and services. In otlier words,
every soctety has (o determine how (o alloeate Its scarce resources (o different
goods and services:

An allocation of the sgarce resource of the economy gives rise o &
particular combination of different goods and services. Given Lhe tolal amount
of resources, |1 ts possible (o allocale the Tesources in many different ways
andl. thereby achleving different mixes of all possibile goods andd services, The
collection of all possible combinations of the goods and services thal can be
produced from a given amount of resources and a given stock of technological
knowledue is called the production pessiblilty set of Lhe economy.

EXAMPLE o 1

Constder an teonomy whitch Tahlé]l.1: Production Possibllities

can produce corn or cotlon | Possibiiites Com Catton N
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If all the resounees are used (n Lhe preduction of eam, the maxtimum
amount of comm thirt can be produced 15 4 units and I all resources are wsed
s the producths of cotton, al (he most, 10 untts of cotton can be produced.
The economy can also produce ] unit of corm and 9 uniis of colltn or 2 unils
of corn and 7 unils of cotlon or 3 units of eorn and 4 uniis of collon. There
can be many other possibilitles, The figure Hlustrates the production
possthilittes of the economy. Aoy potnl on or below the curve represents a
combtnatton of com and collon that be prociuced with the economy’s
resouroes. The curve gives the maximum amount of corm that can be produced
it the econumy for any given amount of eodlon and vice-versa. This cuve 1s
calledd the production possibility
fromtier.

The production possibility
frontler gives the combtnattons of A
corn and colton thal ecan be B
produced when the resources of the \\t'.
economy are fully ulilised. Note .
that a polnt lytng strictly below the p
production possibililty fronter \
represents a combination of com bt
and cotton that will be produced
when all or some of the resources
are either underemployed or are
utiltsed tn a wasleful fastion.

If more of the scarce resources are used in the production of corn,
less resources are avatlable for the production of eotton amid vice versa.
Therelore, Ifwe want (o have more of ane of the goods, we will have less
of the other good. Thus, (here 15 always 4 cost of having a litte more of
one good n terms af the amounl of the other good thal has (o be forgone.
This 1s known as the opportunity cost® of an addillonal untt of the
goods,

Every economy has to choose ane of the many possthilities that it has,
In other words, one of the central problems ol the economy 15 o choose
from one of the many production possibilitles,

*Nute Lhat the comitvepd ol oppaiianily. feil b sppliolie o e bdidind 56 well = e
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1.3 Dnnama'ﬂnn OF Ecouumum

Basle problems can be solved clther by the [ree interaction of (he individuals

ursulng thetr own objectives as 1s done in the market orina planned manner
Ey some central authorly like the government.

1.9.1 The Centrally Planned Economy

In a centrally planned economy, the governmenl or the central authority plans
all the importani acuvities o the economy. All important decisions regarding
production, exchange and consumption of goods and serviees are made by the
govermunent. The central authorily may try o achieve a particular allocation of
resources and a consequent distribution of the final combination of goods and
services which s (houghl to be destrable for soctety as a whole. For example, 1if 1l
1s foundd thal a good or service which 1s very important for the presperily and
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well-being of the economy as a whole, e.g¢. educalion or health semice, 1s ool
produced in adegquate amount by the indwiduals on thetr own. the government
might try (o induce the individuals to produce adequate amount of such a good
or service or, allernattvely. the government may ltsell dectde (o produce the good
or service In question. fn a different context, if some people in the economy get
so It {le a share of the fimal mix of goods and services produced in the economy
that limlrsuwtval 15 al slake, then the central authority may mtervene and try
1o achieve an equitable distributton of the final mix of goods and services.

1.8.2 The Market Economy

In contrasi to a centrally planned economy. in a market economy, all econmmie

activities are organised through the markel. A market, as studied n economies,
Is an nsttution” which organises (he free interaction of ndividuals pursutng =
their respective cconomilc acuvites, In other words, a markel 15 a sel of

arrangeinents where cconomic agents can freely exchange thetr endowments or -

products with each other. Il s tmportant Lo note thal the term ‘markel’ as used

In ecanomics is quite different from the common sense understanding of a

markel. In particular, 11 has nothing as sich (o do with the marketplace as vou
might tend to think of. For buying and selling commoditles, ndividuals may or
may nol meel each other 1n an actual physical location. Interaction between
buyers and scllers can Lake place in a vanety of siiuations such as a village-
chowk or a super bazaar i a clty, or allematively, buyers and sellers cdn (nteract
with each other through lelephone or internel and conduct e exchange of
commuodilies. The arrangements which allow people (o buy and sell commodilies
frecly are the defining features of a markel

For the smpoth functioning of any system, IL 1S Imperative thal there s
coordinalion tn the activities of the different constituent parts of the sysiem.
Otherwise, there can be chaos, You may wonder as 1o whalt are the foroes which
hirtng (he coordination between theactivities of millions of isolated individiuals
In & markel syslem.

Ina markel system, all goods or senvdices come wilh a price (which is mustually
agreed upon by the buyvers and sellers) al which the exchanges take place. The
price reflects, on an average, the sociely’s valuation of the good or service in
question. I the buyers demand more of a certain good. the price of that good
will rise. This signals to thie prodicers of that good that the soctely as a whole
wands more of thal good than is currenitly betng produced and the producers of
the good, in thelr tum, are likely lo increase Lhelr production. In this way, prices
ol gnods and services send unporiant information to all the individuals across
ihe market and help achieve coordination in a markel system. Thus, tn a markel
system, the central problems regarding how much and whal lo produce are
solved through (he coordination of economic activities broughit aboul by the
price signals. '

In reality, all cconomics are mixed cconomics where some important
dectsions are Laken by the government and the economic activilies are by and
large conducted through the market. The only difference is in lerms of the
extent of the role of the govermment in deciding the course of ecanamic activities,
In the Untted States of America, the role of the government is mintmal. The
closest example of a centrally planned economy Is the China for the major par
of the twentteth century. In India. sturce Independence, the government has
played a malor role in planming econnmic acttvities. However, the role of the

BAn institation 15 wwsilly definrd fs an onganisation with same parpose,
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government in the ndtan economy has been reduced constderably o the last
couple of decades.

1.4 Posmmive axo Normative EconoMics

It was mentioned earller thal in principle there are more than one ways of
salving the central problems of an economy. These differen] mechanisms in
general are kely (o give fise to different solutions to those problems. thereby
resulting in different allocations of the resources and also different distributions
of the [inal mix of goods and services pmduced 1o the economy. Therefore, 1l is
tmportam to nnderstand which of these allernative mechanisms 1s more
desirable for the economy as a whole, [n economics, we iry (o analyse the
differeni mechanlsms and fgure ol the oulcomes which are likely 1o resull
under each of these mechanisms, We also try o evaluate the mechanisms by
studying how destrable the outcomes resulting from them are. Often a
distinciion is made beiween positive sconamlc analysis and normative
economic analysis depending on whether we are (rying to flunre ont how a
particular mechantsm (unctions or we are trying o evaluate it, in posilive
economic analysis, we study how the different mechanisims function, and in
normative economics: we i1y Lo undersiand whether these mechanisms are
desirable or nol. However, this disitnclion belween postiive and normative
ecimomic analysts 15 nol a very sharp one. The positive and the normative
1ssues invoived In the study of the central economic problems are very closely
related (o each other and a proper understanding of one s not possible tn
tsolatton Lo the other:

;1.5 Microecoxomics avp MacroeconoMics

Tradivonally, te subject malter of economics has been studied arnder two broad
branches: Mlcroeconom les and Meeroeconomics. Inmicroeconomics, we study
the behaviour of individinal economlc agerils in the markets [or different goods
and services and Ly Lo Agure ol how prices and quantties of poods and services
are determined Urough e interaction of mdividuals n these markets. In
macrocconenies, on the other hand, we Ity W gel:an undersianding of the
economy 2s a whole by focusing our-allentlon on aggregale measures such as
total ontpul. employvmenl and ageregate price level. Here, we are Interested th
Onding oul low the levels of these ageregale measures are determined and how
the levels of these aupregale measures change over ime. Some of the important
quesicis Ui are sindled In macroetenoinics are s lollows: What 1s Lhe level of
tolal cutpit m the dronomy? How 1s the tolal cuipul determined? How does Lthe
toLal outpul grow over tme? Are Lhe resbiroes of Lhe economy (eg labour) fully
employed? Whal are the reasons belind the unemploynient of resources? Why
do prices rise? Thus. tnstead of studying the dilferent markels as 1s done th
MICTOCCONOMICS, N macrocconomics, we iy Lo study the behaviour of aggregale
of macro measures of the performance of the economy.

1.6 Puax or aE Book

This book 1s meant (o introduce you (o the baste ideas In microeconomics, In
this book, we will focus on the behaviour of the tndividual consumers and
producers of a single commodity and (ry o analyse how Lhe price and the
quantity 1s determined m the markel for a single commodity. In Chapler 2, we
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shall study the consumer's behaviour. Chapter 3 deals with basie ieas of
production and cost. In Chapler 4. we study the producer’s behaviour. In Chapter
5, we shall study how price and quanlity Is determined in a perfectly compelitive
marked for a commiodity, Ehaplm-ﬁ studits some other forms of markel.

Consumption Producton Exchange
Scaraity Prodiition posstbilittes  Oppartunity cosi
Market Markei economy Cenirally planned economy

Microeconomics Macroeconomies

Discuss the central problems of an ceanomy.

What do you mean by the production possibilities of un coonomy?

Whiat &5 5 production possibility Fronther?

DBiscuss the subject mutter of econmmics.
WthWMEGWMHWW
What do you understand by frasitive contompe abuly4is?

What do yon pnderstand by normative economic analysis?

Distinguish between microceonomics and micoecanicnmics.




