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UNIT 1 

Meaning of economics.                                                                      

• Economics deals with a wide range of human activities to satisfy human wants. 

• It deals with the society problems such as unemployment, poverty, productivity and 
government policies. 

• It studies man in the ordinary business of life and how he earns his income and how he 
satisfies his wants. 

• It is concerned ( involves) not with individuals actions but with social actions. 

• It studies about problems arising out of multiplicity (large   number). 

• It studies how wealth (money) is produced with limited resources in order to satisfy 
human wants. 

Importance of the study of economics.                                            

• The knowledge of economics helps in solving many problems. 

• The knowledge of economics is essential to conquer (overcome a problem) poverty of the 
millions of people and to raise their standard of living. 

• It explains the relationship between the producer and consumer, the labour and the 
management. 

• It gives the businessmen and industrialists the knowledge of modern  methods. 

• By studying economics we can discover new factors that may lead to increase the 
national wealth. Without the knowledge of economics, this is absolutely impossible.                                                                                              

• The knowledge of economics is very essential for the finance minister.  

     a) It helps in framing the system of taxation. 

     b) It helps in formulating the budget for development. 

     c) It helps in removing unemployment. 
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• Supply of money, effective credit system, effective working of the banking system can be 
analysed in the country only by having a thorough knowledge of economics by the people 
who admire these sectors. 

• The knowledge of economics is very essential for the legislators and parliamentarians. 
They will be able to frame laws effectively only by having knowledge of the subject. 

• The study is not undertaken merely for the sake of knowledge. It is to lay down principles 
and policies for removing poverty and increasing human welfare. 

Economics as a science                                                                     

• The question whether economics is a science or an art arose as early as the 18th century. 

• A science is commonly defined as a systematic body of knowledge. 

• A science teaches us to know. In other words science explains. 

• Science is theoretical ( a set of ideas needed to explain something,or makes use of 
research findings to solve  problems).  

• Economics satisfies the test of science, it is rightly considered as a science. 

Economics as an art                                                                     

• An art is completely different from science. 

• An art is a system of rules. 

• An art teaches us to do. In other words art directs. 

• Art is practical (involvement or even skills are also needed to understand). 

• From this we an conclude that economics is an art. 

Economics has both theoritical and practical sides. Science requires art, art requires science. 

Micro Economics                                                                              

• The term ‘mikros’ in Greek means small. 

• Micro economics refers to the study of small units. In other words, micro economics 
studies the individual parts or components of the whole economy. 

• Micro- economics is the study of particular firms, particular households, individual 
prices, wages, income, individual industries and so on. 
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• Micro economics as the name implies is concerned with parts of the economy rather than 
with the economy as a whole. 

Importance of micro economics                                                                                              

• It explains how the market economy operates. 

• It explains the method or manner in which scarce resources are allocated for different 
uses. 

• It explains how goods and services are produced and distributed to the people. 

Areas covered by micro economics are 

a) Theory of  product pricing  

b) Theory of factor pricing (rent, wages, interest and profits) 

c) Theory of economic welfare (happiness and safety). 

Limitations of micro economics                                                      

• It may not give an idea about the functioning of the whole economy. 

• The results of micro economics studies may not be applicable to aggregates (total or 
whole). 

• It fails to give correct guidance to government to formulate economic policies. 

• It fails to give practical explanation. 

• Certain economic problems cannot be analysed. 

Macro economics                                                                               

• The term ‘macros’ in Greek means large. Macro economics is the study of aggregates 
(total or whole). 

• It studies about aggregate ( total) demand, aggregate consumption, aggregate production, 
aggregate income and aggregate investment, etc. 

• It studies all parts or components of the whole economy and it is not concerned with 
individual aspects of the economy. 

• Macro economics examines the forest and not the trees.  

Macro economics deals 

    a) not with individual quantities but with aggregate of these quantities,  
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    b) not with individual income but with national income,  

    c) not with individual outputs but with total outputs. 

Importance of macro economics                                                       

• It is very helpful in studying the vast (huge) and complex (hard to understand)  nature of 
economic. 

• It deals with many economic problems such as unemployment, inflation, depression ( 
make very unhappy, push down or make less active) & recession ( a temporary decline or 
loss in economic activity). 

• It is used as a tool to analyse the level of employment, level of prices, etc. 

• It is useful for the government in formulating suitable economic policies regarding 
general price level, wages, etc. 

• It is only through macro economic approach the problems of economic growth could be 
solved.                                                                                             

• All nations, particularly developing nations are eager to increase their national income 
within the concern of macro economics. 

Areas covered by macro economics are  

a) Theory of income, output and employment. 

b) Theory of prices 

c) Theory of economic growth 

d) Theory of distribution. 

Importance of macro economics in points 

1. Functioning of whole economy 

2. Formulation of economic policies 

3. Understanding & controlling economic fluctuations 

4. Understanding macro economics 

5. Inflation & deflation 

6. Study of national income 

7. Study of economic development 
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8. Performance of an economy 

9. Nature of material welfare ( nature & size of the nations) 

 

Limitations of macro economics                                                    

• Macro analysis cannot be precise because it deals with aggregates (total) which are 
divergent ( avoiding common assumptions in making deductions) in nature.  

• In aggregative ( total ) thinking the elements have to be chosen carefully. 

    (For e.g.) adding all fruits together is a meaningful aggregate. Adding fruits with other  
     machinery is an absurd (unreasonable) aggregate. (i.e.) apple+ bike 

• Macro analysis may reveal ( make known) that the national income of the country has 
increased by 50%, but the real fact will be that a good majority of people will be living in 
poverty.                                                                                             

• Composition of aggregates may be imperfect in macro analysis. 

    (e.g.) Prices of many commodities would have fallen in the economy, but the prices of  
     very essential (necessary) commodities might have risen many times. 

• The limitations of macro analysis are in the nature of practical difficulties rather than 
inherent weakness. 

Limitations of macro economics in points 

1. Excessive thinking in terms of aggregates 

2. Heterogeneous elements 

3. Differences within aggregates 

4. Aggregates must be functionally related  

5. Limited applications 

Macro economic policy                                                                                          

 Macro economic policy can be defined as “a programme of action undertaken to control, 
regulate and manipulate  macro economic variables  to achieve the macro economic goals of 
the society” 

• Macro economics is, thus, a policy oriented subject. It deals with a number of  policies of 
macro nature to solve many issues & problems.  
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• A macroeconomic policy is, in fact an instrument of policing the economy to achieve 
certain economic goal.  

• Macroeconomic policies have macroeconomic goals to fulfill.  

 

The macro economic goals include  

1.   Price stability 

2.   Economic stability 

3.   Exchange rate stability 

4.   Maintenance of full employment 

5.   Economic growth 

6.   Economic justice ( law) 

7.   Improvement of standard of living 

8.   Eradication of poverty 

9.   Equilibrium in the balance of payments 

10. Equitable distribution of national income (or) economic equity   

There are number of macro – economic policies                                       

1. Monetary policy 

2. Fiscal policy 

3. Income policy 

4. Trade police 

5. Industrial policy 

6. Import- Export policy 

7. Banking policy 

8. Planning policy. 

Objective of macro economic policy in India                                                 

1. Achieving a growth rate of 5- 6 % per annum. 
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2. Creating job opportunities for unemployed & underemployed  ( not having sufficient  
demanding  paid work) 

3. Removing economic disparity ( differences) 

4. Eradication of poverty 

5. Controlling inflation & price stabilization 

6. Preventing balance of payments imbalances.  

Macro economic theories                                                                             

Macro – economic theories provide explanation to inter – relationship among different macro – 
economic variables & issues relating to the problems. 

There are number of macro – economic theories 

1. Theory of income & employment 

2. Theory of general price level 

3. Theory of distribution 

4. Theory of consumption function 

5. Theory of investment 

6. Theories of trade cycles 

7. Theories of economic growth 

8. Theories of inflation 

9. Theories of monetary policy 

10. Theories of fiscal policy  

Macro economic variables                                                                                                

Variables- ( often changing ) 

These are macro-economic variables  

1. National income ( total income of the country is called ‘national income’) 

  a)  National product (it consists of all goods and services produced by the community (a group  
      of people living together in a place) or firm and exchanged for money during a year). 
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  b)  National dividend / income (a sum of money paid to a shareholder out of its profit, it  
       consists of all the incomes, in cash and kind) 

  c)  National expenditure (the total spending or outlay of the firm or community (a group of  
       people living together in a place) on good and  services produced during a given year). 

2. Concept of employment  

3. Consumption (it refers to total consumption of the household sector and firms) 

 

4. Savings (it refers to savings of the community or firms as a whole) 

                   Savings = Total income – total consumption 

5. Investment (total investment of the firms) 

6. Government expenditure (government sector spends on consumption and investment) 

7. Households (household sector includes all consuming) 

8. Firms (firm sector includes all producing) 

Economics as a positive science  

v A subject may be called as science only when laws or general principles are laid down 
explaining the relationship between cause & effect 

v A positive economics may be defined as a body of systematized knowledge concerning 
“what is”  

v Positive economics describes the fact & behavior in the economy 

v Positive science explains the cause & effect 

v Positive science deals with things as they are, & it simply explains causes & effects 
without passing any judgment or comment 

Economics as a normative science 

v Normative science is a body of systematized knowledge relating to the criteria of what it 
ought (have) to be  

v Normative science involves ethical precept (rule, law) & value judgment  

v Normative science prescribes a norm & regulate things in order to achieve that norm  

v It explains the rightness or wrongness of things or otherwise the end result 
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Positive & Normative analysis 

1 

v If you demonstrate that unemployment in the automobile industry in the united states 
rises when people purchase cars produced in other countries instead of cars produced in 
the united states, you are undertaking positive analysis. 

v If you claim that there to be a law to stop people from buying foreign made cars, you are 
imposing your judgments on the decisions & desire of others, it is not positive analysis. It 
is normative analysis. 

2 

v If you demonstrate that the probability of death in an automobile accident is 20 percent 
higher if seat belts are not worn, you are using positive science  

v If you argue that there should be a law requiring seat belts to be worn, you are using 
normative science 

Economic  growth 

Ø A positive change in the level of production of goods and services by a country over a 
certain period of time. Economic growth is usually brought about by technological 
innovation and positive external forces. 

Ø Economic growth is an increase in activity in an economy. It is often measured as the 
rate of change of gross domestic product (GDP).  

Ø Economic growth refers only to the quantity of goods and services produced; it says 
nothing about the way in which they are produced  

Ø Economic development, a related term, refers to change in the way goods and services 
are produced; positive economic development involves the introduction of more efficient 
or "productive" technologies or forms of social organisation. 

Ø Economic growth can either be positive or negative. Negative growth can also be referred 
to by saying that the economy is shrinking (reduction).  

Ø Negative growth is associated with economic recession and economic depression. 

Ø An important aspect of economic growth is that it is never uniform or same across all 
sectors in an economy or all states of a country.  

Ø For example in Australia, mining sector has done well along with services sector. In 
comparison to these two sectors, manufacturing sector has not been that good a performer 
as far as contribution to economic development of Australia is concerned.  
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Ø Often when costs of goods and services go up, it has an poor effect on prospects of 
economic growth of that particular country.  

Ø Quite often governments play important roles in economic development of a nation by 
inventing and implementing plans and strategies that address imbalances within an 
economy. They also upgrade facilities, which are already in a good state. 

Scarcity 

q Scarcity means that people want more than is available. 

q Scarcity limits both as individuals and as a society.  

q As individuals, limited income keeps from doing and having all that we might like.  

q As a society, limited resources (such as manpower, machinery, and natural resources) 
fix the amount of goods and services that can be produced. 

q Scarcity requires choice.  

q People must choose which of their desires they will satisfy and which they will leave 
unsatisfied. 

q When we, either as individuals or as a society, choose more of something, scarcity forces 
us to take less of something else. 

q  Economics is sometimes called the study of scarcity because economic activity would 
not exist if scarcity did not force people to make choices. 

q If one wants to do all things well, one must apply considerable time to each, and thus 
must sacrifice other things one could do.  

q The basic economic problem which arises from people having unlimited wants while 
there are and always will be limited resources. Because of scarcity, various economic 
decisions must be made to allocate resources efficiently. 

q Suppose a person is having only one lakhs rupees as his resources,. He has to make a 
decision whether to construct a house or to conduct the marriage of his daughter or 
get admission for his son in an Engineering College paying heavy capitation fee. 
This is economic problem. 

Efficiency 

v Efficiency is one of the most important concepts to use in Economics course.  

v There are several meanings of the term - but they generally relate to how well an 
economy allocates scarce resources to meets the needs and wants of consumers.  
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v Economic efficiency is a term typically used in microeconomics when discussing 
product. 

v Production of a unit of good is considered to be economically efficient when that unit of 
good is produced at the lowest possible cost. 

v Economic efficiency is used to refer to a number of related concepts. It is the using of 
resources in such a way as to maximize the production of ... 

v The extent to which a given set of resources is being allocated across uses or activities in 
a manner that maximizes whatever value they are 

v Economically efficient production is organized to minimize the ratio of inputs to outputs.  

 

Productive efficiency 

Ø Productive efficiency (also known as "technical efficiency") occurs when the economy 
is utilizing all of its resources, and operating at its production possibility frontier (PPF).  

Ø This takes place when production of one good is achieved at the lowest cost possible 

Ø Productive efficiency requires that all firms operate using best-practice technological and 
managerial processes.  

Ø By improving these processes, an economy or business can extend its production 
possibilit 

Economic efficiency 

Ø Economically efficient production is organized to minimize the ratio of inputs to outputs.  

Ø A situation where each good is produced at the minimum cost  

Ø The extent to which a given set of resources is being allocated  

PPC CURVE 

Ø This concept is founded by a great Professor called Paul A. Samuelson, who was the first 
American to receive a Nobel Prize in Economics in 1970.  

Ø He was also an economics adviser to the American President, John F. Kennedy for many 
years.  

Every country’s aim would be to produce commodities that can be sold in the domestic 
and in the international markets with a favorable price. In other words, right goods should 
be produced with right factor inputs at right times. 
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Definition 
 
Production Possibility Curve (PPC) is a curve that shows the possible combinations of 
any two economic goods an economy can produce by using the available scarce 
resources.  
It is sometimes called Production Possibility Frontier, Production Possibility Boundary 
and Transformation Curve as the concept illustrates the potential productive capacity of 
the economy.  

Assumptions of the concept – PPC 

Economists criticize the concept of PPC on the different grounds since it is based on the 
certain assumptions like; 

1. Human wants are unlimited. 

2. The resources are limited but which has alternative uses 

3. It takes into consideration the production of only two goods. However, in reality the 
economy will produce many goods. The life on the earth is not possible only with two 
goods. 

4. It also assumes that the economy has utilized scarce resources efficiently and fully. In 
other words, the economy is in full employment. 

5. PPC is drawn provided that the state of technology is given and it remains constant 
over the period. 

6. Resources available in the economy (which are called factors of production such as 
land, labour, capital and organizer) are fixed and constant. However, resources can be 
shifted from one commodity to another. 

7. The economy is not able to change the quality of the factors of production. They are 
also given and constant. 

8. It is also assumed that the production only related to short-period rather than long 
period. 
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Production Possibility Curve 

ü The economy has to decide what to produce with their limited resources. 

ü The concept of production possibility curve helps to decide how to allocate resources & 
choose the possible combination of goods. 

ü The production possibility curve gives the possibilities of producing grains or wines with 
the available resources 

ü Point A in the diagram points out that it can produce OA amount of CLOTHS with the 
available scarce resources. 

ü If it wants to produce wine alone OB amount of FOOD can be produced 

ü If it wants to produce a combination of CLOTH & FOOD it has to choose a point 
between A & F for e.g. D    

ü The line connecting points A & F is called production possibility curve 

ü A production possibility curve implies that it can produce either OA of cloths or OF of 
food 

ü If it chooses a combination of the two, it has to prefer less than OA of cloths & less than 
OF of food 

ü As the resources are scarce if it wants to have food the nation has to sacrifice certain 
amount of cloths for the sake of food    

ü  This sacrifice involved is known as opportunity cost. 
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ü Any point on the PPC implies full employment, it means maximum use of the available 
scarce resources 

ü If the country choose to produce the combination of the two goods at point D1 the 
country faces unemployment (i.e.) the economy is not producing a full capacity 

ü To achieve full employment the economy has to move away from point D to a point on 
the curve ACF.  

ü Countries plan & formulate the policies to produce at any point on the PPC only.   

Importance and Application of the Concept 

The concept has got the following importance: 

1. Since PPC shows the productive capacity of the economy, it gives reliable answers for 
the fundamental economic problems of what to produce?, How to produce?, and To 
whom to produce?. 

2. Secondly, it illustrates the concept of opportunity cost. Here the country is trying to 
produce any two goods. So the production of the one commodity can be increased by 
reducing the production of other good. This is due to the fact that economic resources are 
scarce. Also opportunity cost ratios can be calculated. 

3. Thirdly, it leads to the efficient allocation of scarce economic resources.  

4. The growth of the economy can be judged from the shifts in the PPC. Economics 
growth in both quantitative and qualitative terms can be known from PPC. 

5. It is very useful in order to achieve the social welfare of the community. 

6. Last but not least, PPC can be used by the producers to make their decisions regarding 
the use of factors of production and it assist in the determination of the costs of the 
production. 

PPC, therefore, shows unemployment of resources, Technological Progress, economic 
growth and economic efficiency.  

According to Professor Dorfman, PPC explains three efficiencies. They are: 

1. Efficient selection of goods to be produced, 

2. Efficient allocation of resources in the production of these goods with efficient choice 
of method of production, and 

3. Efficient allotment of the goods produced among consumers. 
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Usually this concept is applied for individual countries. Also this concept can be applied 
to the individual companies, farms etc to find out the production possibilities. 

3 fundamental economic problems 

1. What to produce?  

2. How to produce? 

3. To whom to produce? 
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