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Interest in economics and economic affairs is increasing at a rapid pace. In the
newspapers, on the radio, on television, and in public places, we hear statements every day
about this aspect of the economy. To a government leader, economics can mean difficult
policy choices between goals that often conflict with each other, making it impossible to
please everyone.

But what exactly is the subject that economists from Smith to Marx to the present
generation have analyzed? Here are a few definitions of economics:

Economics asks what goods are produced, how these goods are produced and for whom
they are produced.

Economics analyzes movements in the overall economy, e. g. trends in prices, output,
unemployment and foreign trade. Once such trends are understood, economics helps develop
the policy by which governments can improve the performance of the economy.

Economics includes the study of imports and exports among nations. It helps to explain
why nations export some goods and not others. It analyzes the effects of putting economic
barriers at national frontiers.

Economies is the science of choice. It studies how people choose to use scarce resources
to produce various commodities and to distribute them for consumption.

Economics is the study of money, banking, capital and Wealth.

Since the basic task of an economic system is to produce goods and services and to
distribute them among the people of a society, the most commonly used definition of
economics is: the study of the decision a society makes concerning the production of goods
and services and how the society distributes these goods and services among its members.

Economics is typically divided into main branches called microeconomics and
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MAacroeconomics .

Adam Smith is usually considered the founder of the field of microeconomics, the branch
of economics, which today is concerned with the behavior of individual entities such as
markets, firns, and households. In The Wealth of Nations, Smith considered how individual
prices are set, studied the determination of prices of land, labor, and capital, and inquired
into the strengths and weaknesses of the market mechanism. Most important, he identified the
remarkable efficiency properties of markets and saw that economic benefit comes from the
self-interested actions of individuals. All these are still important issues today, and while the
study of microeconomics has surely advanced greatly since Smith’s day, he is still cited by
politicians and economics alike.

The other major branch of our subject is macroecononﬁcs,whiéh is concerned with the
overall performance of the economy. Macroeconomics did not even exist in its modemn form
until 1935, when John Maynard Keynes published his revolutionary General Theory of
Employment, Interest and Money. At the time, England and the United States were still stuck
in the Great Depression of the 1930s, and over one-quarter of the American labor force was
unemployed. In his new theory Keynes developed an analysis of what causes unemployment
and economic downturns, how investment and consumption are determined, how central banks
manage money and interest rates, and why some nations thrive while others stagnate . Keynes
also argued that govemments had an important role in smoothing out the ups and downs of
business cycles. Although macroeconomics has progressed far since his first insights, the

_ issues addressed by Keynes still define the study of macroeconomics today.

The two branches — microeconomics and macroeconomics — converge to form modem
economics . At one time the boundary between the two areas was quite distinct; more recently,
the two sub-disciplines have merged as economists have applied the tools of microeconomics
to such topics as unemployment and inflation.

In macroeconomics we study the economy as a whole; in microeconomics we look at
individual markets. The distinction is important. In microeconomics we might examine the
effects of an increase in the price of tomatoes. We can apply the Law of Demand which tells
us that — all other things remaining the same — the quantity of tomatoes that people will
purchase will go down when the price goes up. We can introduce the concept of price
elasticity of demand and attempt to measure how large or small an effect the price increase
will have on the quantity purchased. In macroeconomics we might examine the effects of
inflation — all prices going up at once. Obviously, the outcome will be quite different.
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We would need to make the same type of distinction if we were studying labor markets.
If the wages of a particular type of labor — short-order cooks, for example — were to
increase we could predict that employers would find ways to get by with fewer hours of that
type of labor. That is microeconomics. But if wages were lo increase across the entire
economy , prediction would be much more complicated. When we just study he wages of short-
order cooks, we can ignore the effect that their extra earnings will have on their demand for
goods and services since they make up a small proportion of the workforce. But when all
wages go up, the effect on overall demand is too large to ignore — so we will have to apply
the theories of macroeconomics.

In short, microeconomics is the economics of one thing at a time and macroeconomics is

the economics of everything at once.

Key Terms and Notes
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Questions

1. What 1s the basic task of an economic system?
2. What is The Wealth of Nation mainly about?
3. Why have the two subdisciplines merged?




The study of macroeconomics attempts to measure and understand relationships
governing overall economic activity. Gross domestic product, or GDP, is the most
comprehénsive measure of this activity. GDP is the total value of all the final goods and
services produced in an economy during a year. GDP = C + 1+ (X — M) + G, where C
represents consumer goods, I represents investment goods, (X — M) stands for net exports
(export X less imports M) , and G is government spending. GDP can be expressed as a market
value, called nominal GDP, or it can be adjusted for inflation, called real GDP.

Business managers use GDP values to get a feel for overall economic conditions and for
trends prevailing in the business environment. An increase in GDP has many economic and
business-related implications. A consistently increasing GDP, for example, indicates that an
economy is healthy and expanding. Managers may perceive a GDP increase as an indication
that there may be an accompanying increase in the demand for goods and services within the
economy . This might have the positive effects of increasing business revenue and creating
more jobs. Managers could also perceive a potential economic expansion in terms of having
potentially negative effects if demand exceeds the current supply or if capacity within a
market has already been fully utilized and cannot expand any more to meet the new
production level.

In the United States, there are other economic indicators managers can use to get a feel
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for the trends of the economy. In addition to GDP, the other commonly used barometers are
employment statistics, personal income changes, industrial production, the consumer

confidence index, and the consumer price index (CPI)etc.
§)) The Moncy Supply and Monctary Aggregates

In the United States, the central bank, the Fed identifies three different components of
the overall money supply:

M, : This is the narrowest category, consisting of only currency, checks, demand
deposits, and traveler’s checks. This is the category that has the highest liquidity.

M, : This category includes all M; money, but also includes savings, deposits under
$10,000, money market deposit accounts, money market mutual account balances , overnight
repurchase agreements, and overnight Furodollar deposits.

M, : This category contains all M, but also includes deposits for repurchase agreements,
and Eurodollar deposits, as well as dealer-only money market funds.

The supply of these aggregates available to the public is monitored through the joint
activities of the central bank and the commercial banks. Commercial banks make the decision
either to extend or not to extend credit to a particular individual or company based on the
amount of capital it has to lend . The central bank determines the reserve rates the banks must
maintain on outstanding deposits, thereby reducing the amount of capital available to lend to

credit customers.

Interest rates also play a key role in determining the available money supply. If interest
rates are high, customers may prefer to save money rather than spend it, increasing the
available reserves the commercial banks have to work with. Yet the banks, which must pay
the interest on these outstanding deposits, must find customers who want to borrow funds so
that the bank can eam enough interest revenue to cover depositor interest payments and,
hopefully, have funds left over in the form of profits.

Interest rates also affect the demand for money. Economic activity can be viewed as a
series of transactions, where money is the vehicle on which these transactions are based. If

there is a great deal of economic activity, or a high number of transactions, the demand for

money increases. lf the interest rates are high, the borrowing cost of firms are high, therefore
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demand for money is decreased.

The complicated relationship between money supply , demand, and output of an economy
is summarized through the use of 1S/LM analyses. The IS curve represents the different
possible combinations of aggregate output and interest rates such that the total quantity of
goods produced equals the total number of goods demanded, or those combinations of output
and interest that achieve market equilibrium.

The LM curve represents the combinations of aggregate output and interest rates that the
total amount of money demanded equals the quantity of money supplied, or those
combinations of output amd interest that achieve money market equilibrium.

Taken together, the IS/LM curves intersect at a point that indicates the equilibrium
levels for aggregate output as well as for interest rates such that both goods market
equilibrium and money market equilibrium are achieved and maintained . Moreover, the IS/LM

analysis illustrates the incxtricable relationship between interest rates, money supply, and

GDP.

interest Rates

LM

Output

Figure 2.1 The IS/IM curve
&) w0 1ending schools of tiought in Macrocconouics: Keynesianism vs.
Monetarism

There has been heated debate between two schools of thought in macroeconomics
regarding the role of government. Keynesians hold that government intervention can
significantly improve the operation of the economy while monetarists believe that markets

work best if left alone with minimal government interference . Their major arguments can be
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summarized as follows:

* Keynesian Thought

Free enterprise without government intervention does not cause full employment.

Unemployment is the big problem that needs a solution.

With government spending and monetary policy, government should smooth out the
business cycles.

Adequate information is available to take government action.

Government spending can help spur efficient economic growth.

« Monetarist Thought

Free market economics are best in the long run even at the cost of unemployment.

Inflation is the big evil;it is a tax on everyone.

Government intervention makes the economy worse off in the fong run.

Available economic data are usually inaccurate and too fate for useful government
intervention.

Government spending crowds out efficient private activity.

e Microeconomics |

@ Revenue, Cost, and Profit Equations

Managers can also use microeconomics tools to assess the maximum and minimum
values for revenue, cost, and profit equations. To understand these relationships, however, one
must first leam what components make up these three equations.

Revenue, simply put, is all the money a firm makes before any expenses are taken out.
In other words, revenue is equal to the number of units of product sold times the price each
unit is sold for.In its simplest form, Revenue = Price x Quantity Sold. Clearly, this equation
becomes slightly more complex for firms that produce more than one product, but the general
principle remains the same.

Cost equations can be slightly more complex than their revenue counterparts. Total cost
equations consist of a part that represents variable costs, or costs that change depending on

how many units a firm produces, and fixed costs, which do not change with production. An
.8 -



example of a variable cost would be material expenses, whereas an example of a fixed cost
would be a company’s rent. Thus, in its simplest form

Total cost (TC) = Variable Cost (VC) x Quantity Sold (Q) + Fixed Cost (FC)

Profit equations measure what a firn makes after it covers its costs of production.This
translates to a firm’s revenue less its costs,or:

Profit = ( Price x Quantity Sold) - [ (Variable cost x Quantity Sold) + Fixed Cost]

Elasticity of Deaand

Elasticity of demand refers to the change in behavior of buyers when there is a change
in the price of a product. More specifically, elasticity of demand is calculated as

Elasticity of Demand = [ % change in quantity of product demanded |

/[ % change in price]

Under the most basic conditions, the supply and demand curves presenied earlier
indicate that buyers are directly sensitive to price,such that the lower the price of an item,
the greater the quantity of the item the buyers are willing to purchase, and the reverse . There
are conditions, however, when the relationship of price to quantity is not so direct, nor is
selling fewer units of a product necessarily a negative outcome.

Consider the revenue equation Revenue = Price x Quantity

It is the objective of the manager to maximize revenue. The concept of demand elasticity
allows for the possibility that an incremental increase in price will not necessarily result in an
identical decrease in the quantity sold, where the net change in revenue is zero. It is possible
that an incremental increase in price, while it might prompt a decrease in demand, will
prompt a lesser decrease incrementally, resulting in an overall increase in revenue. Many
daily necessities fit into this category.

While the concept of elasticity is a useful one, few of any managers have the luxury of
randomly choosing prices for products until revenue is maximized . Fortunately , there is a more

scientific method.

The concept of optimization, or the practice of maximizing revenue and profits and
minimizing costs, rests on the idea of marginal analysis. Reconsider the plight of the manager

who wants to maximize revenue for a specific product. Ideally, the manager wants to find the
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right combination of price and quantity so that when they are multiplied, they yield the
highest revenue amount possible. Since trial and error is not an option, how can this be done?

Suppese trial and error were an option. The manager’s strategy might be to increase the
price of a product by one dollar each week and note the corresponding effect on quantity sold
and overall revenue. Effectively, the manager would be evaluating the corresponding change
in revenue for every one-unit change in price. If the current price of the product is lower than
the market will bear, then increasing the price will yield a positive change in revenue. If the
manager over-does it and sets the price of the product too high, the change in revenue will be
negative . From this, it stands to reason that the manager will know when he or she has hit the
right price when the change in revenue is neither negative nor positive. This is an intuitive
explanation of marginal analysis.

Performing marginal analyses enables managers to find the right combination of price
and quantity that maximizes revenue without trial and error. To derive a marginal function
given total function, one must take the first derivative of the dependent function with respect
to its independent variable. In this case, one would find marginal revenue by taking the first
derivative of the total revenue function and solving for the quantity that made marginal
revenue equal to zero. For example, If total revenue (TR) =120 x Q —3 x Q x 2, where Q is
quantity sold, and TR = P x Q, then marginal revenue (MR) = 120 — 6Q and marginal
revenue would be optimized where 120 - 6Q =0 ,or Q =20.

Managers also use technique of optimization to find levels of production that minimize
total costs. Recall that:

Total Cost = Variable Costs + Fixed Costs or TC =AQ +C

Where  is quantity and A and C are constants. In marginal analysis, only terms that
contain variables get differentiated on. Thus, the marginal cost function (MC) represents the
transition of variable costs to marginal costs, where the marginal cost associated with a given
unit represents the additional cost of producing the next unit. Setting the marginal cost
equation to zero and solving for a Q value can minimize total costs.

The last critical value that managers want to maximize is profit. Recall that:

Profit (MP) =TR-TC or Px Q- (AQ +C)

Profit is optimized by finding the values for which the marginal profit function equals
zero . Taking the first derivative of the profit function requires taking the first derivative of the
revenue and lotal cost functions, respectively, such that:

MP = MR - MC or MR =MC

.10 -



This final equation is one of the founding rules and neatest applications of
microeconomics for real-world managers. It states that profit is maximized when a company
produces a level of output such that the incremental revenue eamed on producing the next
unit is equal to the incremental cost incurred of producing the next unit. Since producing one
unit more would result in the company incurring an incremental cost greater than the
incremental revenue benefit from selling that unit, the company should limit production to the

number of units that make its marginal profit equation equal to zero.

The concept of market structure is central to economics. In decision-making analysis,
market structure has an important role through its impact on the decision-making
environment. The extent and characteristics of competition in the market affect choice
behavior among the actors.

In economics, markets are classified according to the structure of the industry serving
the market. Industry structure is categorized on the basis of market structure variables that are
believed to determine the extent and characteristics of competition. Those variables that have
received the most attention are number of buyers and sellers, extent of product
substitutability , costs, ease of entry and exit, and the extent of mutual interdependence . In the
traditional framework, these structural variables are distilled into the following taxonomy of
market structures:

(1) Perfect Competition—many sellers of a standardized product. A seller in a perfectly
competitive market is characterized as a “price-taker” because it can only react to the market
price and cannot by itself cause the market price to go up or down. A typical example of
perfect competition is the wheat market in the United States where there are nearly 500,000
wheat sellers.

(2)Monopolistic Competition—many sellers of a differentiated product. Copy stores are
good examples of monopolistic competition. The copies may be the same, but the service
varies. Kinko’s copy centers, for instance, sell copies for seven cents each, while some
economy stores charge lower fees. Kinko’s justifies the higher price by being open 24 - hours
and offering competent and friendly service in clean stores. In contrast, the lower-priced
stores provide bare-bone service. But the existence of discounters places an upper limit on
copy prices for the whole market. As a result, Kinko’s would most likely suffer if it charges
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