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1. Microeconomics
Versus Macroeconomics

Economics is a social science. Broadly speaking, it is concerned
with the use of scarce resources (for example, different kinds of labor
skills, land of various qualities, and the capital goods that modern
technology produces) for the satisfaction of human wants.

Like most disciplines, economics is divided into several branches
and sub-branches. Its two major branches are microeconomics and
macroeconomics. Microeconomics is concerned with the behavior of
individuals and well-defined groups of individuals, or micro units,
such as households, firms, and industries. Macroeconomics, on the
other hand, deals with broad aggregates, such as national income,
employment, consumption, and investment.

In a sense, the micro-macro distinction is artificial, because the
actual decisions about production, consumption, investment, em-
ployment, and so on are made by the micro units of the economy.
Therefore, the basic principles of economic theory are those, which
explain the behavior of the micro units. However, the distinction is
justified by the basic differences in the objectives and methods of the
two branches.

Microeconomics deals primarily with the analysis of price deter-
mination and the allocation of specific resources to particular uses.
Macroeconomics, on the other hand, deals with the determination of
the levels of national income, aggregate consumption, aggregate in-
vestment, and aggregate resources employment.

While microeconomics deals with individual prices, for example,
the price of beef, the price of corn, and the price of wine and their re-
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lationship to one another, macroeconomics deals with aggregate price
indices, for example, the consumer price index and the wholesale
price indices. As a result, the relationship between individual units
and aggregates is not clear in macroeconomics. Nevertheless, the
simplifications introduced by aggregation are helpful.

Despite its usefulness in explaining how the individual decision-
making units of the economy fit together to form a coherent whole,
microeconomics is severely limited by its enormous complexity and
confusing detail when it comes to explaining aggregate behavior. This
problem is very much like the problem experienced by a person driv-
ing from Paris to Rome using a road map that shows every little street
along the way. .

Macroeconomics offers a practical approach to aggregate econom-
ic behavior; it attempts to describe the behavior of the economic sys-
tem in terms of a few simple aggregates. Surely it is much easier to
study the overall performance of an economic system in such terms as
national income, aggregate investment, and aggregate consumption
than it is to study the behavior of each individual consumer and pro-
ducer. To pursue our earlier analogy, the driver from Paris to Rome
could greatly benefit from a road map that shows only the major high-
ways, not a lot of unnecessary detail.

When properly understood, microeconomics and macroeconomics
become complementary, rather than competitive, branches of eco-
nomic theory. Thus, macroeconomics can enable policy makers to
pursue appropriate strategies to ensure an economic environment that
validates the verities of microeconomics. Similarly, microeconomics
can often be a fruitful source of hypotheses that can be used, with

suitable modifications, to explain aggregate behavior.
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Exercises

I. True or False

1.
2.

Economics is typically divided into two main branches.

The *“utility of value” proposes that the price of an individual
product should be determined by the usefulness of that prod-
uct.

Macroeconomics studies the economic decision-making of
firms and individuals in a market setting.

Macroeconomics focuses on the study of the economy in the
small,

Macroeconomics is concerned with the behavior of individuals
and well-defined groups of individuals.

The relationship between individual units and aggregates is so
clear in macroeconomics.

Important to macroeconomics is the definition and measure-
ment of macroeconomic aggregates.

Microeconomics describes the behavior of the economic system

in terms of a few simple aggregates.

. Both microeconomics and macroeconomics deal with economic

decision making but from different vantage points.

10. Microeconomics focuses on the individual participants in the

economy.

I . Study Questions

4

1.
2.

What does macroeconomics deal with?

What does microeconomics deal with?



3. Use your own example to explain how, in a market economy,
price helps to decide :
1)What will be produced.
2) How foods and services will be produced.

4. Explain how each of the following helps markets to operate ef-
fectively :
1) competition
2) information

E. Fill in the blanks with the words given below in proper form

definition produce condition decision service

individual scale use bear basic

Economics is the study of money, banking, capital and wealth.
Since the _ 1 task of an economic system is to 2 goods and ser-
vices and to distribute them among the people of a society, the most
commonly used 3  of economics is: The study of the _ 4 asoci-
ety makes concerning the production of goods and _ 5 and l‘now the
society distributes these goods and service among its members.

Economics is about many matters both small and large. On a
small _6 microeconomics focuses on 7 aspects of economics,
such as consumer demand, supply, and prices under various 8 ,
for instance, how a household spends its money. It also studies the
way in which a business determines how much of a product to produce
and how to make best 9  of the factors of production. Tt also

10 on such matters as pricing strategy.



2. Types of Economic Systems

There are several kinds of economic systems, but two of the
most basic types are the command system and the market system.

The command system is a very centralized type of economic sys-
tem. In a command economic system all the economic decisions, such
as what to produce, how to produce, and division of the output a-
mong the people, will be decided by the central government. This
system offers a relatively simple way to organize people’s economic
activities according to a comprehensive plan. The very concept of a
plan is attractive, as it implies the provision of order to the complex
tasks of deciding how best to utilize society’s scarce resources. In a
word, the central government makes the basic decision and requires
the people to follow the plan for their economic benefit.

But real experience of this system has been considerably more
complex than this simple introduction suggests. Inefficiency is a key
weakness of command economies, mainly due to a lack of incentives.
The state-owned enterprises lack the profit motive need to promote
efficiency and the workers lack this same motivation to work efficient-
ly. So the productive efficiency is weak.

Another problem has been the inability of the planned system to
cope with the task of planning, directing and coordinating production
and distribution of the vast number of products of a modern industrial
economy. Consequently this system often incurs a serious misuse of
scarce econormic resources.

The market system provides a completely different way of orga-
nizing society’s economic resources. The economic decision-making is
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completely decentralized, with individuals making the decisions.

In a market system what to produce is decided mainly by the de-
mand of consumers. Businesses will produce those goods and services
that are in demand in order to earn profit. How to produce it is decid-
ed by producers, which are privately owned businesses. Since their
goal is to earn a profit, they will strive for the most efficient produc-
tion methods possible. How to divide up the economic pie in a market
system is a more complex matter. A person’s or group’s share of the
economic pie depends on their income. The main factor influencing
whether a person or group receives a large or small share of the eco-
nomic pie is the supply of and demand for the skills that they possess.

Of course, the market system is not without its weaknesses and
problems. There are three types of problems that a market system
can develop:

Weakness on the supply side prevents it from producing goods
and services efficiently.

Inadequate demand for goods and services on the demand side
could cause unemployment and recession.

Excessive demand for goods and services on the demand side
could cause inflation.

No two economies in the world are exactly alike, but most fall
under the very broad category of the mixed economy. Mixed e-
conomies have markets where the exchange of goods and services
takes place using money as the medium of exchange. They generally
have a large degree of free enterprise stemming from their history of
economic development., However, there are also extensive elements
of government involvement.

It is believed that government is very important to maintain the
conditions for a market system to function. Governments regulate the

operations and practices of businesses in many ways, for example, by
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regulating the conduct of labor relations, and with laws regulating

advertising practices. Many prices are regulated by governments, in-

cluding electrical rates, rents, transportation rates, and tobacco and

alcohol prices. A market could not operate efficiently without some

government involvement.
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Exercises

I. True or False

1.

Work incentives are less strong in a command type of econom-
ic system than in a free-enterprise system.
In a command system, consumer goods are often inferior in

quality and in scarce supply.

. In a command system, production methods tend to be more ef-

ficient than in free-enterprise systems.

- In a market system, decision regarding what to produce is

made for the most part by consumers as they make their
spending decisions in the market place.

In a command economy, the decisions regarding what to pro-
duce, how to produce it and for whom to produce it are basi-

cally made by the government.

. The market type of economic system would correct a shortage

of a product by government instructions to producers to in-

crease production of the product.

. The market type of economic system would correct a shortage

of a product by raising the price of the product and profits of
its producers.



8. In a market system type of economy, the “for whom” question
is basically described by the government.

9. Market system type of economy provides strong work incen-
tives for people.

10. Market system type of economy tends to generate a high ma-
terial standard of living.

I. Study Questions ‘ »

1. What are the advantages of the market system?

2. How do different economic systems solve the problem of
scarcity?

3. What are the major differences between the planned economic
system and the market economic system?

4. How are goods and services produced in a planned economic
system?

T. Fill in the blanks with the words given below in proper form

response determine fundamental continue which

value behavior run receive describe

One of the remarkable things about the American economic sys-
tem is that it seems to 1 by itself. No central economic agency
dictates 2 to What, How and Who questions. Yet the questions
are answered.

Prices 3  what we are willing and able to buy. They influence
us to 4 in school or to accept a job. Prices help to determine
when and where factories will be built, 5 businesses will suc-
ceed, which will fail, and even the color and style of the clothing that
will be manufactured.

Prices, the money 6 of goods and services, carry so much
information and so affect the 7 of buyers and sellers that e-
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conomists often 8  the market economic system as a price-directed
system. The price system provides the answers to the 9  ques-
tions of What goods and services will be produced, How they will be
produced, and Who will 10  them.
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3. The Three Basic
Questions of Economics

Some economics are scare and we cannot have everything that we
want, we are forced to make certain very basic choices: What goods
and services will be produced? How will they be produced? For whom
will they be produced? There are the three most basic economic ques-
tions that every society must face.

What products will be produced?

Because economics are scarce, no society can have all the goods
and services that it wants. Instead it must make choices, or set prior-
ities. For example, should society devote its limited resources to pro-
ducing civilian or military goods, luxuries or necessities, goods for
immediate consumption or goods that increase the wealth of society?
Should small or large cars be produced, or should buses and subways
be produced instead of cars? Should the military concentrate on
strategic or conventional forces? People have to choose between hav-
ing more of some things and less of others. They sometimes have to
set priorities. Obviously, the question of what to produce relates to
the goal of effectiveness because the priorities they set will reflect
their needs and wants.

In a command system the government economic planning agency
decides what to produce by giving each plant production quotas that
specify the products and quantities of each that are to be produced.
But in a market system what to produce is decided in a market system
mainly by the demand of consumers. Since the basic goal of business
is to earn a profit, businesses will produce those goods and services
that are in demand. Thus. the basic decision of what to produce is
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