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MODULE ONE

PREVIEW.
Microeconomics: Meaning, Scope, Nature, Importance and Limitations.
Basic Economic Problems.
Role of Price Mechanism in a Market Economy.
Positive Economics and Normative Economics.
Concepts of Equation, Functions, Graphs, Diagrams, Line, Slope and Intercept.

MICROECONOMICS.
Economics is broadly divided into two streams of studies: Micro and Macro Economics.
Microeconomics is the study of households and firms. Households consist of individual
consumers and the household as a whole. Firms consist of entrepreneurs and managers and the
firm as a whole. Microeconomics studies the manner in which firms and households make
decisions and they interact in different markets. A micro-economist may study the impact of the
recently introduced Goods and Services Tax (GST) by the Government of India on specific
firms, consumers and industries while the macro-economist may look at the overall impact of
GST on the national economy and the exchequer. We may cite other examples such as the
impact of compulsory playing of the national song in movie theatres on cine goers. Whether the
number of cine goers have increased or decreased as a result of the new rule? Whether the
decision of the Government of Maharashtra to reduce stamp duty on house size below 500
square feet has led to increased construction of such houses and increased demand for such
houses?
Micro-economic decisions have macroeconomic consequences and vice versa. When individuals
and households, firms and industries make decision to buy more and produce more, the
aggregate demand in the economy increases. The decision to buy more and produce more is
microeconomic whereas the increase in aggregate demand is the macroeconomic consequence of
microeconomic decision making. Similarly when government decides to increase or decrease
the income tax slab rates, there is a change in demand for various goods and services produced in
the economy. Change in demand for motor cars as a result of change in income tax rate is the
micro-economic consequence of a macroeconomic decision.
The aim of microeconomics is to analyze market mechanisms that establish relative prices of
goods and services and allocation of scarce resources amongst alternative uses. Microeconomics
analyzes market failure, where markets fail to produce efficient results and prescribes how
government intervention can correct market failures. For instance, the overproduction of
alcohol, cigarettes and other tobacco related products, hallucinating drugs etc put not only the

consumers of these products to disadvantage but also their dependents and friends and the
society at large. These are private goods with negative externalities. The markets fail to produce
public goods and merit goods in adequate quantities resulting in under consumption.
Government intervention in the case of merit goods and public goods increase their supply and
the level of consumption of these goods go up in the society.
The study of microeconomics includes general equilibrium, markets under asymmetric
information, choice under uncertainty and economic applications of game theory. Applied
microeconomics includes a range of specialized areas of study, many of which draw on methods
from other fields. Industrial Economics examines topics such as the entry and exit of firms,
innovation, and the role of trademarks. Labor economics examines wages, employment, and
labor market dynamics. Public economics examines the design of government tax and
expenditure policies and economic effects of these policies (e.g., social insurance programs).
Political economy examines the role of political institutions in determining policy outcomes.
Health economics examines the organization of health care systems, including the role of the
health care workforce and health insurance programs. Urban economics, which examines the
challenges faced by cities, such as urban sprawl, air and water pollution, traffic congestion, and
poverty, draws on the fields of urban geography and sociology. Financial economics examines
topics such as the structure of optimal portfolios, the rate of return to capital, econometric
analysis of returns on securities, and corporate financial behavior. Law and economics applies
microeconomic principles to the selection and enforcement of competing legal systems and their
relative efficiencies. Economic history examines the evolution of the economy and economic
institutions, using methods and techniques from the fields of economics, history, geography,
sociology, psychology, and political science. The terms ‘Micro’ and ‘Macro’ economics were
coined by Prof. Ragnar Frisch of Oslo University during the 1920’s. The word micro means a
millionth part i.e. 0.000001 and that is very small.

SCOPE OF MICRO ECONOMICS.
Microeconomics seeks to analyze the market forms or other types of mechanisms that establish
relative prices of goods and services and/or allocates society’s resources amongst their
alternative uses. The scope of microeconomics includes the study of the following topics:
1. Theory of product pricing, which includes: Theory of consumer behavior, Theory of
production and costs.
2. Theory of factor pricing, which includes: Theory of wages, Theory of rent, Theory of
interest, Theory of profits.
3. Theory of economic welfare.
The study of Microeconomics is fundamental to the study of economic theory. It has both
theoretical and practical implications.

IMPORTANCE OF MICRO ECONOMICS.
Microeconomics is of both theoretical and practical significance.
microeconomics can be explained as follows:

The importance of

1. To Know the Working of a Market Economy. The study of microeconomics helps to
understand the working of a market economy or a free enterprise economy. The
fundamental economic problems of what to produce, how to produce, how much to
produce, when to produce, where to produce and for whom to produce are solved by the
market forces of demand and supply or the invisible hand as propounded by Adam Smith.
A market economy is largely run by individual firms and consumers under the overall
policy framework determined by the government of the day. Thus, AP Lerner says,
“Microeconomics teaches us that completely direct running of the economy is impossible
– that a modern economy is so complex that no central planning body (government) can
obtain all the information and give out all the directives necessary for its efficient
operation”.
2. To Invent and Innovate Tools for Economic Policies. Microeconomics creates the
analytical tools to evaluate the economic policies of the government. The market or price
mechanism is a tool that helps to understand how demand, supply and prices of various
goods and services are determined. No market economy is completely free. There is
State intervention and State owned production of goods and services. Public utilities like
the railways, postal services, water supply, production and distribution of electricity etc
are owned and operated by the Government at various levels. The pricing policy of the
government is welfare oriented and hence profit alone is not the motivating factor. Many
a times, these goods and services are subsidized by the government. All of these goods
are also privately produced such as the sale of bottled water, metro rail services, taxi
services such as Ola, Uber and others, courier services such DTDC, Fedex, DHL Express
etc and electricity is produced and distributed by companies such as Tata Power, Reliance
Power etc. Both Public and Private companies compete in the production of goods and
services in a mixed economy like India. The pricing policies of public sector companies
will have its impact on the pattern of demand for the same goods produced in the private
sector and vice versa. For instance, the reduction of transport fares by BEST, the local
transport undertaking run by the government in July 2019 had its impact on taxi services
in the Mumbai region. Microeconomics helps the Public Enterprises to determine their
price policies so that the objectives set by the State run firms are achieved.

3. To Efficiently Allocate Scarce Resources. The market mechanism helps to allocate
scarce resources to their most efficient and most profitable use. Least cost maximum
output is produced so that these goods and services are appropriately priced and the
maximum economic welfare of the maximum number of people is achieved. In areas of
market failure, the State intervenes and promotes and executes poverty eradication and
employment generation programs so that income is more evenly distributed in the

economy. The State also executes public funded education and health programs so that
these merit goods are made available to the largest number of people. Both market and
State mechanism evens out the allocation of scarce resources in the economy.
4. To Know the Microeconomic Impact of Macroeconomic Policy. The fiscal policy
deals with public revenue and public expenditure. Both revenue and expenditure policies
have microeconomic impact. A change in the direct and indirect taxes will influence the
individual incomes of the people and hence the demand for various goods and services.
Similarly, income transfer schemes of the government will also influence individual
incomes of the lower sections of the society. The monetary policy of the government is
formulated and executed by the Central Bank. It deals basically with the cost and
availability of credit in the economy. If credit is cheap, both consumption and investment
borrowing will go up in the economy. These macroeconomic policies have micro
economic impact and such an impact is studied under microeconomics.
5. To Know the Implications of a Globally Integrating Economy. Most economies of
the world are integrated in terms of movement of goods and services and also movement
of factors of production across the borders and between the countries participating in
international trade. Microeconomics will help in identifying and analyzing the gains of
trade, balance of payment situation, determination of exchange rate between countries,
purchasing power parity between the currencies of the countries of the world and capital
flows across borders.
6. To achieve Maximum Possible Economic Welfare.
Welfare Economics as a
distinctive branch of micro economics deals with the conditions of economic welfare. It
examines the subjective satisfaction that individuals derive from the consumption of
goods and services and from enjoying free time or leisure. It is related to maximization
of social welfare and hence prescribes conditions under which maximum social welfare
will be achieved. Welfare can only be maximized under the conditions of perfect
competition. Other market forms involve mal-allocation of scarce resources and
restricted output leading to higher cost and higher prices. The Pareto-optimal conditions
of maximum social welfare can raise the standard of living and life as well of the people.
7. To Predict the Outcome of Economic Interventions and Future Trends. To eradicate
poverty in a village or a group of villages or a district, a microeconomic study will have
to be undertaken to measure the extent of poverty in the unit under consideration. The
next step will be estimating the poverty gap ratio which will help the planners to
determine the amount of income transfer required to raise the people above the poverty
line. Similarly, micro economic studies are undertaken to forecast demand for various
goods and services, consumption patterns, change in the tastes and habits of people,
impact of local customs on consumption patterns etc.
8. To Construct Economic Models. Microeconomics helps in understanding complex
economic phenomenon by constructing simple economic models. AP Lerner says,
“Microeconomic theory facilitates the understanding of what would be a hopelessly
complicated confusion of billions of facts by constructing simplified models of behavior

which are sufficiently similar to the actual phenomena to be of help in understanding
them,.” The basic demand and supply model helps to know how prices are determined
in the product as well as the factor market. Similarly, models are created to explain
product price determination and competition in various market forms such as perfect
competition, monopoly, monopolistic competition and oligopoly.
LIMITATIONS OF MICRO ECONOMICS.
However, microeconomics has its limitations as well:
1. Macroeconomic Policies. Theoretically speaking, aggregate demand in the economy is
the sum of individual demands and the aggregate supply is the sum of individual
supplies. However, the economy as a whole is not just a sum of individual units. The
whole assumes characteristics and features which are not found in individual economic
units. The macro economy needs to be looked at in a holistic manner and hence in order
to understand aggregations, macroeconomic tools are required.
The tools of
microeconomics cannot be used to understand macroeconomic phenomenon such as
national income, national expenditure, business cycles, inflation, unemployment, poor
productivity etc.
2. Microeconomics is based on Unrealistic Assumptions or Conditions. Market
economies are no more completely market based. There is State intervention in many
areas of the market both to regulate and supplement and complement the activities of the
market. Assumptions like laissez faire (free market economy), full employment and
perfections in the various aspects of the market are found to be unrealistic.

BASIC ECONOMIC PROBLEMS.
The productive resources like land, labor, capital and enterprise available for the human society
are scarce or limited. Land refers to the fertility of the soil, climate, forests and the mineral
deposits, water resources etc. Labor is the human resource that is used to produce goods and
services. Labor involves both physical and mental labor. Capital refers to the machinery,
factories, equipment, tools, inventories, irrigation and transportation and communication
facilities. Capital is produced means of production and hence it is used to produce other goods
and services. Money is only a medium of exchange and as Alfred Marshall said, money alone
cannot produce a single blade of grass. However, money in the form financial capital is a
productive resource. Finally, the enterprise or the entrepreneur is the most important productive
or economic resource because the entrepreneur is the pivot around which all economic activities
revolve. The entrepreneur is the decision maker in the economy. The basic economic
problems: what to produce, how to produce, how much to produce, for whom to produce,
when and where to produce etc are answered by the entrepreneurs. Without entrepreneurs,
there will be no surplus and without surplus there will be no trade.
Scarcity of resources is the fundamental economic problem and is the driving force behind all
human endeavors. If resources were unlimited, human beings would not exert and would have

lived and died like sloths. While the resources are scarce, human wants are unlimited. However,
these unlimited wants are gradable and can be postponed. Resources, although scarce, have
alternative uses i.e. they can be put to different uses. Limited resources and unlimited human
wants are reconciled through alternative use of resources and gradation of human wants.
Choosing between military goods and food, one can allocate more resources to food and produce
more food or allocate more resources to military goods and produce more military goods.
Choice involves trade-off. If you chose to produce more military goods, you will have to
sacrifice some food and vice versa. Trade-off is the result of scarcity of resources. Wants can
be graded on the basis of importance. More important wants will be satisfied first and less
important wants will be satisfied later.
Resources are cumulative. Overtime, the resource pool available to the human society increases
and hence the production capacity also increases. Innovations and inventions leads to higher
productivity and higher output leading to greater satisfaction of human wants. However, human
wants are always greater than what the available resources can satisfy. Hence, resources will
always remain scarce.
ROLE OF PRICE MECHANISM IN A MARKET ECONOMY.
In a market economy, the economic decisions are taken by free consumers and producers. The
consumers are known to be sovereign in a market economy. The choices and preferences of the
consumers are taken into consideration by the producers or the firms in their decision making.
What to produce? – is the question before the producer. What to consume? – is the question
before the consumer. The choices made by the consumer translate into demand for goods and
services and producers make their decisions on the basis of demand for various goods and
services. Thus the questions: What to consume and how much to consume reveal the choices,
preferences and the quantities of various goods and services that will be consumed by the
consumers. The firms’ decision on the question of how to produce is answered by the factor mix
that the firm will have to employ in producing goods and services. Land, labor, capital and
enterprise are the factor inputs. A given combination of these factors will be determined by
factor prices i.e. rent, wages, interest and profits. Both factor prices and product prices are
determined by the market forces of demand and supply. Price is the pivot around which the
market economy revolves.
The price mechanism or the ‘invisible hand’ helps in optimizing production and consumption.
Only those goods and services are produced for whom demand has been registered. The markets
register the choice and preferences of the people and accordingly goods and services are
produced. The producers allocate their resources to their most profitable use in order to
maximize profits. Consumers allocate their income to the consumption of various goods and
services with the objective to maximize consumption or satisfaction. Profit maximization by the
firms is reconciled by maximization of satisfaction by the consumers. Price mechanism is the
signaling device in the market that leads to desirable outcomes. Market prices reflect the value
of a commodity to the society and the cost to the society of producing the commodity. The price
mechanism leads to maximum social welfare and also profit maximization.

The battle of ideologies represented by the markets and the State was won by the markets in the
last decade of the 20th Century with the disintegration of the Soviet Union in 1991 and the
collapse of the Berlin Wall in 1989 (Reunification of East and West Germany). However,
markets are not free from their limitations. There are areas in which markets fail to deliver or
allocate resources efficiently.

POSITIVE AND NORMATIVE ECONOMICS.
The role of economist is to explain economic phenomenon. The female work participation rate
in the labor market has fallen in India. The economist is expected to explain the causes of such a
fall in spite of the improvements in female literacy and education at all levels. Economists as
social scientists explain such strange phenomena by conducting a scientific study of falling
female work participation rate and advise the government on what measures should be taken by
the government and industry to improve female work participation rates. Why the incidence of
child labor is high in India in spite of prohibitive legislation? What measures should be taken to
reduce the incidence of child labor? How cigarette smoking causes increase in the health
expenditure and what measures should be taken to reduce the incidence of cigarette smoking
among men and women in the country? All these and many more questions involve scientific
study and advice. Economists are therefore social scientists (positive economics) and policy
advisors (normative economics) at the same time.
Economists as policy advisors and scientists use different languages. For example, the statement
‘MGNREGA wage rates have led to increase in rural wage rates in India and rate of growth of
rural employment has fallen’ is a positive statement or a statement of fact. Let us take another
statement that ‘In order to reduce rural poverty in India, minimum wage rates must be increased’.
This statement explains a desirable state of affairs in the rural labor market in the form higher
minimum wage rates and expected reduction in rural poverty. A statement that is desirable in
nature is a normative statement. Comparing the two statements, the first statement is a
scientific statement and the second statement is advisory in nature. Positive statements are
descriptive in nature whereas normative statements are prescriptive. A positive statement
explains the social phenomena as it is whereas a normative statement expects a change in the
social phenomena. The difference between the two lies in ‘what is it and what ought to be’.
Table 1.1 lists a few positive and normative statements in economics.
Positive economics explains as to how the economy performs its basic functions: production,
consumption, exchange and distribution. It is concerned with questions like: how to produce,
what to produce, how much to produce, where to produce and for whom to produce? What is the
saving and investment rate in the economy and given the targeted growth rate, how much saving
and investment be made? How prices are determined in the product and factor markets? How
producers combine resources to minimize the cost of production? How products prices are
determined in different markets such as monopoly and oligopoly markets? How do taxes and
subsidies influence the production and consumption of different goods and services? How does
minimum wage legislation affect wage rates and employment? How does the Bombay Rent
Control Act affect the supply of rental houses in the Mumbai city? All these and many more
questions become part of positive economics.

Positive economics is thus factual and can be scientifically verified. It is objective and free from
ethical and value judgments.
In contrast, normative economics is concerned with how the basic economic functions should be
performed. More often normative discussions on economics take the ideological route.
Economic thinkers on the ideological divide will have different opinions and the issue in hand
may become controversial and opinionated. Normative analysis is based on positive analysis and
value judgments of the society. Controversies in normative analysis are more or less permanent
whereas in positive analysis, conclusions are verified again and again by collecting more
representative data and attempting a more rigorous analysis. In Government of Finland has
introduced the concept of basic income on a trial basis with an aim to reduce unemployment and
poverty. The Finnish government gives Euros 560 or USD 583 every month to a group of 2000
unemployed people. The basic income concept has found takers in the United States and the
Economic Security Project in the US has committed USD 10 million to try out the new concept.
Other countries such as the Netherlands and Scotland are also on the way to implement the
concept.
Universal Basic Income (UBI) ensures that every citizen in the country gets a
minimum basic income from the Government as a social security measure. The idea is to banish
basic poverty at one stroke. However, the idea is being debated upon across the world and even
in India. On the positive side, it is capable of eliminating poverty in a single strike. On the
normative side, it is argued that people will become lazy and will not look for work.
Table 1.1 – Positive and Normative Economics
SNO Positive Statement
Normative Statement
The rate of growth of economy in 2017-18 The rate of growth of the economy in
1.
will be 7 to 7.5 %
2017-18 should be 8 per cent.
There are substantial leakages in the Honest officers should be appointed in
2.
development programs executed in India.
executing development programs in India.
Universal Basic Income will eliminate basic UBI will lead to lethargy and laziness
3.
poverty in a single strike.
amongst young people.
Fiscal deficit of Maharashtra will increase The Government should support the
4.
with the debt-waiver package to farmers.
distressed farmers by waiving-off their
debt.
A reduction in taxes on alcohol will Production and consumption of alcohol
5.
increase the consumption of alcohol.
should be banned.

CONCEPTS OF FUNCTION, EQUATION, GRAPHS, DIAGDRAMS, LINE, SLOPE
AND INTERCEPT.
A 'function' explains the relationship between two or more economic variables. A simple
technical term is used to analyze and symbolizes a relationship between variables. It is called a
function. It indicates how the value of dependent variable depends on the value of independent or
other variables. It also explains how the value of one variable can be found by specifying the
value of other variable. For instance, economist generally links demand for good depends upon
its price. It is expressed as D = f (P). Where D = Demand, P = Price and f = Functional

relationship. Functions are classifieds into two type namely explicit function and implicit
function. Explicit function is one in which the value of one variable depends on the other in a
definite form. For instance, the relationships between demand and price Implicit function is one
in which the variables are interdependent.
EQUATIONS.
Economic theory is a verbal expression of the functional relationships between economic
variables. When the verbal expressions are transformed into algebraic form we get Equations. 32
The term equation is a statement of equality of two expressions or variables. The two expressions
of an equation are called the sides of the equation. Equations are used to calculate the value of an
unknown variable. An equation specifies the relationship between the dependent and
independent variables. Each equation is a concise statement of a particular relation.
For example, the functional relationship between consumption (C) and income (Y) can take
different forms. The most simple equation; C = a (Y) states that consumption (C) is related to
income (Y). It says nothing about the form that this relation takes. Here ‘a’ is constant and it has
a value greater than zero but less than one (0<a<b<1).

BASICS OF GRAPHS.
Graphs explain the relationship between variables. When the price of tomatoes per kilogram
rises, people demand fewer kilograms of tomatoes. The relationship between price of tomatoes
and demand for tomatoes can be easily shown with a graph. A graph is a visual representation of
the relationship between two variables. Numerical information can be expressed in the form of
graphs. Here we will study the mathematical relationships among variables.
Graphs are based on the Cartesian co-ordinate system. A Cartesian coordinate system is
a coordinate system that specifies each point uniquely in a plane by a pair of
numerical coordinates, which are the signed distances to the point from two fixed perpendicular
directed lines, measured in the same unit of length. A graph is constructed by drawing two
straight lines intersecting at 90 degree angle. These lines are called coordinate axes. The point
of intersection is known as the point of origin. The vertical coordinate is called the Y-axis and
the horizontal coordinate is called the X-axis. These two coordinates divide the space into four
quadrants: Quadrants I to IV. Positive values of the X coordinate are measured to the right of the
origin while negative values are measured to the left. Positive values of the Y coordinate are
measured above the origin and negative values are measured below the origin. Once the axes are
drawn and suitable scales for the values are assigned along either axis, observations of the given
variables can be plotted or graphed. Generally, relationship between two positive variables are
studied and hence only Quadrant I is used to draw a graph. Figure 2.3 shows the Cartesian Coordinate System with four quadrants.

Graphs of a Single Variable.
In Figures 2.4, 2.5 and 2.6, only a single variable is measured. In Fig. 2.4, the direction of
exports of crude oil to different countries with the help of a pie chart. A slice of the pie
represents the share of Iraq’s exports to a particular country/continent. The time-series graph in
Figure 2.5 traces the trend in sale of trucks over time. The bar graph in Figure 2.6 shows the
number of visitors visiting the park over the years. The height of the bar represents the number
of persons visiting the park in a given year.

Fig. 2.4 Direction of Exports

Fig. 2.5

Fig. 2.6

Graphs of Two Variables: The Coordinate System.
The relationship between two variables can be explained with the coordinate system. For
instance, the relationship between the numbers of hours per week spent in studying and the grade
point average. These numbers can be placed in brackets as an ordered pair and appear as a single
point on the graph. Ganesh, for example is represented by the ordered pair 30 hours per week
with the GPA of 4 (30 hours/week, 4.0 GPA). Mahesh who spends only 10 hours per week in
studies is represented by the ordered pair 10 hours/week, 2.0 GPA. These ordered pairs can be
graphed on a two dimensional grid. The first number in each ordered pair is called the X –
coordinate which gives the horizontal location of the point. The second number called the Y –
coordinate gives the vertical location of the point. The two coordinates in the ordered pair tell us
where the point is located in relation to the origin with X units to the right of the origin and Y
units above the origin. Figure 2.7 graphs grade point average (GPA) against study time for
Ganesh, Mahesh and others. This type of a graph is called a scatter-plot or a scatter diagram
because it plots scattered points. Studying the graph, we get to know that points to the right
indicate progressively more and more study time and it correlates with higher GPA. Since study
time and GPA move in the same direction, we can conclude that these two variables have a
positive correlation. In contrast, if movie time and GPA are correlated, we will get a negative
correlation i.e. higher the movie time, lower will be the GPA.
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Figure 2.7 – Graph of Two Variables using the Coordinate System.
Economic models are represented by curves or diagrams. Curves explain the functional
relationship between two variables on a two dimensional graph. For example, there are five
students in the class and their names are: Anand, Samreen, Dayanand, Mehroza and Pankaj. To
assign roll numbers to these students, they should be arranged in the alphabetical order as shown
in Table 2.4.
Name
Anand
Dayanand
Mehroza
Pankaj
Samreen

Roll Number
01
02
03
04
05

Alphabetical arrangement of roll numbers defines a function. It shows what number will be
assigned to each student and no student will be without a roll number. In this example, the set of
students is known as the domain of the function. The set of integers is known as the range of the
function. Similarly, the same set of students can be denoted as set ‘X’ and their parents can be
denoted by set ‘Y’. Every student in set ‘X’ can be assigned a unique pair of parents in set ‘Y’.
In this example, it is possible that two students in set X will have the same pair of parents in set
Y but it is not possible for a student in set X to be associated with more than one pair of parents
in set Y. Here, ‘being a parent of’ is a rule that is associated with every element in set X with a
unique element in set Y. In this example, the domain is ‘X’ and the range is ‘Y’. In this manner,
set Y may consist of birthdays, heights, weights, etc.

A function from X to Y is a rule which relates every element of set X with a unique element of
set Y. This is written as:
f :X→Y
Let us now suppose that X and Y are both sets that contain numbers. Let ‘X’ be the domain of
the function and let Y be the range of the function. Let the function be: Y = 2 + 3*X. Thus, if X
= 1, the rule says that Y must be equal to 2 + 3*1 = 5. Here, the function assigns the element 1
from set X to the element 5 in Set Y. Let us assume that Set X contains elements one to six and
represent the function as stated in Table 2.5.

Table 2.5 - Y = 2 + 3*X.
X Y
Increase/Decrease
0 2 + 3*0 = 02 1 2 + 3*1 = 05 3
2 2 + 3*2 = 08 3
3 2 + 3*3 = 11 3
4 2 + 3*4 = 14 3
5 2 + 3*5 = 17 3
6 2 + 3*6 = 20 3
The function Y = 2 + 3*X assigns the value 5 to X = 1, 8 to X = 2 and so on. When X increases
by one unit, Y goes up by 3 units. The rate at which Y increases when X increases by one
unit is called the slope of the function. If X = 0, then Y = 2 + 3*0 = 2. Here, 2 represents the
value of Y when X = 0. It is called the Y- intercept. This function is graphically illustrated in
Figure 2.8.
In Figure 2.8, values of Y are measured on the vertical or the Y axis and the values of X are
measured on the horizontal or X axis. Two is the Y – intercept because it is the value of Y when
X = 0.
Thus, when ‘X’ increases by one unit, the value of ‘Y’ increases by 3 units. The
number by which the value of Y increases when the value of X increases by one unit is known as
the slope. The curve obtained in the graph has a positive but constant slope. A curve with a
positive slope shows direct relationship between the two variables i.e. when both the variables
move in the same direction, the curve assumes a positive slope.

Let us draw a curve with a negative slope as shown in Figure 2.9.
assume that set ‘X’ contains elements from zero to six.
Table 2.6 - Y = 6 - 2*X
X Y
Increase/Decrease
0 6 - 2*0 = 6 1 6 - 2*1 = 4 2
2 6 - 2*2 = 4 2
3 6 - 2*3 = 0 2
4 6 - 2*4 = -2 2
5 6 - 2*5 = -4 2
6 6 - 2*6 = -6 2

Let Y = 6 - 2*X. Let us

CURVES IN THE COORDINATE SYSTEM.
Figure 2.7 showed how number of hours of study is related to the grade obtained by students.
The graph showed a positive correlation between the two variables. However, in reality, the
grade point average obtained by the students would depend on a number of other variables such
as the standard of living of the student, the quality of the teachers, the quality of the educational
institution and the curriculum. In Economics, ceteris paribus assumption is made to study the
effect of one variable over the other. Ceteris paribus means other things are held constant. For
instance, the demand curve shows the relationship between quantity demanded of a commodity
at various prices with income and other variables assumed to be constant. For example, the
number of books demanded by Sunil will depend upon his income and the price of books. When
the prices are lower, Sunil will buy more books and when the prices are higher, Sunil will buy
lesser books. However, Sunil will buy a larger quantity of books at any given price at a higher
level of income and buy a lower quantity of books at any given price at a lower level of income.
In this case we have three variables: income, prices of books and the number of books purchased

by Sunil. On a two dimensional graph, we can show only two variables i.e. prices of books and
the various quantities purchased by Sunil, assuming Sunil’s income to be constant.
Data pertaining to income, prices of books and the quantities purchased by Sunil at various
prices are given in Table 2.5.
Table 2.5 – Books Purchased by Sunil
Price (INR)
I
100
90
80
70
60
50

Income (INR)
1,50,000
II
30
60
90
120
150
180
Demand Curve, D3

300,000
III
60
90
120
150
180
210
Demand Curve, D1

4,50,000
IV
90
120
150
180
210
240
Demand Curve, D2

With an annual income of Rs.3 Lakh, Sunil purchases six books at the price of Rs.100 each.
When the price per book falls to Rs.90, the quantity purchased by Sunil is nine books. At the
lowest price of Rs.50 per books, the quantity of books purchased by Sunil is 21 and that is the
highest quantity. The data presented in columns one and three can be graphically represented by
showing the number of books purchased on the x-axis and the price of books on the y-axis.
When the points that represent the data in columns one and three are joined together (60 books,
Rs.100), (90 books, Rs.90), (120 books, Rs.80) and so on, they form a line. This line, as shown
in Figure 2.8 is known as Sunil’s demand curve (D1) for books. The demand curve shows the
number of books purchased by Sunil given his income, at various prices. The demand curve is
downward sloping indicating that a higher price, a lower of quantity of books are demanded and
vice versa. There is therefore a negative relationship between the two variables. However, when
the two variables move in the same direction, the curve will have an upward slope indicating
positive relationship.
SLOPE.
Slope explains the change in one variable as a result of change in the other variable. The slope
of a line is the ratio of the vertical distance covered to the horizontal distance covered as we
move along the line. Mathematically, the slope of the line can be stated as follows:
Δ𝑦
𝑆𝑙𝑜𝑝𝑒 =
Δ𝑥
where the Greek letter ∆ (delta) stands for the change in a variable. The slope of a line is equal
to the ‘rise’ (change in y) divided by the ‘run’ (change in x). The slope will be a small positive
number for a fairly flat upward sloping line, a large positive number for a steep upward sloping
line and a negative number for a downward-sloping line. A horizontal line has a slope of zero

because the y-variable is constant. A vertical line has an infinite slope because the y-variable
can take any value with the x-variable remaining constant.
To find out the slope of Sunil’s demand curve for books, we must choose two points on the
demand curve as shown in Figure 2.9.

With Sunil’s annual income of Rs.3 Lakh, he purchased 180 books at a price of Rs.60 a book and
when the price rose to Rs.80 a book, the quantity purchased by Sunil is 120. The slope of the
demand curve between these two points can be measured as follows:
𝑆𝑙𝑜𝑝𝑒 =

Δ𝑦
=
Δ𝑥

first ′y ′ coordiante − second ′y ′ coordinate
=
first ′x ′ coordiante − second ′x ′ coordiante
60 − 80
−20
−1
=
=
180 − 120
60
3

A straight line curve has a constant slope. The slope of the demand curve measures the
responsiveness of Sunil’s demand for books as a result of change in price. A flat slope will
indicate that there will be a big change in Sunil’s demand for books with a small rise in price. In
contrast, steep slope will indicate a small change in Sunil’s demand for books with a small rise in
price.
CAUSE AND EFFECT.
The relationship between two variables: one independent and the other dependent, is studied on a
two dimensional graph. The two dimensional graph explains the cause (change in the
independent variable) and the effect (change in the dependent variable). For instance, the
relation between price and quantity demanded. A fall in price of books leads to a rise in quantity
demanded of books. However, in reality a number of other factors at the same time may also
influence the behavior of the buyer such as change in income, taste, habit and preference,
advertising, word of mouth publicity etc. It is difficult to hold other variables constant when we
measure how one variable affects another. This may cause us to believe that the change in the
dependent variable is caused by the changes in the independent variable. However, a third
variable or an omitted variable may be causing the changes in the dependent variable. The
other problem is that of reverse causality.We may decide ‘A’ causes ‘B’ when in fact ‘B’ causes
‘A’. The problems of omitted-variable and reverse-causality must be considered while
establishing cause and effect relationship and drawing conclusions.
Omitted Variables.
An omitted-variable can lead to a deceptive cause and effect relationship. For example, let us
say that the Municipal Corporation of Greater Mumbai decides to hire the services of a Research
Institution to find out the rising incidence of Dengue in Mumbai city. The Research Institution
conducts research and comes forward with a reason that the cause of Dengue is rise in stagnant
water bodies in the city. The two variables here are: rise in stagnant water bodies (independent
variable) and rise in the incidence of Dengue (dependent variable). Here we have a direct
relationship between the cause and the effect. The validity of the conclusion made by the
research institution depends upon the fact whether it had held all other relevant variables to be
constant or not. If the answer is no, then the conclusion will be invalid. In reality, it is found
that the incidence of Dengue is lower in slum areas than in good residential areas. Some
important variables such as potted plants placed in the balconies, mosquito breeding spots inside
the houses etc are certainly omitted in this example.

Reverse Causality.
Sometimes economists may make mistake by misreading the direction of causality. For instance,
the Government sets up an Inquiry Commission to study crime in Mumbai city. One of the
conclusions made by the Commission establishes a direct relationship between the crimes
committed per 1000 of people and police officers appointed per 1000 of the people. Whether the
crime rate increases because of the increase in the number of police officers or the increase in the

number of police officers is caused by the increase in the crime rate is not known. Which
variable is independent and which one is dependent cannot be known from the graph. Reading
the graph would lead to misleading conclusions because the direction of causality is not clear.
By studying the data more carefully, if you come to know that the increase in number of police
officers is preceded by the increase in the crime rate, the causality can be clearly established.
However, if the increase in crime rate succeeds increase in the size of the police force, a different
conclusion will be established. However, if the city administration expects that the crime rate
will increase in the near future, it will expand the police force as a preemptive action.
Economics as a science does not have a complete set of rules to draw appropriate conclusions
from graphs. Stagnant water bodies (omitted variable) and number of police officers (reverse
causality) will prevent you from making faulty economic arguments.

QUESTIONS.
1.
2.
3.
4.
5.
6.
7.
8.

Explain the meaning and scope of microeconomics.
Explain the importance and limitations of microeconomics.
Write a note on basic economic problems.
Explain the role of price mechanism in a market economy.
Distinguish between positive and normative economics.
Explain the concepts of equation and function.
Explain the concepts of Graphs and Diagrams.
Explain the concepts of slope and intercept.

