Unit 1 Microeconomics Fundamentals 

1.1 Meaning 

Definition: Microeconomics is the study of individuals, households and firms' behavior in decision making and allocation of resources which are scarce in nature. It generally applies to markets of goods and services and deals with individual and economic issues.

Microeconomics is the social science that studies the implications of individual human action, specifically about how those decisions affect the utilization and distribution of scarce resources.


Description: Microeconomic study deals with what choices people make, what factors influence their choices and how their decisions affect the goods markets by affecting the price, the supply and demand. Microeconomics shows how and why different goods have different values, how individuals make more efficient or more productive decisions, and how individuals best coordinate and cooperate with one another.

Importance and applications of Microeconomics

Microeconomics is one of the most important part of economics. It has both theoretical and practical importance. Different theories of microeconomics help in the study of various problems of microeconomics. The analysis of microeconomics has great importance in the fields such as production, pricing, social welfare, optimum allocation of resources etc. Microeconomics is also used in making business decision.

[bookmark: _k29qu0dw18f3]To understand the functioning of free economy
The economy without any interference of the government or any other sectors is known as free economy.
In this type of economy, the consumers and producers are free to carry out their economic activities. In a free economy everyone has freedom regarding the consumption and production of goods and services, allocation of resources, modes of production and quantity of production. For the knowledge of this type of free economy to the businessmen microeconomics has a great importance.  
[bookmark: _i0ch4pjupxxn]To provide tools for economic policies
Microeconomics provides the essential tools for the formulation of economic policies of a country. For the formulation of economic policies, the economic activities of different sectors should be studied in depth. The information obtained from these studies will make it easier for a country to formulate its economic policies. Price or market mechanism is the main tool for this. For examples, in a mixed or capitalist economy the government will invest in specified public beneficial sectors. Price determination in these sectors in also done by the government. Price determined in this way will also affect in price determination of other goods and services. So microeconomics also helps in price determination and formulation of economic policies of these sorts. Thus microeconomics helps the business man in the price determination of goods and factors of production. 
[bookmark: _nwdjjatm818]For efficient allocation of resources
"Human wants are unlimited but the resources are limited". So microeconomics studies the efficient allocation of resources. Microeconomics helps in the proper allocation of resources in producing goods and services. It also helps in finding the quantity of goods to be produced, why to produce, for whom to produce and how to distribute the produced goods. In present world the main problem of every nation is the efficient allocation of resources among the competitive markets. In this way, microeconomics helps in proper allocation of resources and economic growth with stability. 
[bookmark: _mgik1f8g0oov]For price determination
Different firms and industries produce different types of goods and services and microeconomics analysis is used for pricing of such goods and services because different problems are seen while pricing such goods. Microeconomics has great importance in the pricing of the products because it studies and identifies such problems. If any free economy, the pricing of the goods is done by the demand and supply of the goods. Since the pricing of goods is done by the competition in the market, the firms and industries need to take help of microeconomics while pricing their products. 
[bookmark: _nh9lrwuxcj1a]To formulate the public policy for market mechanism
Microeconomics helps in formulating the public policy for market mechanism in any country. Analysis of perfect and imperfect competition markets is carried out with the help of microeconomics. Merits and demerits of these markets are studied in microeconomics. This helps the government and the entrepreneurs in selecting a better type of market system. In this way microeconomics explains economic efficiency of goods, services and resources in different market systems. 
[bookmark: _bzdelzxq4i03]To achieve social welfare
Microeconomics in general explains the effects of taxation in social welfare. The tax system implemented in a country helps in redistribution of resources. It also finds out the tax system that reduces social welfare. Microeconomics helps in selecting the most suitable tax system in a country without affecting social welfare. It also analyses the problem of taxation which in turn helps in achieving maximum possible social and economic welfare. 
[bookmark: _hycfwn5w0oit]To study the international trade
Microeconomics has importance in analyzing international trade surplus and deficit, balance and imbalance of payments and foreign exchange. It fixes the international trade surplus and deficit. The demand and supply of foreign currency plays a major role in the imbalance of payment. Surplus and deficit of international trade can be explained with the help of theory of demand, production possibility curve and indifference curves. 
[bookmark: _akf529wwtv4n]To develop and use of economic models 
Microeconomics helps in analyzing real economic activities by forming simple and easy economic model and studying it.  
[bookmark: _vx6fvb2l0i35]Basis for prediction of economic activities
Microeconomics not only provides with future prediction but also gives the conditional prediction for the given situation. For example, the entrepreneurs should have knowledge of microeconomics for the prediction of effects on distribution of resources due to change in price of goods and wage as a result of government policy. 
[bookmark: _o6dvsp6ve4mq]For other practical applications
In microeconomics, different theories of economics are studied, such as, theory of demand, theory of production and cost, theory of equi marginal utility, etc. Also, in present world the foreign exchange rate in the situation of financial liberalization depends upon the demand and supply of the currency. The tax on any goods depends upon the elasticity of demand. Since all these things are studied in microeconomics, it has a great importance in day to day life.

Factors affecting  Microeconomics 

Government Policy: A government policy has microeconomic effects whenever its implementation alters the inputs and incentives for individual economic decisions. These changes come in many forms, including tax policy, fiscal policy, regulations, tariffs, subsidies, legal tender laws, licensing and public-private partnerships (to name a few). These policies manipulate the costs and benefits that individual actors face in nearly every facet of modern life.
Sometimes the impacts of government policy are intentional. The government might provide a subsidy to farmers to make their businesses more profitable and encourage farm production. Conversely, the government might put a tax on cigarettes and alcohol to discourage behavior that it doesn't approve of. Other impacts are unintentional.

Type of Market:  It's easiest to understand these characteristics of competition through the lens of the two most extreme versions: perfect competition and monopoly. In perfect competition, each firm's marginal profit is equal to the marginal cost; there is no economic profit. In a monopoly, the marginal profit is equal to the marginal revenue, which is the incremental revenue generated from selling one more unit of the product.
Companies in perfect competition are considered to be price takers, meaning that they have no scope to set prices – this is the reason why marginal profit is equal to marginal cost. Perfectly competitive markets are defined by a homogeneous product, many sellers with low market share and absolutely no barriers to entry or exit. These firms are unable to differentiate their products, and their customers have highly accurate information.
A monopoly involves a single company dominating the entire market. In this situation, the firm sets the price, and competition is nonexistent.
Most markets are somewhere in between perfect competition and monopoly. For example, the market for soft drinks, dominated by Coca-Cola and Pepsi, could be considered an oligopoly, where a few large firms dominate most of the market. The market for tomatoes could be considered a step or two above perfect competition; after all, some people are willing to pay more for organic or heirloom tomatoes, while others look only at the price.
 
[bookmark: _kusyy2y7hv7r]Supply and Demand Decisions: Supply decisions might seem to be controlled by businesses; however, demand increases when consumers agree to pay more for a good or service. These higher prices mean businesses will increase production and provide more supply of the good or service.
Microeconomic principles tell us that, all other things being equal, as the price of a good or service increases, businesses will increase the supply of that good or service.

[bookmark: _qc92hrh363tn]Productivity Decisions: Productivity is defined as the output of a good or service per time spent, such as the number of widgets produced in a labour-hour. Productivity is a function of the relationship between outputs and inputs, given the available technology.
Microeconomic principles tell us that businesses will set productivity at the highest level of economic efficiency, where the production for one good or service cannot be made better off without reducing production of another.

Differences between MicroEconomics and MacroEconomics 
[bookmark: _ah0wewjxeslx]Micro economics is concerned with:
· Supply and demand in individual markets
· Individual consumer behaviour. e.g. Consumer choice theory
· Individual labour markets – e.g. demand for labour, wage determination
· Externalities arising from production and consumption. e.g. Externalities
Macro economics is concerned with
· Monetary / fiscal policy. e.g. what effect does interest rates have on the whole economy?
· Reasons for inflation, and unemployment
· Economic growth
· International trade and globalisation
· Reasons for differences in living standards and economic growth between countries.
· Government borrowing
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MICROECONOMICS

‘The branch of economics
that studies the behavior of
an individual consumer,
firm, family is known as
Microeconomics.

Individual economic
variables

Applied to operational or
internal issues.

Covers various issues like
demand, supply, product
pricing, factor pricing,
production, consumption,
economic welfare, etc.

MACROECONOMICS

The branch of economics that
studies the behavior of the
whole economy, (both national
and international) is known as
Macroeconomics.

Aggregate economic variables

Environment and external

issues

Covers various issues ik,
national income, general price
level, distribution,
employment, money etc.
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Importance

Limitations

Helpful in determining the
prices of a product along
with the prices of factors of
production (land, labor,
capital, entrepreneur etc.)
within the economy.

Itis based on unrealistic
assumptions, i.e. In
‘microeconomics it is
assumed that there is a full
employment in the society
which is not at all possible.

Maintains stability in the
general price level and
resolves the major problems of
the economy like inflation,
deflation, reflation,
unemployment and poverty as
awhole.

Ithas been analyzed that
*Fallacy of Composition'
involves, which sometimes
doesn't proves true because it
s possible that what is true for
aggregate may not be true for
individuals too.




