Lecture #1:              Micro Vs Macro Economics

Economic theories are basically divided into two groups:
1) Micro Economics theory

2) Macro Economics theory

Microeconomic theory or micro economics deals with the individual unit of the economy like household, firm, consumer and factors of production. And when combine these individual units of the economy and study it so then it is the area deals by Macroeconomic. It is also known as the economics of aggregate because it deals with the aggregate like aggregate consumption, aggregate employment, aggregate production and general price, etc. There is also another opinion that macroeconomics is the study of income and employment. The macroeconomy is just the sum of hundreds or thousands of markets, each of which is explained by microeconomic principles. Microeconomics is devoted to the study of prices of individual goods and of the markets where these goods are produced and sold. Why do we need two separate disciplines? To a great extent they are linked. Microeconomics is dedicated to the analysis of market behaviour of individuals. Macroeconomics is concerned with collective behaviour, the outcome of individual decisions taken without full knowledge of what others do. Keynes stressed the notion of coordination failures, which arise in decentralized markets as illustrated in the following example. A consumer wants to purchase a car, but his income is insufficient for him to do so. A car manufacturer could actually hire him to build cars, and with his salary he would then be able to buy one. That one sale, however, would not suffice to pay his salary, so other buyers would need to be found? In order to generate sufficient demand for his employment, several other individuals would need to be hired, perhaps in different industries. For this scheme to work, a considerable amount of coordination among producers and consumers would be required. The laissez-faire principle is that prices and markets automatically and perfectly perform this coordinating role. Keynes’s view was that sometimes they fail to do so. Then, there may be many consumers wishing to buy goods and willing to work to produce them, and many firms that would benefit from hiring them if only they could be persuaded that their sales would increase. But this potential may not be realized and we have both recession (fewer sales) and unemployment (fewer jobs). Even if market forces tend to correct this imbalance (which they eventually do), the period of time necessary may be long enough to involve significant social costs. Macroeconomics started with the idea that prices and markets do not continuously resolve all the coordination requirements of a modern economy. As microeconomics has moved in this direction too, the sharp distinction between the two fields has faded. Modern macroeconomics starts from sound microeconomic principles. We then focus on market failures to study business cycles and what can be done about them. Now we are going to spot light on both the areas of economics under discussion.
1) Micro Economics: The word micro means the millionth part of some thing. So when we talk about microeconomics we mean a small part of the whole economy that we are analyzing. For example when we study price, we do not study the general price level instead we discuss the price of a particular commodity.  While studying microeconomics it is assumed that there is full employment in the economy and average price level is fixed ands hence, the problem left with us is what to produce, how to produce, how much to produce, etc. in Micro Economics the following problems is discussed and studied.

i) Consumption theory: we study the behavior of consumption of individual i.e, why people purchase, why they consume etc.
ii) Production theory: In this part we discuss how goods and services are produced and how factors of production are combined together. What is the cost of production and how it is minimized?
iii)  Price theory: In price theory problem of determination of price of goods and services are studied. The effect of price mechanism, affects the allocation of resource, consumption pattern, investment direction, choice of method of production, etc. 
iv) Distribution theory: In distribution we study pricing of factors of production. Determination of rent, wages, profit and interest i.e., how rewards of factors of production are distributed in an industrial unit.
2) In Macroeconomics we study how the aggregates and average of the economy as a whole are determined and what causes fluctuation in them. Macroeconomics has so many other names as national income employment and the rate of interest theory or product theory or economics of aggregate. In Macroeconomics the concept of national income, its determination and distribution, total output aggregate consumption, aggregate savings, aggregate investments demand, aggregate supply and rate of interest are discussed. In macroeconomics we discussed generally the following  problems:  
i) Theories of income employment and rate of interest: In this part the concept of the national income, relationships between income and consumption, investments rate on interest and saving are studied, principles of multipliers and acceleration are explained.
ii) Theory of trade cycle: The problems arising due to the fluctuation in price level e.g. inflation, deflation, depression are discussed. It is studied how trade cycle are occurred and removed.
iii) Money theory: The problem relating the determination of value of money, demand for money and supply of money is studied.
iv)  Theory of international trade: The problem discussed in this part of macroeconomics relating to international trade e.g. exchange rate, exchange control, tariffs, quotas, protection, economics order and balance of payments etc. are discussed.  
Macroeconomic objectives

Broadly, the objective of macroeconomic policies is to maximize the level of national income, providing economic growth to raise the utility and standard of living of participants in the economy. There are also a number of secondary objectives which are held to lead to the maximization of income over the long run. While there are variations between the objectives of different national and international entities, most follow the ones detailed below:

1. Sustainability - a rate of growth, which allows an increase in living standards without undue structural and environmental difficulties

2. Full employment - where those who are able and willing to have a job can get one, given that there will be a certain amount of frictional, seasonal and structural unemployment (referred to as the natural rate of unemployment). In macroeconomics, full employment is a condition of the national economy, where all or nearly all persons willing and able to work at the prevailing wages and working conditions are able to do so. It is defined either as 0% unemployment, literally, no unemployment (the rate of unemployment is the fraction of the work force unable to find work), as by James Tobin, or as the level of employment rates when there is no cyclical unemployment. It is defined by the majority of mainstream economists as being an acceptable level of natural unemployment above 0%, the discrepancy from 0% being due to non-cyclical types of unemployment. Unemployment above 0% is advocated as necessary to control inflation, which has brought about the concept of the Non-Accelerating Inflation Rate of Unemployment (NAIRU); the majority of mainstream economists mean NAIRU when speaking of "full" employment.

3. Price stability - when prices remain largely stable, and there is not rapid inflation or deflation. Price stability is not necessarily the same as zero inflation, but instead steady levels of low-moderate inflation are often regarded as ideal. It is worth nothing that prices of some goods and services often fall as a result of productivity improvements during periods of inflation, as inflation is only a measure of general price levels. However, inflation is a good measure of 'price stability'. Zero inflation is often undesirable in an economy. ("Internal Balance" is used to describe a level of economic activity that results in full employment with no inflation.)

4. External Balance - equilibrium in the Balance of payments without the use of artificial constraints. That is, exports roughly equal to imports over the long run.

A balance of payments (BOP) sheet is an accounting record of all monetary transactions between a country and the rest of the world. [1] These transactions include payments for the country's exports and imports of goods, services, and financial capital, as well as financial transfers. The BOP summarizes international transactions for a specific period, usually a year, and is prepared in a single currency, typically the domestic currency for the country concerned. Sources of funds for a nation, such as exports or the receipts of loans and investments, are recorded as positive or surplus items. Uses of funds, such as for imports or to invest in foreign countries, are recorded as a negative or deficit item.

When all components of the BOP sheet are included it must balance – that is, it must sum to zero – there can be no overall surplus or deficit. For example, if a country is importing more than it exports, its trade balance will be in deficit, but the shortfall will have to be counter balanced in other ways – such as by funds earned from its foreign investments, by running down reserves or by receiving loans from other countries.

5. Equitable distribution of income and wealth - a fair share of the national 'cake', more equitable than would be in the case of an entirely free market.

6. Increasing Productivity - more output per unit of labour per hour. Also, since labor is but one of many inputs to produce goods and services, it could also be described as output per unit of factor inputs per hour.

7. Economic growth is a term used to indicate the increase of per capita gross domestic product (GDP) or other measure of aggregate income. It is often measured as the rate of change in GDP. Economic growth refers only to the quantity of goods and services produced.

Economic growth can be either positive or negative. Negative growth can be referred to by saying that the economy is shrinking. Negative growth is associated with economic recession and economic depression.

In order to compare per capita income across multiple countries, the statistics may be quoted in a single currency, based on either prevailing exchange rates or purchasing power parity. To compensate for changes in the value of money (inflation or deflation) the GDP or GNP is usually given in "real" or inflation adjusted, terms rather than the actual money figure compiled in a given year, which is called the nominal or current figure.

8. Controlling inflation is a rise in the general level of prices of goods and services in an economy over a period of time. When the price level rises, each unit of currency buys fewer goods and services; consequently, annual inflation is also erosion in the purchasing power of money – a loss of real value in the internal medium of exchange and unit of account in the economy. A chief measure of price inflation is the inflation rate, the annualized percentage change in a general price index (normally the Consumer Price Index) over time. 

Inflation's effects on an economy are manifold and can be simultaneously positive and negative. Negative effects of inflation include a decrease in the real value of money and other monetary items over time; uncertainty about future inflation may discourage investment and saving, or may lead to reductions in investment of productive capital and increase savings in non-producing assets. e.g. selling stocks and buying gold. This can reduce overall economic productivity rates, as the capital required to retool companies becomes more elusive or expensive. High inflation may lead to shortages of goods if consumers begin hoarding out of concern that prices will increase in the future. Positive effects include a mitigation of economic recessions,debt relief and  by reducing the real level of debt.

Economists generally agree that high rates of inflation and hyperinflation are caused by an excessive growth of the money supply.[6] Views on which factors determine low to moderate rates of inflation are more varied. Low or moderate inflation may be attributed to fluctuations in real demand for goods and services, or changes in available supplies such as during scarcities, as well as to growth in the money supply. However, the consensus view is that a long sustained period of inflation is caused by money supply growing faster than the rate of economic growth. 

Today, most mainstream economists favor a low steady rate of inflation. Low (as opposed to zero or negative) inflation may reduce the severity of economic recessions by enabling the labor market to adjust more quickly in a downturn, and reduce the risk that a liquidity trap prevents monetary policy from stabilizing the economy. The task of keeping the rate of inflation low and stable is usually given to monetary authorities. Generally, these monetary authorities are the central banks that control the size of the money supply through the setting of interest rates, through open market operations, and through the setting of banking reserve requirements.

