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INTRODUCTION- ECONOMY 

 

Economy 
People in the society need many goods and services  in their everyday life including food, 

clothing, shelter, transport facilities like roads and railways, postal services and various other 

services like that of teachers and doctors. In fact, the list of goods and services that any 

individual needs is so large that no individual in society, to begin with, has all the things he 

needs. Each individual can thus use its limited resources to fulfill their needs. For example, if the 

family wants to have a bigger house, it may have to give up the idea of having a few more acres 

of arable land. If it wants more and better education for the children, it may have to give up some 

of the luxuries of life. The same is the case with all other individuals in society. Everyone faces 

scarcity of resources, and therefore, has to use the limited resources in the best possible way to 

fulfill her needs. 

Any allocation of resources of the society would result in the production of a particular 

combination of different goods and services. The allocation of the limited resources and the 

distribution of the final mix of goods and services are two of the basic economic problems faced 

by the society. 

 

CENTRAL PROBLEMS OF AN ECONOMY 
 

Production, exchange and consumption of goods and services are among the basic economic 

activities. Every society has to face scarcity of resources and that gives rise to the problem of 

choice. The allocation of scarce resources and the distribution of the final goods and services are 

the central problems of any economy. 

The problems of an economy are very often summarized as follows:- 

 

1. What to produced and in what quantities? 

Every society must decide on what to be produced from many possible goods and services. 

Whether to produce more of food, clothing, housing or to have more of luxury goods.Whether to 

have more agricultural goods or to have industrial products and services.Whether to use more 

resources in education and health or to use more resources in building military services. 

 

2. How much to produced? 

The second problem of an economy is to take decision about how to produce the required goods 

or what type of technique or method should be adopted for their production.Whether to use more 

labour or more machines. Which of the available technologies to adopt in the production of each 

of the goods? 
 

3. For whom are these goods produced? 

 Now the question arises- for whom to produce? since various factors of production carry on the 

work of production, production is for them and they are the real owners of production. But when 

goods & services are produced, what portion of them is obtained by whom, this depend upon the 

amount of income of the individual concerned or who has more wealth than others. 
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Production Possibility Frontier 

Just as individuals face scarcity of resources, the resources of an economy as a whole are always 

limited in comparison to what the people in the economy collectively want to have. The scarce 

resources have alternative usages and every society has to decide on how much of each of the 

resources to use in the production of different goods and services. In other words, every society 

has to determine how to allocate its scarce resources to different goods and services. 

An allocation of the scarce resource of the economy gives rise to a particular combination of 

different goods and services. Given the total amount of resources, it is possible to allocate the 

resources in many different ways and, thereby achieving different mixes of all possible goods 

and services. The collection of all possible combinations of the goods and services that can be 

produced from a given amount of resources and a given stock of technological knowledge is 

called the production possibility set of the economy. 

 

Example:- 

Consider an economy which can produce Food crop or Forest by using its resources. Table 1.1 

gives some of the combinations of Food crop or Forest that the economy can produce.When its 

resources are fully utilised. 

 
Table1.1: Production Possibilities 

POSSIBILITIES FOREST FOOD CROP 
A 1 15 

B 2 14 

C 3 12 

D 4 9 

E 5 5 

F 6 0 

 
 

 
 

If all the resources are used in the production of food crop, the maximum amount that can be 

produced is 15 units and if all resources are used in the production of forest, at the most, 6 units 

of it can be produced. The economy can also produce1 unit of forest and 15 units of food crop or 

2 units of forest and 14 units of food crop or 3 units of forest and 12 units of food crop. There 

can be many other possibilities. The figure illustrates the production possibilities of the 

economy. Any point on or below the curve represents a combination of forest and food crop that 

can be produced with the economy’s resources. The curve gives the maximum amount of forest 

that can be produced in the economy for any given amount of food crop and vice-versa. This 

curve is called the production possibility frontier (PPF). 
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If more of the scarce resources are used in the production of food crop, less resources are 

available for the production of forest and vice versa. Therefore, if we want to have more of one 

of the goods, we will have less of the other good. Thus, there is always a cost of having a little 

more of one good in terms of the amount of the other good that has to be forgone. This is known 

as the Opportunity Cost of an additional unit of the goods.  

Every economy has to choose one of the many possibilities that it has. In other words, one of the 

central problems of the economy is to choose from one of the many production possibilities. 

 

POSITIVE AND NORMATIVE ECONOMICS 
 

In economics, we try to analyse the different mechanisms and figure out the outcomes which are 

likely to result under each of these mechanisms. We also try to evaluate the mechanisms by 

studying how desirable the outcomes resulting from them are. Often a distinction is made 

between positive economic analysis and normative economic  depending on whether analysis

we are trying to figure out how a particular mechanism functions or we are trying to evaluate it. 

In positive economic analysis, we study how the different mechanisms function, and in 

normative economics, we try to understand whether these mechanisms are desirable or not. 

However, this distinction between positive and normative economic analysis is not a very sharp 

one. The positive and the normative issues involved in the study of the central economic 

problems are very closely related to each other and a proper understanding of one is not possible 

in isolation to the other. 

 

Important questions:- 

1. Discuss the central problems of an economy. 

2. What do you mean by the production possibilities of an economy? 

3. What is a production possibility frontier? 

4. Discuss the subject matter of economics. 


