
the 
e right Ot AB (SUcn as through the point G) as a result of improvement in 

hnique of production or due to increasc in the supply of factors of production, nc 
it represents inerease in cconomy's capacity to produce. This means that the 

possibility curve cxplains whether the economy's capacity to produce production possibil 

increasing or remaining constant. 

Thus with the help of production possibility curve, it is possible to explain u 
basic problems of the cconomy. 

1.7. The Basie Competitive Model 

There are two participants in the market. Onc is the producers and the other is the 

consumers. There cxIsts lurge number of buyers and scllcrs in a compctitive market 

and thus thhey competle among themsclves. Producers compete with cach other by 

producing the desircd products to the consumers at a lowest possible price and the producing the 

consumers compete with one another by paying the price for the products they are 

willing to buy, while others may not be able to afford the product. This is known as 

the basic competitive model. 
The basic competitive model which assumes that the lirms are interested to proiit 

maximization, the consumers are rational or self interested and the markets are 

perfectly competitive. 

A market where homogeneous product is exchanged between the many buyers and 

many scllers through mutual competition is called perfectly competitivee market or 

market under perfcct competition. 

1.7.1. Price Detcrmination in a Perfectly Competitive Market by Demand 

and Supply: Many buyers and many sellers exist in a perfectly competitive market. 

For this individual buyer and individual seller are the price taker. As a result market 

price of he perfectly competitive market is determined by the intcraction of market 

demand and market supply of that commodity. 

The locus of the dilferent amount of commodity a consumer purchases at dilferent 

price is known from the individual demand curve. Thc sum of all the individual 

demand curve is the markel demand curve. This market demand curve is downward 

sloping to the right like individual demand curve i.e., Lotal demand in the market 



decreases as a result of increase in price and total demand in the market inc 

a result of decrease in pricc, 
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On the other hand, the locus of the different amount f commodity a firm 

rket supply curve 

m wants 

sum 

upward rising to the right like firm's supply curve, i.e., total supply in the mar 
decreases as a result of decrease in price and total supPply in the market increases 

a result of increase in price. 

to supply at different price is known from the supply curve of that firm. The su 

all the firm's supply curve is the markct supply curve. This market supply 
the 

curve 
mark 

as 

Equilibrium price or market price under perfectly competitive market 
determined by the interaction bct ween market demand and markel supply. The prico 

at which market demand and market supply are equal is called equilbrium price or 
market price. Price determination under perfectly compelitive market is now 

explained with the help of Fig. 1.20. 

is 

Price 

/S 
D 

P E 

P 

B P 

-D A 

Amont of demand 
and supply 

M 

Fig: 1.20. 

In Fig. 1.20., amount of demand and supply are ploted on the horizontal axis and price is plotted on the vertical axis. In the diagram, DD, is the market demand curve and SS, is the market supply curve. These two curves intersect each other at point E. The point E, is called cquilibrium point. Hcre the equilibrium price or market price is OP, because at this price, market demand and market supply are equal, Here OM is the amount of commodity at the equilibrium situation. 
If the market price is OP. instead of equilibrium price OP, then the amount of total supply is P.A. But at this market price the amount of total demand is PR AB (P,B - P.A) is thc excess demand in the market. As a result prico commodity will increase and ultimately price will be lixCd at OP, On the other hant if the markct pricc is OP, instead of equilibrium price OP, then the amount oe 

i.e.. 
the 

nd, 
supply is P.E. But at this market price the amount of tolal demand is P.C i.e.. CE 

(PE 
ity 

- P.C) is the excess supply in the market. As a result price ol the commocit. 
will he help of 

decrease and ultimately price will be lixcd at OP. In this way with the 

narket 
and fall in pricc levels, market demand and market supply become equal and me price is determined under perfectly competitive market. 



1.8. 
Price Control and Rationing 

Pric ice of commodity under perfectly competitive market is dctermined by the 

tion of demand and supply. But the price which is determincd by the interaction 

interac 

Aemand and supply may not be accepted from social point of vicw. As a resuit of demand an 

0ment of the country may fix the maximum or minimum price of the commodity 
government 

the he safcguard of the interest of buyers or scllers. Determination of maximum or 

minimum uum price of any commodity by the government of the country is called 

price control. 

Now we discuss the situatios in which goverument fix the maximum price of 

commodity. Pice ol any commodity may increase too much due to too mucn 

dnCrease in supply ol the commodity or duc to too much increase in demand or due a co 

decre 

othese two causes al a limie. As a result many buyers of the commodity specially 
to these 

poor buyers can facc dilliculties. In this situation government may fix the maximum 
poor buyers 

nrice of the commodity to safeguard the interest of the buycr. So the government fix 

the maximum price to saleguard the interest of the buyer. The matter is cxplained 

with the help of Fig. 1.21. 

Price D 

P 

P 

D 
>Amount of demand 

and supply M, M, M, 
Fig: 1.21. 

In Fig. 1.21. markct demand curve DD, intersects the market supply curve SS, at 

point E. The point E, is the cquilibrium point. Here the equilibrium price or market 

price is OP, and OM, is the cquilibrium amount of demand and supply i.e. the market 
price will be OP, if there is not any eontrol in the market. Suppose the market price 
OP, is too large and the general publie of the country face problem at this price. In 

this situation government may fix the maximum price lower than the price OP, to 

save the consumer from the erisis. Let the government lix the maximum price at OP,. 

From the diagram it is sccn that at price OP, the demand for the commodity is OM 
but the supply of the commodity is OM, i.e. excess demand in the market is M,M 
ie. scarcity of the commodity will be M,M, in the market. In this situation if the 
government give up the distribution of the commodity to he seller then the seller can 

adopt different methods lor selling the commodity. The seller can sale the commodity 
On the basis of tirst come lirst serve principle or the seller can sale the commodity 
their known persons according to their prelerences. 5ut all the buyers cannot get 
ne commodity us a result of give up the matter aL the lhands of the seller. As a result, 
problem of cexcss demand remain prevail and the tendency to increase prices also 
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may be 
very diflicult to the government to control black market. f any consume y he 
more price greater than the price fixed by the government or any seller chSe 

larger price compare to fixed price of the government then it is caln 
market or illegal market. 

It is desirable to remove the excess demand of the market to solve all th 

problems. In this respect most important process 1s the ralion syslem or rationi 

Rationing means fixed amount of commodity officially allowed to each 
during a time of shortage ie. a system of limiting the amount or somcthing that each 
person is allowed to have. Actually rationing refers to an artificial control on tha 

distribution of scarce resources (food items, industrial production ctc.). In economics 
rationing refers to artificial control of the supply and demand of commodity. 

Rationing is done to ensure the proper distribution of resources without any unwanted waste. Controlling the prices, supply and demand through rationing leads to availability of goods and services for every section of the socicty. 
1.9. Price, Property Right and Profit 

exist. In this context black market for the commodity can be created and i 

black 

oning. each person 

Property rights refer to the theoretical and legal ownership of specific properly by individuals and the ability to delermine how much property is used. In many countries individuals generally exercise private property rights--the rights of private persons to accumulate, hold, delegate, rent or sell their property. In economics property rights form the basis for all market exchange and the allocation of property rights in a society affects the elliciency of resource use. In most developed countries the rights of property ownership can be cxtended by using patents and copyrights to protect scarce physical resources (e.g. houses, car 
etc.), non-human creatures (e.g. dogs, cats, etc.) and even some intellcctual property, 
(e.g. inventions). 

Private property rights are one ol the pillers of capitalistic economies. Every market price in a voluntary capitalist society originates through transfer of 
private property. Each transaction lakes place between one property owner and 
another person interesting in acquiring the property. The value or pricc at which the 
property exchanges depends on how valuable it is to cach party. A cost is the cxpense thal a businesS incurs n bringing a produet or service to 

market, Price is thc amount a customer pays lor that product or service. The difler 
enee between the price that is paid and the cost that is incurred in the profit tha 
business make when the item sclls. 

There cxist a rclation among price, property rignts ana prolit. The owner s a 

property who enjoys property righi can get money by giving the property . other. This money is the price ol the property. he aerence beiween the prico is the prolit of that 

the property and the cost of bringing that property in ihe mauket is the Drot property. IHere the amount of profil mainly depends on narket demand and and and market supply of the propety. 

1.10. Incentives and Information 
An incentive is snething that motiviales an individual to pertorin an action, 'Th. study of incentive structures is central to the study of all economie activities (botl in erms of individual decision-naking and in terms of c0-operalion and co1mpetition 1on 
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withi a larger stitutional structure). Therefore, economic analysis of the differences 
bet 

en sociclies (and betwcen organizations within a socicty) amounls 
these colle 

rganizationa 

collective cllorts. Incenlives aim to provide valuc of money and coniriduc 
ional sucecess. As such the design of incentive systcm is a key management 

characterizing the dillerences in incentive structures faccd by individuals involved in 

activity. 

Incentive can be classilicd according to different ways in which they motivate 

age 
nts to takc a particular course of action. Main classilication are: 

(i) Remuncrative incentive, 

(ii) Financial incentive, 

(ii) Moral incentive, 

(iv) Coereive incentive. 

(v) Natural incentive. 

(vi) Intrinsic motivation. 

On the Other hand, inlformation is any entity or form that resolve uncertainty or 
provides lhe answer to a qucstion of some kind. I is thus related to data and 

knowledges as data represents values atuributed to parameters and knowledge signilies 

understanding of real things or abstract concepts. As it regards data the inlormation's 
existence is not necessarily coupled to an observer (it exists beyond an event horizon 
for example) while in the case of knowledgc, the information requires a cognilive 

observe. 

Information is conveyed either as the contcnt ofa message or through direcet or 

indirect observation. 
Information reduces uncertainty. The uncertainty of an evcnt is measured by its 

probability of accurance and is inversely proportional to that. The morc uncertainty 

an event, the more inloration is required to. resolve uncertainly of that unit. 

The concept that the infornation is the mnessage has diflerent meaning in different 

context. Thus the concept of information becames closely related to notions of constraint, 

communication, control, data lorm, education, knowledge, imeaning, understanding 

etc. 
Incentives arc the core of economies. Without incentives have you ever thought 

why would some one take he risk of inventing a new product or save for future 

Contingencies or work hard. In an cconomic sy stem where government takes the 

decisionsit makes central plan to decide what to produce, how to allocate the 

resources to produce these goods and whom to scll 1hhe gouds. This cconomie system 

has a drawback that since nobody owns the resources that are uscd in the production 

of goods and services, the resources may not be fully utilized. So property rights 

Should be enforced on the resources so that the privale owner will have an incentive 
to produce goods and services, if the resources are lully utilized. Thus it is seen that 

the co-ordination among individual property right incentive and information is necded 

for proper usc of properly. 

1.11. Economic System 

System which akes necessary arrangement lor collcction and distribution of 

resources to satisfy the basic prolblems ol human world is callcd economic system. 
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Economic system is mainly divided into two groups. Onc is thc Capitat 
Economic System and the other is the Socialistic Economic System. 

Economic systcm in which private ownership of the lactors of production and the functions of production and distribution are organised on the basis of priu owncrship is called Capitalistic Economic System. This type of cconomic syste mainly oganiscd by the price systcm. 
On the ohcr hand. economic system in which private owiership of the factors of production is absent and the functions of production and distribution are organiscd on the basis of social ownership is called Socialistic Econonnic Systenm. Economic system which emcrges by the combination of capitalistic economic system and socialistic economic systcm is the Mixcd Economic System or mixed cconomy. So, cconomic system in which privale sector alongwith the government Scctor of planned cconomy co-cxist is called Mixed Economic System. 1.11.1. Capitalistic Fconomic System-Features, Merits and Demerits : The Cconomic sysiem in which privale ownership of the factors of production exist and 

the functions of production and distribution are organised on the basis of private Ownership is called capitalistie economic system. This type of economic system is 
mainly organiscd by the price system. 

Capitalistice 
cxist 
ivate 
stem 

1.11.1.1. Features of Capitalistic Economic System: There exist some 
features of capitalistic cconomic system. Among them main features of capitalistic 
economic system are 

1. Private ownership of property, 2. Free enierprise, 
3. Profit maximisation objective, 4. Consumer's sovereignty. 

5. Free or unregulated price system. 1.11.1.2. Merits and Demerits of Capitalistic Economic System: There exists 

some merits and demeriis ol tle capilalistic economic system. Merits and demerils of 
capitalistic ccononiic systen are discussed in this sections. O 1.11.1.2.1. Merits of Capilalistic Economic System: There are some merits 

of capitalistic ecoomic systcin. Aiong it most important merits are 
1. Creation of incentive to work, 2. Liberny of producer and consumer, 3. Efficient allocation of factors of production, 4. Automatic cconomic system, 5. Incentive for innovation of new production lechnique, 6. Rapid cconomic development. 

O1.11.1.2.2. Denerits of Capitalistic Economic System: There ae 
demerits of the capitalistic economic system inspites ol ils some merits. The demerits of capitalistic economic systemm are 1. Social welfare is neglected, 2. Incquality in income and wealth distributio, 

Ome s. The main 

3. Crcatles cconomic eisis, 
4. Class struggle, 
5. Absence of consumer's sovereignty in real scnse. 
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1.11.2. Socialistic Ceonomie System--Features, Merits and Demerits : onomic system in which private ownership of the factors of production is absent 
Economic system 

and A the functions of production and distribution are organised on the basis of soCial 

&1.11.2.1. Characteristic or Features of Socialistie Economic System: There 
aist Some characteristic or lcalures of socialistic economic system. The most 

wnership is called socialistic economic system. 

important features are 

1. Government ownership of property, 
2. Economic planning, 
3. Equitable distribulion of inecome and wealth, 
4. Abolition of price system, 
5. Equal opportunity for all. 

1.11.2.2. Merits and Demerits of Socialistic Economic System :Some merits 
and demerits are scen in socialistic economie systen. In this part merits and demeris 
of socialistic economic system are liseussed. 

O 1.11.2.2.1. Merits of Socialistic Economic System: There are some merits in 
Socialistic economiC system. The main merits of socialistic economic system are 

1. Proper employment of the factors of production, 
2. Maximum cconomie welfare, 
3. Absence of economie exploitation. 
4. Removal of incquality in income and wealth, 

5. Regulated economy, 
6. Stop wastage ol economic resources. 

a 1.11.2.2.2. Demerits of Socialistic Economic System: In spite of some moral 
merits in socialistie econonmic system, some economist mention he demerits of 

socialistic economic system. The main demerits are: 

1. Incflicient production system, 
2. Sovereignty of consuiners is absent, 

3. Absence of appropriale price, 
4. Low level of production standard, 
5. Managerial ineflicieney. 
In spite of the above denerils of socialistic economic syslcm its importance cannot 

be denied at present. 
1.11.3. Mixed Economie System or Mixed Economy-Features, Merits and 

Demerits : Economic system which emerges by the combination of capitalistic 

economic system and socialistic economic system is the mixcd cconomic system or 

mixed economy. So cconomic system in which privale sector along with the 

govenment sector of planned cconomy co-exist 1s called mixcd economic system. 

1.11.3.1. Characteristics or Features of Mixed Econonmy or Mixed Econonic 
ystem: There exist some characteristics or leatures of mixed cconomy. The most 

mportant features are: 
. Prescnce of government sector and private sector, 

2. Regulated private properly, 

. Mixlurc of market systenn and government control, 

4. Economic plannin 

5. Social control. 
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*1.11.3.2. Merits and Demerits of Mixed Economy or Mixed Economic 
ernis and demeits are seco in mixcd cconomy or mixcd cConomic 

pat menis and demerits of mixed economy are discussed. 

u1.11.3.2.1. Merits of Mixed Economy or Mixed Economic System: There 
enis in the mixed cconomy or mixed cconomic systcm. he main merits 

of the miied cconomy arc 

tur of the meriis of capitalistic conomic system and socialistic cconomic 
SYSIem. 

2. Removal of unregulated cconomic system, 
.Encouragement of privatc investment though government investment, 
4. Establishment of welfare statc. 
5. Establishmenl of socialism tlhrough democratic process, 6. Rapid cconomic developnent. 
1.11.3.2.2. Dcmerits of Mixed Economy or Mixed Econonmic System: In 

Spilc ot some merits in mixed ccoomy, some cconomist mention the demerits or 
mixcd economy. The main demerits arc 

. Mutually conllicting systcn of capitalisnm and socialism, 
2. Undcs1rabic competition anong government sector and private seclor, 
3. Failure of planning. 
4. Dominance of monopoly and capitalist class, 
5. Last resort of capitalism. 
In conclusion, il may be pointed out hat pure capitalism or pure socialism is 

absent now-a-days. At present it is seen that government regulated privatc sector and 
governmeni secor exist in almost all the countries which is nothing but in mixed 

econo1my. 



1.10Price Mechanism 

Price mechanism is an important concept to solve the central 

economic problems in the capitalist economies and to some 

extent in the mixed economies also. It can be defined as a 

system through which economic declslons lke 

determination of price of the commoditles, prlce of the 

factors used, employment of the factors of productlon, 

volume of production, etc. are taken by the free interaction 

between market forces of demand and supply without any 

restriction on them. Due to this, the economies where price 

mechanism is fully operative are termed as the market 

economies. In the capitalist economic 

mechanism plays the vital role in solving the central economic 

problems. In the mixed economies price mechanism has a 

partial role to play in solving economic problems. But in the 

socialist economies price mechanism is completely absent. 

systems price 

1.10.1 Defects of Price Mechanism 

Price mechanism has various defects. The negative sides of 

price mechanism are not deniable. Following are the 

drawbacks of price mechanism 

[i Price mechanism fails to operate in case of determining 

price of the social goods like roads, bridges, parks, etc. 

which are consumed by the mass and not by a particular 

individual. 

[iil Price mechanism almost damages the public 

distribution scheme (PDS) of the developing economies. 

iil Sovereignty of both the firms and individuals may lead 

to generation of negative externalities like environmental 

pollution due to establishment of industries as required 

by the market forces. 

[ivl Emergence of natural monopoly of the respective 

commodity cannot be denied that may lead to loss of 

consumers' sovereignty. 

Iv] Most important defect of the price mechanism is the 

negligence of social welfare objective of the community. 
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