Notes for Class 11, 12, Graduation & Master

*NOTES

BUSINESS STUDIE

Basic Economic Problems and Their Solutions

Economics grapples with several fundamental problems that affect every society, regardless
of its level of development. These problems revolve around the allocation of limited
resources to meet the ever-expanding needs and wants of individuals and society as a
whole.

Basic Economic Problems and Their Solutions

The basic economic problems which come up to be automatically settled through the role of
price mechanism are as under:

1. How are the productive resources allocated

2. How is the level of production determined?

3. How is national product distributed?

4. How is the capacity of the economy maintained / developed

1. Scarcity of Resources

Scarcity is perhaps the most basic economic problem. Resources, including land, labor,
capital, and natural resources, are limited. On the other hand, human wants and needs are
virtually unlimited. This creates a scarcity problem because there are not enough resources
to produce all the goods and services people desire.

Solution: While scarcity cannot be eliminated, it can be managed. Economies prioritize the
allocation of resources through systems like market prices, central planning, or a
combination of both. The key is to use resources efficiently by producing goods and services
that provide the most value to society.

2. Choice and Opportunity Cost

Due to scarcity, individuals and societies face choices. When resources are allocated to
produce one good or service, they cannot be used to produce another. This leads to the
concept of opportunity cost, which is the value of the next best alternative given up when a
choice is made.

Solution: Making informed choices is vital. Individuals and policymakers must consider the
opportunity cost of their decisions and allocate resources to maximize the overall well-being
of society.

3. Unlimited Human Wants

Human wants and needs are practically limitless. As people's living standards rise and new
technologies emerge, their desires for goods and services grow.

Solution: While wants may be limitless, societies need to prioritize needs and allocate
resources to fulfill them. This requires effective resource management and policy decisions.

4. Distribution of Income and Wealth
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Economic systems must address issues of income inequality and wealth distribution. Some
individuals and groups may accumulate substantial wealth, while others have limited access
to resources and income.

Solution: There is no one-size-fits-all solution, but governments often use progressive
taxation and social welfare programs to address income inequality. These policies aim to
redistribute wealth and support those with fewer resources.

5. Achieving Economic Efficiency

Economies must strive for efficiency, where resources are used to maximize output and
minimize waste. Inefficient resource allocation can lead to lower overall well-being.

Solution: Economic efficiency is often achieved through competition, which incentivizes
producers to minimize costs and offer high-quality products. Regulatory bodies and
government policies can also play a role in promoting efficiency.

6. Full Employment

One of the economic objectives is to achieve full employment, meaning that all willing and
able workers are employed. Unemployment can lead to lost output and societal issues.

Solution: Governments implement various policies, such as job training programs and labor
market regulations, to promote employment. Additionally, fostering economic growth can
create more job opportunities.

7. Price Stability

Inflation, which is a sustained increase in the general price level, can erode the purchasing
power of money. Deflation, on the other hand, can lead to economic stagnation. Achieving
price stability is a fundamental challenge.

Central banks often have the mandate to maintain price stability by adjusting interest rates
and implementing monetary policies. These actions aim to control inflation and deflation.

8. Economic Growth

Economic growth is essential to improve living standards and meet the increasing needs of a
growing population. However, achieving sustainable growth is a complex challenge.

To foster economic growth, governments and businesses invest in education, infrastructure,
and research and development. Promoting innovation and productivity gains is crucial for
sustainable growth.

9. Environmental Sustainability

The global economy's impact on the environment poses a significant problem. Economic
activities, if unchecked, can lead to environmental degradation and resource depletion.

Solution: Sustainable development and responsible resource management are key
solutions. Policymakers and businesses are increasingly focusing on eco-friendly practices
and renewable resources.

10. Quality of Life and Well-Being
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Economics is not only about the quantity of goods and services but also the quality of life
and well-being. A narrow focus on economic growth may neglect other important aspects of
human welfare.

Solution: Economists are developing new indicators like the Human Development Index
(HDI) and Gross National Happiness (GNH) to measure well-being beyond mere economic
metrics. Policymakers are looking at broader social and environmental goals to enhance
overall quality of life.

11. Allocation of Resources

Productive resources can be alternatively used. They can either be used to produce
agricultural commodities or they can be diverted to produce industrial Where will the
resources be allocated?

Solution: This problem is automatically solved by the role of price mechanism in a capitalist
society.

For example, if the prices of industrial goods are rising relative to agricultural commaodities,
entrepreneurs will prefer to make investment in the industrial sector in an attempt to achieve
maximum profit.

For this purpose, they will offer higher rewards to factors of production in order to attract
them in the industrial sector. Naturally more resources will be allocated in the industrial
sector than agriculture.

12. Determination of Level of Production

What should be the level of output to be produced by a firm? This problem also is solved by
the role of the price mechanism in a laissez-faire economy.

The quantity of output to be produced depends on the demand for it and also on its supply
which is determined by the amount of capital required to produce it.

The products which are locally demanded are produced at a small scale. Entrepreneurs
determine the level of their output to be produced with a view to maximize profits.

The profit is maximized only when the marginal revenue (MR) of the additional or last unit of
output sold is equal to marginal cost (MC) of the additional unit of output produced. When
MR= MC the output produced by a firm is automatically determined.

13. Distribution of Output

How is national product distributed among different sections of society? This problem is also
solved by the role of price mechanism in a capitalist society.

Each factor of production is paid according to its marginal revenue product (MRP) which,
particularly in a third world country, leads to unequal distribution of wealth.

For fair distribution of wealth, monetary and fiscal measures are required to be adopted and
in this regard Govt. intervention can be justified in the Keynesian sense.

14. Maintaining Productive Capacity of the Economy
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Classical economists, who uphold micro economic policies, believe that there is always full
employment in the economy of a country and whenever there are lapses from full
employment.

There will always be an automatic tendency to restore the stationary equilibrium at full
employment. Hence there is no question of overproduction and general unemployment in a
laissez-faire economy.

Therefore, to maintain or develop the productive capacity of the economy, abundant or
cheaper factor of production is required to be employed more than the relatively scarce and
expensive factor.

For example, if it is a labor abundant economy, labor intensive technique of production will
suit more and if it is a capital abundant economy, capital-intensive techniques would be
required to maintain the productive capacity of the economy.

Conclusion

The basic economic problems of scarcity, choice, and resource allocation require ongoing
management and solutions to balance competing interests and fulfill societal needs. These
solutions often involve a combination of market forces, government policies, and individual
choices to promote economic efficiency, equality, and the overall well-being of society.
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