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WHAT IS ECONOMICS ALL ABOUT?

Economics is usually taught in an ‘arts’ programme in colleges. Thus many
think that economics is not a science. But it is, although not exactly like
physics and chemistry, which are physical sciences. In a physical science,

labs, equipment and such are used heavily. In economics, these are not used as
much, but the goals and the broad methodologies are similar. A physical science
attempts to explain various physical phenomena in and around us, or in the solar
system and the universe. Economics is a study of economic phenomena around
individuals, regions, countries or in the world as a whole. In physics, for instance,
we inquire into the effects of throwing a stone with a given force and at a given
angle along its trajectory over the space. In economics, we inquire into for
instance, the effects of a policy change on the growth trajectory of an economy
over time. In physical sciences, there are various laws. There are a few laws in eco-
nomics too. The only distinction is that economics is a social science, dealing with
the behaviour of individuals and organisations within a society.1

Many textbooks have striven to lay down a definition—sometimes a series of
definitions—of economics by quoting celebrated economists of the past. In my
view, this is rather silly and actually counter-productive because it encourages
nothing other than memorisation. It is more important to have a clear sense of what
economics is about, via examples. Many non-economists think that economics is all
about how to make or manage money. This is not true; economics is much broader
in scope. It is about making choices in the face of scarcity. If things were not scarce,
there would not be a subject matter like economics, because then an individual or
a nation could have anything that it wanted. Unfortunately, that is not the case. If
nothing else, time is scarce. Even the richest person in the world today, Bill Gates,
has to make a choice on a particular morning whether to do yoga for one hour or
to have a video conference with a Microsoft’s top executive who is travelling in
India.2 Look at yourselves: how hard-pressed for time you are when the final
exams draw near. No sane individual needs any convincing that time is scarce. Not
just time, but almost anything else, even water, is scarce in the sense that it is not
always free. The degree of scarcity varies, however, from country to country. For
instance, in a typically developed country, labour is relatively more scarce than
technology and equipment, while in a developing country it is the opposite.

Because things are scarce, one has to make a choice; thus, the problem of choice
arises due to scarcity. The study of such problems of choice at the individual,
social, regional, national and international level is what economics is all about. See
Clip 1.1 for a perspective on the goal of economics. In the chapters to come, you
may not see the word ‘scarce’ or ‘scarcity’ used very much, but they always
remain in the background.

1In general, science refers to a body of knowledge that leads to ‘empirically verifiable hypotheses’, that is, generating pre-
dictions (effects of some action on something else) that can be tested. If a prediction cannot be tested, it is not scientific. In
economics, one derives predictions or hypotheses that can be tested by using data and statistical/econometric methods.

2This is only a hypothetical example.
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CONSTRAINTS AND OPPORTUNITY COSTS

Scarcity implies that, at any given point of time, an individual, organisation or a
country cannot have everything in any quantity that is desired. Some constraint
must be present. If you want more of one thing, you have to forego some amount
of some other thing. This is what ‘cost’ means in economics. A uni-ball pen cost-
ing Rs 10 means that if you want to have a uni-ball pen, you have to forego Rs 10
worth of other goods that you could have had otherwise.

More exactly, the term ‘cost’ in economics refers to what is called opportunity
cost. The opportunity cost of a given activity is defined by the value of the next
best alternative. To understand this, consider the following examples.

Clip 1.1: Reducing Wants or Reducing Scarcity to 

Solve an Economic Problem?

Human wants are unlimited. Therefore, scarcity poses a problem. Some elab-
orate definitions of economics explicitly mention the unlimitedness of wants.
While there is nothing wrong with it technically, unfortunately, policy and deci-
sion makers sometimes seize upon it (knowingly or unknowingly) and empha-
sise ‘reducing wants’ as an acceptable method of solving economic problems.
The logic is straightforward. If some things are scarce, advise people to reduce
consumption, which will then match the limited amount available. But, this is a
negatively oriented philosophy. For instance, think of electricity or drinking
water. In most parts of India, their availability is limited, especially during sum-
mer months. Fundamentally, for the government or policy makers, there are
two options to ‘solve’ this problem: increase supply by sufficiently investing in
power and water projects or decrease demand by propagating a slogan that we
should reduce consumption ‘in the national interest’. Which one is the right
approach? If the second option is emphasised year after year, there will be little
incentive to focus on the first option of increasing supply. Over time, the public
‘learns’ to feel guilty about normally consuming power and water, and that
tends to further reduce the intent of the government or the policy makers to
invest sufficiently in power and water. The practical danger is that the (scarcity
reducing) supply side continues to be neglected under one pretext or another.
The shortages continue as if destined. Is this what we really want? Is this any
indicator of our endeavour towards growth and development? The obvious
answer is ‘no’. Reducing wants to solve an economic problem may be justified
only as a short run, emergency measure in an unanticipated situation like war,
famine, drought and so on. But it has no rationale over a longer time period. The
correct perspective of economics is to recognise—and salute—the unlimited-
ness of wants and yet try not to suppress or reduce them, unless they lead to
other problems like seriously impairing the environment. The aim should be to
fulfill the wants as best as possible—by investing in appropriate technology and
by making sensible choices among alternatives. This is the spirit of economics.
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NUMERICAL EXAMPLE 1.1

Mr Rajnish is a software engineer working for Wipro in Bangalore, earning Rs 10
lakh per year. There are, say, three alternative careers available for Mr Rajnish. He
can work for Microsoft or IBM in Bangalore for Rs 9 lakh and Rs 9.5 lakh per year
respectively. Still another alternative is that he can set up his own software firm,
expecting to make a profit of Rs 8.75 lakh a year for himself. What is Mr Rajnish’s
opportunity cost of working in Wipro?

The next best alternative is to work for IBM, the value of which option is Rs 9.5
lakh. Hence this amount is the opportunity cost of working for Wipro.

NUMERICAL EXAMPLE 1.2

An auto-parts company of India wants to establish a plant outside India. The
alternatives are Germany, Indonesia, Japan and the US. Given its financial situ-
ation, the company is constrained to set up only one plant outside India. Assume
that the setting-up costs and the operating costs of a plant in any of these four
countries are the same. The marketing research department offers a projection that
if the plant is set up in Germany, Indonesia, Japan or the US, it will fetch a
turnover (revenue) of $2.5 million, $2 million, $2.3 million and $2.8 million respec-
tively. Of course, given these choices the company will opt to set up a plant in
the US. What is then its opportunity cost?

Among the remaining alternatives, the maximum expected revenue is $2.5 million
(if the plant is set up in Germany). Hence this amount is the opportunity cost.

Consider still another example, which is a little different in nature. Suppose
that Mr Debraj Pattanaik owns a firm that assembles computers and attends ser-
vice calls from customers who already have computers (bought from Mr Pattanaik
and elsewhere). He has 10 employees. Each of them can assemble a computer or
attend a service call. There is no difference in efficiency among the employees.
Over a week’s period, suppose that one employee can assemble 8 computers or
attend 24 calls. How does Mr Pattanaik decide how many employees he should
use for assembling and how many for attending calls?

A natural way is to first determine the various combinations of assembled com-
puters and service call attendance that are feasible. Next, he can select a particu-
lar combination, depending on profitability of selling computers and attending
service calls. Let us not be interested in the latter issue, but only in the former.

For example, if Mr Pattanaik uses all his employees to assemble computers,
80 computers are made but there is zero attendance to service calls. Instead, if he
assigns 3 of them to the assembling job, 24 computers can be assembled and
168 calls can be attended. Of course, if all employees are asked to attend calls,
there is zero production of computers and 240 calls are attended. Notice that, as
Mr Pattanaik keeps increasing the production of assembled computers, the num-
ber of service calls attended falls.

In the example, there is an opportunity cost of computers assembled in terms of
service calls completed and vice versa. Indeed, we can calculate the opportunity
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costs. Since one employee can either assemble 8 computers or attend 24 calls, we
can say that 8 computers ‘cost’ 24 calls and thus the opportunity cost of one com-
puter is equal to 3 service calls and, equivalently, the opportunity cost of one serv-
ice call equals 1/3 computers.

PRODUCTION POSSIBILITY CURVE

Mr Pattanaik’s problem illustrates the constraints facing a single individual.
Interestingly, the entire economy of any country or region faces a similar con-
straint. This is illustrated by what is called a production possibility curve.

Realise that, at any point of time, the technologies available to produce various
goods and services as well as the resources available to an economy—meaning the
size of its working population, land, buildings, machinery and so on—are all
given. Thus an economy cannot produce an arbitrary amount of any particular
good or service. If all resources are used in producing a single good, say bicycles,
only a given number of bicycles can be produced. Starting from a given allocation
of resources to different sectors of an economy, if more resources are employed in
one particular sector, the output of that sector increases and less resources are
available for other sectors, reducing the output in the latter. In deciding which
combination of goods may serve the economy the best, we first have to look at
various combinations that can be made available to an economy.

Consider a hypothetical economy, in which two goods can be produced: motor
bikes and lehengas. All motor bikes are of the same quality and so are lehengas.
Suppose all resources of this economy (like land, and skilled and unskilled labour)
are used in the lehenga sector and if they work efficiently, 150 lakh (1.5 crore)
lehengas can be produced (within, say, a year). Assume that the same resources can
produce motor bikes also. If, instead, all resources are employed in making motor
bikes, suppose that 10,000 motor bikes can be made. These are two production
possibilities that are rather extreme. Most likely there will be other possibilities,
which are in-between. For instance, it is possible that if the economy is producing
1 crore lehengas, it can produce, say, 6,000 motor bikes.

Table 1.1 summarises the various production possibilities that are available to
the economy. Not surprisingly, as the production of one good increases, that of the
other declines. This is due to the scarcity of resources. If more resources go into

Table 1.1 Production Possibilities

Motor Bikes (in thousands) Lehengas (in crores)

Possibility A 0 1.5
Possibility B 2 1.4
Possibility C 4 1.24
Possibility D 6 1.00
Possibility E 8 0.6
Possibility F 10 0

SATYADAS_CH_01.qxd  9/13/2007  2:23 PM  Page 25



Microeconomics for Business26

one sector and hence that sector’s output increases, less must be available for
other sectors and they will produce less than before.

If we now plot these possibilities, namely, (0, 1.5), (2, 1.4) and so on and join the
line segments, we get a curve as shown in the top panel of Figure 1.1. It measures
motor bikes along the x-(horizontal) axis and lehengas on the y-(vertical) axis. This
is the production possibility curve of our hypothetical economy.

More realistically, if there are numerous production possibilities, not just six,
then we get a smoother curve such as that in the bottom panel of Figure 1.1. This
is how a production possibility curve (PPC) is normally exhibited.

Formally, the PPC is defined for a two-good economy, and it shows various
combinations of the two goods that can be produced with available technologies
and with given resources, which are fully and efficiently employed. In other
words, a PPC shows the maximum amount that can be produced of one good,
when the amount produced of the other good is given. It is downward sloping,
since more production of one good is associated with less of the other.

Mark that the PPC does not indicate the actual point chosen in the economy. It
only shows the possibilities. The economy may not be even operating on the curve
if, for example, there is unemployment of labour (as is true for a country like India)
or resources work inefficiently (for instance, when workers go on strike frequently).
In that case, the economy will operate strictly within the PPC, for example, at a point
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Figure 1.1 The Production Possibility Curve
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like G. However, by definition, an economy cannot operate anywhere outside of the
PPC (such as at point H). Moreover, assuming that the economy is operating on the
curve, we cannot, without further information, indicate the exact point of operation.
It depends on the preferences of individuals in the economy.

Realise that, although a PPC is defined in the context of a two-good economy,
the idea behind it is general and holds for any number of goods, that is, if all
resources are used efficiently in an economy, at any given point of time, more pro-
duction of one good must imply less of some other good or goods.

Increasing Marginal Opportunity Cost and the Shape of the PPC

Along a PPC, as more production of one good implies some sacrifice of the other
good, the rate of this sacrifice is the marginal opportunity cost of the expanding
good. In Table 1.1, starting from possibility B, if bike production rises by two units
(from 2 to 4), 140 − 124 = 16 lakh lehengas are to be foregone. Hence, between the
production possibilities B and C, the marginal opportunity cost of motor bikes (in
thousands) is 16/2 = 8 lakh = 0.08 lehengas (in crores). Similarly, between the pro-
duction possibilities C and D, the marginal opportunity cost (per thousand bikes)
is 0.12 crore lehengas and so on. Thus, the marginal opportunity cost of a good on
a PPC is the amount sacrificed of the other good per unit increase in the produc-
tion of the good in question.

Note that ‘marginal’ means ‘additional’ and it is a very important notion in eco-
nomics. You will see repeated use of it in later chapters.

Compared to Table 1.1, Table 1.2 has an additional column, listing the marginal
opportunity cost of motor bikes. Observe that, as the output of motor bikes
increases, its marginal opportunity cost increases (from 0.05 to 0.08, 0.08 to 0.12
and so on). Why does the marginal opportunity cost increase? The economic rea-
son is that as more and more of a good is produced, the factors producing it
become marginally less and less productive. Thus more and more of the other good
has to be sacrificed to ensure a given increment of the former good.

Increasing marginal opportunity cost implies that the graph of PPC will look
concave as in Figure 1.1. If, instead, the marginal opportunity cost were decreas-
ing, you can check by constructing an example, the PPC will be convex. Finally, if

Table 1.2 Marginal Opportunity Cost along the PPC

Motor Marginal Opportunity
Bikes (in ‘000) Lehengas (in crores) Cost of Bikes (in lehengas)

Possibility A 0 1.5 –
Possibility B 2 1.4 0.05 (between A and B)
Possibility C 4 1.24 0.08 (between B and C)
Possibility D 6 1.00 0.12 (between C and D)
Possibility E 8 0.60 0.20 (between D and E)
Possibility F 10 0 0.30 (between E and F)

SATYADAS_CH_01.qxd  9/13/2007  2:23 PM  Page 27



Microeconomics for Business28

the marginal opportunity cost were constant, the PPC will be a straight line.
However, typically the marginal opportunity cost of a particular good on the PPC
increases and, therefore, the PPC is concave.

NUMERICAL EXAMPLE 1.3

A country named Spice produces two goods: chili and sugar. The production pos-
sibilities of these two goods are given in Table 1.3. Calculate the marginal oppor-
tunity cost of sugar in terms of chili and that of chili in terms of sugar at various
points. Is the assumption of increasing marginal cost satisfied? Draw the PPC by
plotting the production possibilities and joining them.

Between the sugar-chili production combinations (0,102) to (1,100), the mar-
ginal opportunity cost of sugar is equal to 102 – 100 = 2 units of chili, since 2 units
of chili are sacrificed to obtain one extra unit of sugar. The marginal opportunity
cost of chili is the inverse of that of sugar and thus equal to ½: between these com-
binations, 102 – 100 = 2 extra units of chili are obtained by sacrificing one unit of
sugar and hence one extra unit of chili can be produced by giving up ½ unit of
sugar. Likewise, the marginal opportunity costs at other combinations are calcu-
lated and listed in Table 1.4.

As we go down this table, sugar production increases and we see that the mar-
ginal opportunity cost of sugar also increases. Similarly, as we go up the table,
chili production becomes higher and higher and its marginal opportunity cost

Table 1.4 Marginal Opportunity Cost (Numerical Example 1.3)

Between Production Marginal Opportunity Marginal Opportunity
Combinations Cost of Sugar Cost of Chili

(1,100) and (2,95) 100 − 95 = 5 1/5
(2,95) and (3,85) 95 – 85 = 10 1/10
(3,85) and (4,73) 85 – 73 = 12 1/12
(4,73) and (5,55) 73 – 55 = 18 1/18
(5,55) and (6,30) 55 – 30 = 25 1/25
(6,30) and (7, 0) 30 – 0 = 30 1/30

Table 1.3 Production Possibility
Combinations (Numerical Example 1.3)

Production of Sugar Production of Chili

0 102
1 100
2 95
3 85
4 73
5 55
6 30
7 0
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increases (from 1/30 to 1/25, from 1/25 to 1/18 and so on). Hence the assumption
of increasing marginal cost is met for both goods.

Figure 1.2 depicts the PPC of Spice, and, notice that it is concave.

Shift of the PPC

Although along any given PPC, an increase in the output of one good is associated
with a decrease in the output of the other, it does not mean that an economy can
never produce more of both (or generally all) goods. The PPC defines the possi-
bilities at a given point of time. But, over time, if technological improvements take
place or more resources are available, the economy will be capable of producing
more of both (or all) goods.

For example, in Figure 1.3, the PPC marked AC may represent an economy in
2006, while the outer PPC marked FH may represent it in 2010. That is, the PPC of
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Figure 1.4 The PPCs before and after the Shifts (Numerical Example 1.4)

a country can shift to the right from one period to another. This is indeed what we
understand by economic growth.

NUMERICAL EXAMPLE 1.4

A country produces two goods: food (F) and manufactures (M). The good F is pro-
duced by labour and land, while the good M is produced by labour and capital.
Suppose there is an increase in the availability of land for producing food. How
would it shift the PPC? Illustrate it with a numerical example and plot the PPCs.

Suppose all labour is used in producing good M. As this sector does not use
land, its production will not increase as land supply increases. This implies that
the PPC will not shift to the right on the axis measuring good M. However, as long
as there is some labour being used in producing good F, for any given level of pro-
duction of good M, there will be an increase in the production of good F, since the
same amount of labour, together with more land, will produce more of good F.
The PPC will thus shift on the axis measuring good F. The overall nature of the
shift of the PPC will be different from what is shown in Figure 1.3. It will look as
Figure 1.4(a). A numerical example is given in Table 1.5. The original production
possibilities are given along the first two columns, while the new production
possibilities, after an increase in the availability of land, are given along the first
column and the third column. The various points are plotted in Figure 1.4(b).

NATURE OF AN ECONOMIC PROBLEM

The production possibility curve is a good illustration of the problem of scarcity and
choice. At any given point of time, an economy can only produce so much of goods.
Therefore, choices are limited to points along or within the PPC. It also illustrates that
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scarcity implies a positive cost of goods. If something is scarce, having more of it must
involve sacrificing some amount of something else. This defines the opportunity cost.

Indeed we have illustrated the concept of economic costs in different ways. Any
economic problem always involves costs. But it also has benefits of some kind. The
combination of the two (costs and benefits) defines an economic problem.

The costs or benefits may or may not always be measurable in terms of money.
As an example, suppose your friends are inciting you to ask your father for a ride
in his imported, chauffeured car. You know that your father is a busy man and if
you ask him he will surely get angry and admonish you, but eventually he will
agree. Are you going to ask your father? You can think of it as an economic prob-
lem. There is a ‘benefit’ from asking your father, which is the enjoyment with your
friends from the car ride. But there is a ‘cost’ in terms of the disutility or the pain
of absorbing your father’s harsh words. If you think that the benefits are greater
than the cost, you go ahead and ask; otherwise, you do not.

Of course, you will see in the following chapters that the problem of identifying
the benefits and costs and weighing them is not as simplistic as in the foregoing
example. But they are not inordinately hard either.

CENTRAL PROBLEMS OF AN ECONOMY: ‘WHAT’, ‘HOW’

AND ‘FOR WHOM’

Remember that economics deals with choice problems arising out of scarcity. There
are indeed many choice problems that any particular economy solves within a given
time period. During the fiscal year 2002–03, 23.2 million tons of potato was pro-
duced in India.3 The output of any crop is not entirely driven by external factors like
rainfall. It is partly influenced by how much of land is used to raise a particular crop
and partly by the applications of fertilisers, power and so on. And these are conse-
quences of individual choice as well as government policies. Hence, external factors
held constant, India’s production of potatoes in a given year is an outcome of choice.

Table 1.5 Table for Numerical Example 1.4

Production of Good F
Production of Good F (after an increase in the

Production of Good M (originally) availability of land)

0 56 68
1 54 66
2 50 62
3 44 56
4 36 45
5 26 32
6 14 17
7 0 0

3The source is Economic Survey 2004–2005, Ministry of Finance.
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India, like many other countries, does not produce jet planes. But it produces
helicopters, small aircrafts and some fighter planes. This is also a choice problem,
given the constraints.4

Besides ‘which goods are produced’, being a problem of choice, ‘how or in
which method a good is to be produced’ is also a choice problem. Usually, there is
more than one method to produce a given commodity. For instance, electricity can
be generated by hydro, coal or nuclear power. Agricultural activity can be under-
taken by a relatively labour-intensive method (as in India on the average) or by a
relatively capital-intensive method (as in a developed country like Germany).

Who earns how much is also a choice problem from an economy’s viewpoint.
There are differences in earnings across occupations within a country and across
countries within the same occupation. The University Grants Commission (UGC)
basic pay scale for assistant professors in India, for example, ranges from Rs 8,000 to
Rs 13,500. If the dearness pay and allowance plus housing allowance are added, the
gross monthly salary is nearly doubled, ranging from Rs 16,000 to Rs 27,000 per
month, or Rs 1.82 lakh to Rs 3.24 lakh annually. As compared to this, in fields like
business, economics or statistics, an assistant professor in an American university
earns no less than $45,000 a year, which, at an exchange rate of $1 = Rs 43, is equiva-
lent to Rs 19.35 lakh. Who earns how much is a choice problem in the sense that if on
the average, computer engineers are earning more than historians, it is the economy
or the market, which chooses to reward computer engineers more than historians.

The various economic problems facing an economy fall into three categories:
‘what,’ ‘how’ and ‘for whom.’

What

What goods and services would be produced in an economy and in what quantities?
For example, in the fiscal year 2002–03, the Indian economy produced 33 million tons
of crude petroleum. Why is it 33 million tons and not, say, 40 million tons? In the
same financial year, India produced about 11.5 million bicycles.5 What factors deter-
mine these quantities? And so on.

How

By which methods would the goods and services be produced? Should garments
in India be produced by relatively labour-intensive or machine-intensive
methods? Cement can be produced by what is called a ‘dry’ process or a ‘wet’
process. Which technology is to be used in a new cement plant to be established
in a given region? These are the questions that come under the ‘how’ problem.

4You may argue that India does not produce jet planes because it does not have the necessary technology. However, if a tech-
nology is not available domestically, it can certainly be acquired by paying for it. So acquiring a particular technology is also
a choice problem. Many technologies can be purchased if we decide to pay for it. But we should not buy any available tech-
nology even if we can afford it. The benefits from having a technology must be weighed against the cost of acquiring it.

5The source is Economic Survey 2004–2005, Ministry of Finance.
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For Whom

From the various goods and services that are available to an economy, who gets
how much to consume? It depends on who earns how much or who has how much
assets. For example, how much does an economics post-graduate earn as compared
to a political science post-graduate or a chemical engineer? The ‘for whom’ question
refers essentially to the issue of income and wealth distribution in an economy.

TWO BASIC ALTERNATIVE ECONOMIC SYSTEMS TO SOLVE

THE CENTRAL PROBLEMS

In a market-oriented or capitalist economy, the three fundamental problems are
solved by the ‘market.’ There is a price of any good or service, which is influenced
by the forces of demand and supply. These forces guide which goods are to be pro-
duced and consumed and in what quantity. For example, dosa (the South Indian
dish) is produced in the Indian economy because the technology of making dosa is
available, the cost of producing and supplying it is not too high and there is a
demand for it. This illustrates how the ‘what’ problem is solved.

Alternatively, in a centrally planned economic system, which was in practice in
the former Soviet Union and other East European countries till the late eighties,
these problems are addressed in a very direct manner by the government. There
is a central planning authority that decides which goods and how much should be
consumed and produced in the economy within a given span of time, say a year
or five years. These are like targets. They are set according to the overall growth
and development strategy for the economy that is considered ‘desirable’ by the
members of the planning authority.

Factories are government-owned and the production methods are chosen by
the planning authority. Salaries are also decided by the government.

In brief, all three central problems are essentially solved by direct command
from the government. That is why a centrally planned economy is also called a
command economy.

Which system is better in solving the fundamental problems of an economy?
This is where sometimes emotions run high. But, the record of the world economy
till today goes in favour of the market economy for the simple and stunning fact
that the Soviet system has collapsed. Even the Chinese economy that used to be
centrally planned is moving vigorously towards a market system.

ECONOMIC AGENTS IN A MARKET ECONOMY

In the chapters to come, we will study the market economy. Who are the ‘players’
or the economic agents in such an economy?

Essentially, there are three sets of players: consumers, producers and the govern-
ment. Consumers demand goods and services, and supply factors of production
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like labour, land, machines and so on. On the other hand, producers supply goods
and services and demand factors of production. Even in an economy in which there
is no interference by the government in business in any manner, the government can
play a critical role in the form of protecting property rights. This means that, by
enforcing laws, the legal rights of consumers and producers are protected so that
they are able to efficiently transact in the market. In reality, of course, the govern-
ment of any country does more than just protect property rights; it affects produc-
tion and consumption decisions by imposing taxes, granting subsidies and so on
(some of these will be studied in this book).

POSITIVE VERSUS NORMATIVE ECONOMICS

Apart from the three broad questions, what kinds of more specific questions/
issues are addressed in economics? There are several. For instance, what are the
various factors that determine the demand for a particular good in the market?
What are the various factors that determine the supply of a particular good in
market? How would an increase in the price of coffee affect the demand for tea?
What should be the government’s policy in order to increase employment in the
economy? Why does the announcement of a new central budget every year have
some sort of an impact on the stock market? What should be India’s best policy
with respect to import of agricultural goods? There are of course many more ques-
tions of potential interest and relevance.

However, if you look at the sample of questions outlined above, you will see
that all the questions can be categorised into two types. One type is concerned
with the effect of something or some policy change on some variable. The other
type is concerned with how a particular policy should be shaped in the best inter-
ests of the economy in a given context. The former is called positive economics or
positive economic issues, whereas the latter is called normative economics or nor-
mative economic issues.

The answers to the positive economic questions form the foundation for the
answers to the normative economic questions. For instance, if we want to know
what should be the government’s best policy towards, say, the software industry
(which is a normative question), we have to first know how a certain policy will
affect the consumers and the producers of the software and other related indus-
tries (which is a positive question).

MICROECONOMICS VERSUS MACROECONOMICS

Economics has many branches or sub-disciplines. Out of these, there are two core
ones called microeconomics and macroeconomics. The former refers mostly, but
not exclusively, to the analysis of scarcity and choice problems facing a single eco-
nomic unit such as a producer or a consumer. Suppose you own a barber shop.
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How many barbers should you hire? How many persons should you serve per
day on an average? What price are you going to charge for a crew-style haircut?
As another example, given your monthly pocket money, how many ice-creams
and chocolates are you going to buy? These are questions of individual choice.
Microeconomics deals with the principles behind such choices.

On the other hand, macroeconomics deals with the behaviour of aggregates
such as real Gross Domestic Product (GDP), employment, interest rate and so on.
What determines the real GDP or inflation rate in an economy? What policies can
reduce the rate of unemployment in a developing country like India? And so on.

This book is meant to cover some basic principles of microeconomics from the
viewpoint of students studying business/managerial economics and commerce.

MANAGERIAL/BUSINESS ECONOMICS

This leads to what managerial/business economics is all about. Here too, various
people have given various definitions, which are exactly the same in spirit
although different in terms of the words and phrases used. Going through these
is to belabour the obvious without serving any useful purpose. Simply put, man-
agerial/business economics refers to the study of economic principles that are rel-
evant or useful in business and managerial decision-making.

For instance, any business survives because it is able to sell a product or serv-
ice to consumers. Thus, it is pertinent to know how consumers make their
choices regarding how much of different goods and services they should buy.
Any business involves producing something, which may involve employing
workers. How many workers should a firm hire, given the market conditions
and technology? Is it profitable for a firm to buy a particular piece of equipment?
What are the different kinds of costs that a firm has to incur over a particular
horizon of time? These are the kind of issues studied in business or managerial
economics.

The relationship between economics and managerial/business economics is
somewhat similar to that between physics and mechanical engineering, chem-
istry and chemical engineering or statistics and econometrics. For example,
econometrics is about statistical measurements in economics. It can be inter-
preted as statistics applied to economics. Thus, in a broad sense, econometrics is
all statistics. Yet it is different because of the difference in its focus. Likewise,
managerial economics can be thought of as economics applied to managerial or
business decision-making.

Although a good manager should have a good understanding of the overall
functioning of an economy in which the product or service she is associated with
is sold, she is mostly concerned with decision-making with regard to a particular
group of individuals within a company, a particular product or a particular mar-
ket. Thus managerial economics typically refers to microeconomics rather than
macroeconomics.
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