01. ECONOMICS - DEFINITION AND NATURE & SCOPE OF
ECONOMICS - DIVISIONS OF What is Microeconomics?

Microeconomics, a significant part of the subject of Economics, focuses on the choices made by
customers and businesses in response to the changing prices of products and services in an economy.
Microeconomics covers numerous topics, such as —

e Supply, demand and equilibrium for products in various market environments.

e Customer behaviour, whether you are a small retail shop owner or an owner of a retail
chain.

e Service and labour demand, including labour markets, individual demand, the wage of an
employee and price of a product.

e The production theory includes studying how products and services are manufactured.

One of the core features of microeconomics is it focuses on specific market situations when certain
changes happen in the existing conditions. It uses a bottom-up approach to analyse the economy.

What are the Key Aspects of Microeconomics?
The key aspects of microeconomics include:

Market demand, supply and equilibrium
Consumer choice theory

Labour economics

Production theory

Market-specific labour market
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What is Macroeconomics?

Macroeconomics, another significant branch of economics, focuses on a nation’s economic growth
and the effective strategies used to achieve it. It also evaluates the policies and other vital factors
impacting the overall economy. Macroeconomics provides insight into:

The overall economic growth of a nation.

Prime reasons responsible for notable issues like unemployment and inflation.
Factors such as interest rates that fluctuate due to fiscal policies.

International trade and globalisation effect.

Key factors that are entitled behind varying economic growths among countries.

Another notable aspect of macroeconomics is its emphasis on overall growth and its economic



Explaining the Difference Between Micro and Macro
Economics

Let us look at the key differences between microeconomics and macroeconomics:

Parameter Microeconomics Macroeconomics

Meaning It is a division of [ It is an area of
Economics that | Economics that
emphasises emphasises the
understanding study of the
individual, behaviour and
household  and | performance of the
company overall economy.
behaviour in

decision-making.

Topic As the name | Macroeconomics

Covers suggests, this | covers the whole
study covers the | economy, including
micro parts or | various market

specific  market | segments.
segments of the
entire economy of

a nation.

Deals with It focuses on| It addresses
Individual aggregate economic
economic variables.
variables.

Applications | Studies of | Candidates can

in Business | Microeconomics | apply their
help solve | knowledge to
internal issues. external and

environmental
issues.




Scope It deals with vital [ Macroeconomics
economic issues, | deals with different
including economic challenges
demand, supply, | such as the total
production, income of a nation,
consumption, general price level,
product pricing, [ employment,
and more. resource

distribution, money,
etc.

Significance | Studying Studying
Microeconomics | Macroeconomics is
is highly effective | useful in
in controlling | maintaining
product prices as | consistency in the
well as the costs | overall price level.
of production | In addition, it solves
factors of | major economic
production issues including
(labour, capital, | reflation, deflation,
land, inflation,
entrepreneurship, | unemployment, and
and more) within | most significant
the economy. poverty.

Limitations | It is based on | In Macroeconomics,

unfeasible
assumptions. It is
presumed  that
there will be a
100%
employment rate,
which is  not
practicable.

the ‘Fallacy of
Composition® fails to
demonstrate  that
what applies to the
overall economy
may not necessarily
be applicable for
individuals.

Central problem of an economy:

he basic economic activities of life are production, distribution, and
disposition of goods and services. A society will be facing scarcity of

resources during the time of fulfillments of these activities.

Scarcity is evident, due to the availability of limited resources, and
human needs having no limit. This variation between the supply and

demand leads to the formation of central problems of an economy.

The central problems of an economy revolve around the following

factors:.



1. What to produce?
2. How to produce?
3. For whom to produce-?

Let us discuss these points in detail.
What to produce?

It is one of the central problems in an economy. Itis related to the

type and quantity of goods and services that need to be produced.

Since resources are in limited quantities, producing more of one good

will result in less production of the other.
How to produce?

This aspect deals with the process or technique by which the goods and
services can be produced. Generally, there are two techniques of

production:

1. Labour intensive techniques

2. Capital intensive techniques
The choice of technique for production depends on the availability of
the resource in that nation, hence resource allocation becomes a

challenge.
For whom to produce-?

This problem deals with determining the final consumers of the goods
produced. As resources are scarce in an economy, it becomes difficult

to cater to all sections of the society.

It leads to a problem of choice in an economy as a good that may be in
demand among one section, may not be in demand for another section of

the society.

Such a situation arises due to the difference in income distribution

among the population, which causes a change in buying behaviour.

With this, we conclude the concept of central problems of an economy.

Stay tuned to our website for more such exciting updates.

What Are the Three Central Problems of an Economy?



Every economy faces fundamental challenges due to the scarcity of
resources and the unlimited nature of human wants. These challenges
require thoughtful decisions to ensure resources are used efficiently and
contribute to the well-being of society. One of the core Commerce
concepts in Economics is understanding the central problems of an
economy: what to produce, how to produce, and for whom to produce.
This topic is essential for understanding resource allocation, societal
priorities, and economic stability.

Central Problems of an Economy: Core Concepts

Central problems of an economy emerge because resources like land,
labor, and capital are limited, while human wants are endless. Societies
need to answer three basic but critical questions. Addressing these
ensures balanced growth and proper distribution of goods and services.

« What to produce and in what quantity?

Choosing between different types of goods (e.g., food vs.
technology) and deciding the quantity of each item.

 How to produce?

Selecting the methods and techniques of production, such as using
more machines (capital-intensive) or hiring more workers (labor-
intensive).

o For whom to produce?

Determining how goods and services will be distributed among
individuals and groups in society.

Detailed Explanation and Examples

The problem of “"what to produce” focuses on the selection of goods and
services from the vast number of possible choices. For example, with
limited land, a farmer must decide between growing wheat or rice.
Similarly, a country must weigh investing more in healthcare against
building new infrastructure.

The question “how to produce” addresses which production technique an
economy should use. Labor-intensive methods use more human effort,
common in economies where manpower is abundant. Capital-intensive
methods depend more on machines and technology and are often chosen
in developed economies. For instance, shoes can be produced by skilled
cobblers (labor-intensive) or in factories with advanced machinery
(capital-intensive).



The issue of “for whom to produce” concerns how goods are distributed
among populations. Should goods be distributed based on who needs
them, or who can afford to buy them? Luxury products like gold or cars
target specific income groups, while basic needs like grains and medicines
must be accessible to everyone.

Relationship between Science, Technology,
Engineering and Economics

Introduction

Science, Technology, Engineering and Economics are closely interrelated disciplines.
Science provides knowledge, technology applies that knowledge, engineering uses
technology to design solutions, and economics helps in making efficient decisions
regarding the use of scarce resources. Together, they play an important role in
economic development and industrial growth.

1. Relationship between Science and Economics

Science develops new theories and discoveries through research and experimentation.
These discoveries improve production methods and increase efficiency.

« Scientific research increases productivity.
e Innovation reduces cost of production.
« Scientific advancement leads to economic growth.

For example, agricultural science improved crop production through better seeds and
fertilisers, which increased national income.




2. Relationship between Technology and Economics

Technology refers to the practical application of scientific knowledge. It directly affects
economic activities.

Technology increases output with the same resources.
It reduces production cost.

It improves quality of goods and services.

It promotes industrialisation.

For example, automation and artificial intelligence reduce labour cost and increase
efficiency in industries.

3. Relationship between Engineering and Economics

Engineering focuses on designing, constructing and improving systems and machines.
Economics helps engineers in decision-making.

This relationship is called Engineering Economics.

Engineers use economic principles to select the best project.

Cost analysis helps in minimising expenses.

Capital budgeting methods (NPV, IRR) help in project evaluation.
Resource allocation decisions depend on economic analysis.

For example, when constructing a bridge, engineers must consider cost, benefit,
demand and long-term returns.

4. Role in Economic Development

Science + Technology + Engineering contribute to:



e Industrial growth

e Infrastructure development

e Innovation and entrepreneurship
e Increase in national income

e Improvement in living standards

Economic policies support research, technological advancement and engineering
projects for sustainable growth.

5. Concept of Efficiency and Scarcity

Economics deals with scarcity of resources. Science and engineering help in:

e Optimum utilisation of resources
e Reducing wastage

e Increasing productivity

e Sustainable development

Thus, all fields work together to achieve maximum output with minimum cost.

Conclusion

Science generates knowledge, technology applies it, engineering implements it, and
economics ensures efficient use of resources. The integration of these fields leads to
innovation, productivity and economic development. Therefore, for engineers,
understanding economics is essential for rational decision-making and successful
project management.

ECONOMICS

Step-by-Step Approach to Solving Economic Problems

1. Understand the scenario: Identify which central problem is present.



2. Analyse resource scarcity: Determine what resources are limited in
the situation.

3. Apply decision-making: Use economic logic to decide the most
efficient way of solving the problem.

4. Evaluate implications: Consider how the choice affects production,
employment, and distribution.

Key Principles and Their Application
o Scarcity:
All economies have limited resources, making choices necessary.
o Choice:

Since wants are endless, societies must choose what to prioritise in
production.

« Resource Allocation:

Optimal distribution lets an economy maximise output and welfare.

Sample Conceptual Examples

Example 1: If a country must decide whether to use coal for
electricity or for steel manufacturing, it faces the "“what to
produce” problem.

Example 2: A garment manufacturer can use handlooms (labor-
intensive) or power looms (capital-intensive), illustrating
the “how to produce” problem.

Example 3: If only luxury goods are produced, affordable to the
wealthy, it highlights the “for whom to produce” problem.

Economics is the science that deals with production, exchange and consumption of
various commodities in economic systems. It shows how scarce resources can be used to
increase wealth and human welfare. The central focus of economics is on scarcity of
resources and choices among their alternative uses. The resources or inputs available to
produce goods are limited or scarce. This scarcity induces people to make choices
among alternatives, and the knowledge of economics is used to compare the alternatives
for choosing the best among them. For example, a farmer can grow paddy, sugarcane,



banana, cotton etc. in his garden land. But he has to choose a crop depending upon the
availability of irrigation water.

Two major factors are responsible for the emergence of economic problems. They
are: i) the existence of unlimited human wants and ii) the scarcity of available resources.
The numerous human wants are to be satisfied through the scarce resources available in
nature. Economics deals with how the numerous human wants are to be satisfied with

limited resources. Thus, the science of

nomi ntr n want - effort -
eco_ 0 FS centres WANT 0 ant effort
satisfaction.
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Economics not
only covers the decision making behaviour of individuals but also the macro variables of
economies like national income, public finance, international trade and so on.

A. DEFINITIONS OF ECONOMICS

Several economists have defined economics taking different aspects into account.
The word ‘Economics’ was derived from two Greek words, 0ikos (a house) and nemein
(to manage) which would mean ‘managing an household’ using the limited funds
available, in the most satisfactory manner possible.

1) Wealth Definition

Adam smith (1723 - 1790), in his book “An Inquiry into Nature and Causes of
Wealth of Nations” (1776) defined economics as the science of wealth. He explained how
a nation’s wealth is created. He considered that the individual in the society wants to
promote only his own gain and in this, he is led by an “invisible hand” to promote the
interests of the society though he has no real intention to promote the society’s interests.

Criticism: Smith defined economics only in terms of wealth and not in terms of human
welfare. Ruskin and Carlyle condemned economics as a ‘dismal science’, as it taught
selfishness which was against ethics. However, now, wealth is considered only to be a
mean to end, the end being the human welfare. Hence, wealth definition was rejected
and the emphasis was shifted from ‘wealth’ to ‘welfare’.



i) Welfare Definition

Alfred Marshall (1842 - 1924) wrote a book “Principles of Economics” (1890) in
which he defined “Political Economy” or Economics is a study of mankind in the
ordinary business of life; it examines that part of individual and social action which is
most closely connected with the attainment and with the use of the material requisites of
well being”. The important features of Marshall’s definition are as follows:

a) According to Marshall, economics is a study of mankind in the ordinary business
of life, i.e., economic aspect of human life.

b) Economics studies both individual and social actions aimed at promoting
economic welfare of people.

C) Marshall makes a distinction between two types of things, viz. material things
and immaterial things. Material things are those that can be seen, felt and touched,
(E.g.) book, rice etc. Immaterial things are those that cannot be seen, felt and touched.
(E.g.) skill in the operation of a thrasher, a tractor etc., cultivation of hybrid cotton
variety and so on. In his definition, Marshall considered only the material things that
are capable of promoting welfare of people.

Criticism: a) Marshall considered only material things. But immaterial things, such as
the services of a doctor, a teacher and so on, also promote welfare of the people.

b) Marshall makes a distinction between (i) those things that are capable of
promoting welfare of people and (ii) those things that are not capable of promoting
welfare of people. But anything, (E.g.) liquor, that is not capable of promoting welfare
but commands a price, comes under the purview of economics.

c) Marshall’s definition is based on the concept of welfare. But there is no clear-cut
definition of welfare. The meaning of welfare varies from person to person, country to
country and one period to another. However, generally, welfare means happiness or
comfortable living conditions of an individual or group of people. The welfare of an
individual or nation is dependent not only on the stock of wealth possessed but also on
political, social and cultural activities of the nation.

iii) Welfare Definition

Lionel Robbins published a book “An Essay on the Nature and Significance of
Economic Science” in 1932. According to him, “economics is a science which studies
human behaviour as a relationship between ends and scarce means which have
alternative uses”. The major features of Robbins’ definition are as follows:



a) Ends refer to human wants. Human beings have unlimited number of
wants.

b) Resources or means, on the other hand, are limited or scarce in supply. There is
scarcity of a commodity, if its demand is greater than its supply. In other words, the
scarcity of a commodity is to be considered only in relation to its demand.

c) The scarce means are capable of having alternative uses. Hence, anyone will choose
the resource that will satisfy his particular want. Thus, economics, according to
Robbins, is a science of choice.

Criticism: a) Robbins does not make any distinction between goods conducive to human
welfare and goods that are not conducive to human welfare. In the production of rice
and alcoholic drink, scarce resources are used. But the production of rice promotes
human welfare while production of alcoholic drinks is not conducive to human welfare.
However, Robbins concludes that economics is neutral between ends.

b) In economics, we not only study the micro economic aspects like how resources
are allocated and how price is determined, but we also study the macro economic aspect
like how national income is generated. But, Robbins has reduced economics merely to
theory of resource allocation.

C) Robbins definition does not cover the theory of economic growth and
development.

iv) Growth Definition

Prof. Paul Samuelson defined economics as “the study of how men and society
choose, with or without the use of money, to employ scarce productive resources which
could have alternative uses, to produce various commodities over time, and distribute
them for consumption, now and in the future among various people and groups of
society”.

The major implications of this definition are as follows:

a) Samuelson has made his definition dynamic by including the element of time in
it. Therefore, it covers the theory of economic growth.

b) Samuelson stressed the problem of scarcity of means in relation to unlimited
ends. Not only the means are scarce, but they could also be put to alternative uses.

C) The definition covers various aspects like production, distribution and
consumption.



Of all the definitions discussed above, the ‘growth’ definition stated by Samuelson
appears to be the most satisfactory. However, in modern economics, the subject matter
of economics is divided into main parts, viz., i) Micro Economics and ii) Macro
Economics.

Economics is, therefore, rightly considered as the study of allocation of scarce
resources (in relation to unlimited ends) and of determinants of income, output,
employment and economic growth.

B. SCOPE OF ECONOMICS

Scope means province or field of study. In discussing the scope of economics, we
have to indicate whether it is a science or an art and a positive science or a normative
science. It also covers the subject matter of economics.

i) Economics - A Science and an Art

a) Economics is a science: Science is a systematised body of knowledge that traces
the relationship between cause and effect. Another attribute of science is that its
phenomena should be amenable to measurement. Applying these characteristics, we
find that economics is a branch of knowledge where the various facts relevant to it have
been systematically collected, classified and analysed. Economics investigates the
possibility of deducing generalizations as regards the economic motives of human
beings. The motives of individuals and business firms can be very easily measured in
terms of money. Thus, economics is a science.

Economics - A Social Science: In order to understand the social aspect of economics, we
should bear in mind that labourers are working on materials drawn from all over the
world and producing commodities to be sold all over the world in order to exchange
goods from all parts of the world to satisfy their wants. There is, thus, a close inter-
dependence of millions of people living in distant lands unknown to one another. In this
way, the process of satisfying wants is not only an individual process, but also a social
process. In economics, one has, thus, to study social behaviour i.e., behaviour of men in-
groups.

b) Economics is also an art. An art is a system of rules for the attainment of a given
end. A science teaches us to know; an art teaches us to do. Applying this definition, we
find that economics offers us practical guidance in the solution of economic problems.
Science and art are complementary to each other and economics is both a science and
an art.



ii) Positive and Normative Economics

Economics is both positive and normative science.

a) Positive science: It only describes what it is and normative science prescribes
what it ought to be. Positive science does not indicate what is good or what is bad to the
society. It will simply provide results of economic analysis of a problem.

b) Normative science: It makes distinction between good and bad. It prescribes
what should be done to promote human welfare. A positive statement is based on facts.
A normative statement involves ethical values. For example, “12 per cent of the labour
force in India was unemployed last year” is a positive statement, which could is verified
by scientific measurement. “Twelve per cent unemployment is too high” is normative
statement comparing the fact of 12 per cent unemployment with a standard of what is
unreasonable. It also suggests how it can be rectified. Therefore, economics is a positive
as well as normative science.

iii) Methodology of Economics

Economics as a science adopts two methods for the discovery of its laws and
principles, viz., (a) deductive method and (b) inductive method.

a) Deductive method: Here, we descend from the general to particular, i.e., we start
from certain principles that are self-evident or based on strict observations. Then, we
carry them down as a process of pure reasoning to the consequences that they implicitly
contain. For instance, traders earn profit in their businesses is a general statement
which is accepted even without verifying it with the traders. The deductive method is
useful in analyzing complex economic phenomenon where cause and effect are
inextricably mixed up. However, the deductive method is useful only if certain
assumptions are valid. (Traders earn profit, if the demand for the commodity is more).

b) Inductive method: This method mounts up from particular to general, i.e., we
begin with the observation of particular facts and then proceed with the help of
reasoning founded on experience so as to formulate laws and theorems on the basis of
observed facts. E.g. Data on consumption of poor, middle and rich income groups of
people are collected, classified, analysed and important conclusions are drawn out from
the results.

In deductive method, we start from certain principles that are either indisputable or
based on strict observations and draw inferences about individual cases. In inductive



method, a particular case is examined to establish a general or universal fact. Both
deductive and inductive methods are useful in economic analysis.

iv) Subject Matter of Economics

Economics can be studied through a) traditional approach and (b) modern
approach.

a) Traditional Approach: Economics is studied under five major divisions namely
consumption, production, exchange, distribution and public finance.

1.Consumption: The satisfaction of human wants through the use of goods and services
is called consumption.

2.Production: Goods that satisfy human wants are viewed as “bundles of utility”. Hence
production would mean creation of utility or producing (or creating) things for
satisfying human wants. For production, the resources like land, labour, capital and
organisation are needed.

3. Exchange: Goods are produced not only for self-consumption, but also for sales.
They are sold to buyers in markets. The process of buying and selling constitutes
exchange.

4. Distribution: The production of any agricultural commodity requires four
factors, viz., land, labour, capital and organisation. These four factors of production are
to be rewarded for their services rendered in the process of production. The land owner
gets rent, the labourer earns wage, the capitalist is given with interest and the
entrepreneur is rewarded with profit. The process of determining rent, wage, interest
and profit is called distribution.

5. Public finance: It studies how the government gets money and how it spends it.
Thus, in public finance, we study about public revenue and public expenditure.

b) Modern Approach
The study of economics is divided into: i) Microeconomics and ii) Macroeconomics.

1. Microeconomics analyses the economic behaviour of any particular decision
making unit such as a household or a firm. Microeconomics studies the flow of
economic resources or factors of production from the households or resource owners to
business firms and flow of goods and services from business firms to households. It
studies the behaviour of individual decision making unit with regard to fixation of price
and output and its reactions to the changes in demand and supply conditions. Hence,
microeconomics is also called price theory.



2. Macroeconomics studies the behaviour of the economic system as a whole or all
the decision-making units put together. Macroeconomics deals with the behaviour of
aggregates like total employment, gross national product (GNP), national income,
general price level, etc. So, macroeconomics is also known as income theory.

Microeconomics cannot give an idea of the functioning of the economy as a whole.
Similarly, macroeconomics ignores the individual’s preference and welfare. What is
true of a part or individual may not be true of the whole and what is true of the whole
may not apply to the parts or individual decision-making units. By studying about a
single small-farmer, generalisation cannot be made about all small farmers, say in
Tamil Nadu state. Similarly, the general nature of all small farmers in the state need not
be true in case of a particular small farmer. Hence, the study of both micro and
macroeconomics is essential to understand the whole system of economic activities.
The relationship between

Science, Technology, and Engineering (STE) and Micro/Macroeconomics is symbiotic,
forming the foundation of modern, knowledge-based economies.

e Science provides understanding (fundamental knowledge).
e Engineering applies that knowledge (design/systems).
e Technology acts as the practical outcome (tools/processes/products).

Economics analyses how these, in turn, affect production, consumption, and wealth
creation at both small-scale and national levels.

1. STE and Microeconomics (Individual Firms & Markets)

Microeconomics focuses on individual decision-makers—consumers and firms. STE
impacts this level primarily by changing cost structures, efficiency, and market
dynamics.

e Production Function and Efficiency: Engineers and technologists develop tools
that increase Total Factor Productivity (TFP). This shifts the production function
upward, allowing a firm to produce more output with the same, or fewer, inputs
(lower marginal costs).

e Product Innovation & Differentiation: Engineering breakthroughs allow firms to
create new products, creating temporary monopolies (via patents) and increasing
consumer demand.

e Cost Minimization: Technology reduces waste and energy consumption,
reducing Average Total Costs (ATC), increasing profit margins.

e Market Structure: Digital technology (like E-commerce) lowers barriers to
entry, moving markets toward higher competition. Conversely, proprietary
technology can enable monopolies.

Key Link: Investment in R&D (Research & Development)

—



Technological Innovation

—

Lower Marginal Costs

—

Higher Profits/Lower Prices.

2. STE and Macroeconomics (National Economy & Global Level)
Macroeconomics studies the behaviour of the economy as a whole—GDP, inflation,
unemployment, and growth. STE is the primary driver of long-term economic growth.

e Endogenous Growth Theory: Modern growth theory highlights that
technological progress is the main driver of long-term GDP growth. It
transforms productivity, creating a shift from labor-intensive to
capital/technology-intensive growth.

e GDP Growth: The invention of new industries (e.g., internet, biotech) expands
the aggregate production capacity of the nation, increasing Real GDP.

« Job Creation and Transformation: While technology can displace specific
manual jobs (structural unemployment), it historically creates higher-skilled,
higher-paying jobs in technology development, maintenance, and new industries.

e Global Trade & Competitiveness: Countries with superior engineering and
technological capabilities (high patent output) hold competitive advantages in
global markets, improving their balance of trade and currency value.

« Price Stability (Inflation): Technology increases efficiency, lowering costs of
production, which helps control inflation (cost-push inflation reduction).

Key Link: Public/Private R&D Investment

—

Technological Progress

Increased Productivity

—

Increased GDP

—

Higher Living Standards.

Summary Table: STE Impact

Component Area of Impact Key Driver
Microeconomics ;';;T;SOSB’ Profit, Product Efficiency, Automation, Innovation
GDP, Employment, Trade, R&D, Productivity Growth,

Macroeconomics .
Inflation Infrastructure

Conclusion



The relationship is a virtuous cycle: Science discovers, Engineering applies,

and Technology implements. Microeconomics provides the incentives for firms to adopt
technology to maximise profits, while Macroeconomics-benefits from these
technological breakthroughs through increased national output and improved living
standards.

Production Possibility Curve (PPC)

Introduction

The Production Possibility Curve (PPC), also known as the Production Possibility
Frontier (PPF), is an important concept in economics. It explains the problem of
scarcity, choice and opportunity cost in an economy. Since resources are limited and
human wants are unlimited, an economy must choose how to allocate its resources
efficiently.

Meaning of PPC

The Production Possibility Curve is a graphical representation that shows the
maximum possible combinations of two goods that an economy can produce with given
resources and given technology.

It assumes:

e Resources are fixed
e Technology is constant
o Full and efficient use of resources

Assumptions of PPC

Only two goods are produced.

Resources are limited.

Resources are fully and efficiently utilised.

Technology remains constant.

Resources are not equally efficient in producing both goods.
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Explanation with Example

Suppose an economy produces:

e Good X (Consumer Goods)
e Good Y (Capital Goods)

If more units of Good X are produced, fewer units of Good Y must be produced. This
happens because resources are scarce.

The loss of one good to produce more of another good is called Opportunity Cost.

Shape of PPC

1. Downward Sloping

PPC slopes downward from left to right because producing more of one good
requires sacrificing some quantity of the other good.

2. Concave to the Origin

PPC is concave due to the law of increasing opportunity cost. As more units of
one good are produced, opportunity cost increases.

Shifts in PPC

1. Rightward Shift (Increase in Production Capacity)
o Increase in resources
o Improvement in technology
o Increase in labour or capital

This indicates economic growth.
2. Leftward Shift (Decrease in Production Capacity)

o Natural disasters
o War



o Decrease in labour force

Importance of PPC

Explains scarcity of resources.
Explains opportunity cost.

Helps in efficient resource allocation.
Shows economic growth.

Useful in planning and policy making.

orwbpPE

Economic Problems Explained by PPC

1. What to produce?
2. How to produce?
3. For whom to produce?

PPC helps in solving these basic economic problems.

Conclusion

The Production Possibility Curve is a fundamental concept in economics. It shows the
trade-off between two goods, explains opportunity cost and highlights the problem of
scarcity. It is also helps in understanding economic growth and efficient use of
resources. Therefore, PPCis an essential tool for economic analysis, especially for
engineering and management students.

PPC curve meaning. :In business, a production possibility curve
(PPC) is made to evaluate the performance of a manufacturing system

when two commodities are manufactured together. The management utilises
this graph to plan the perfect proportion of goods to produce in order

to reduce the wastage and costs while maximising profits.

The diagram or graph explains the units of goods that a company can
produce if all the resources are utilised productively. Therefore, a

single commodity’s maximum manufacturing probability is arranged on the



X-axis and that of the other commodity on the Y-axis. Here, the curve
is represented to show the number of products that can be created with

limited resources, while pausing the use of technology in between.

In the graph, the line sloping down also depicts the trade-off between

producing commodity A and commodity B. When a firm diverts its

resources to produce commodity B, the production of commodity A
reduces.

A point above the curve indicates the unattainable with the available
resources. A point below the curve means that the production is not

utilising 100 percent of the business’ resources.

Related link: What is Demand?

Production Possibilities Curve Example
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How to Draw PPC Curve (Step by Step in English)

Step 1: Draw the Axes

o Draw two perpendicular lines.
o Horizontal line (X-axis) — Consumer Goods (Good X)
e Vertical line (Y-axis) — Capital Goods (Good Y)



https://byjus.com/commerce/demand/

Step 2: Mark Maximum Points

e On Y-axis, mark the maximum production of Good Y (when Good X = 0).
e On X-axis, mark the maximum production of Good X (when Good Y = 0).

Step 3: Draw the Curve

e Join the two points with a smooth curve.
e The curve should be:
o Downward sloping
Concave to the origin (bow-shaped)

This shape shows Increasing Opportunity Cost.

Step 4: Label the Curve

e Write “PPC” on the curve.

o Label axes properly.

e You can mark points like A, B, C on the curve to show different production
combinations.

Why PPC is Concave?

Because of the Law of Increasing Opportunity Cost:

e When more of Good X is produced,
e Larger units of Good Y must be sacrificed.

If you want, | can also explain:

« Points inside, on and outside the PPC
« Rightward and leftward shift of PPC

The production of 20,000 watermelons and 1,20,000 pineapples is shown
on point B in the graph. If the production of watermelons needs to be

more, then the production of pineapples-should be less. On the graph,



point C indicates that if the production of watermelons has to be
45,000, then the company can deliver only 85,000 pineapples. With this

trade-off, the curve shows the idea of opportunity cost.

The production possibility curve also shows the choice of society

between two different products.

You might want to know: What is Consumer Equilibrium?

Production Possibilities Curve Diagram

Production Possibility Curve (PPC)
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Production
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Resources

Capital Goods (Units)

Not Attainable
with available
Resources &
Technology

O . .
| Agriculture Goods (Unit:
Shape ° It is downward sloping
of PPC and concave to the point of

origin.

Reasons for such | ¢ It is downward
shape of PPC sloping because of
the few units we
sacrifice for the
others, as there
exists an inverse
relationship between
the change in
quantity of one
commodity and the
change in quantity




of the other
commodities.

° PPC

is concave-

shaped because more
and more units of
one commodity are
sacrificed to gain
an additional unit

of another

(Any point under
the PPC)

commodity.
Underutilisation | e However, if
of resources there is

unemployment or
inefficiency in
resource
utilisation, then we
can produce at any
point inside the
PPC.

Capital Budgeting - Methods
I
1. Average Return on Investment

2. Payback
3. Net Present Value
4. Internal Rate of Return

5. Modified IRR
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Capital budgeting is the strategic process businesses use to evaluate and
select major, long-term investments (like new equipment, facilities, or
projects) that significantly impact future growth, profitability, and cash flow,
ensuring capital resources are allocated effectively to projects that align with
company goals. It involves analyzing potential returns, risks, and funding



needs for large expenditures, helping managers decide which investments
are most worthwhile for the company's long-term financial health.

Key aspects:

e Long-term focus:

It deals with substantial, long-term investments, unlike short-term working
capital management.

e Significant funds:

Involves large capital outlays, making decisions high-stakes and difficult to

reverse.
e Goal alignment:

Ensures projects help achieve enterprise objectives, whether growth,
sustainability, or public benefit.

e Risk & Return:
Analyzes potential profits against high degrees of risk, often over long periods.

Common techniques used:
e Net Present Value (NPV): Compares the present value of future cash inflows to
outflows.

e Internal Rate of Return (IRR): Calculates the profitability rate of an investment.
o Payback Period: Determines how long it takes to recoup the initial investment.

Profitability Index (Pl): Measures the value created per dollar invested.
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5. Modified IRR
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Capital budgeting is the strategic process businesses use to evaluate and
select major, long-term investments (like new equipment, facilities, or
projects) that significantly impact future growth, profitability, and cash flow,
ensuring capital resources are allocated effectively to projects that align with
company goals. It involves analyzing potential returns, risks, and funding



needs for large expenditures, helping managers decide which investments
are most worthwhile for the company's long-term financial health.

Key aspects:

Long-term focus:

It deals with substantial, long-term investments, unlike short-term working
capital management.

Significant funds:

Involves large capital outlays, making decisions high-stakes and difficult to

reverse.
Goal alignment:

Ensures projects help achieve enterprise objectives, whether growth,
sustainability, or public benefit.

Risk & Return:
Analyzes potential profits against high degrees of risk, often over long periods.

Common techniques used:

Net Present Value (NPV): Compares the present value of future cash inflows to

outflows.
Internal Rate of Return (IRR): Calculates the profitability rate of an investment.

Payback Period: Determines how long it takes to recoup the initial investment.

Profitability Index (P1): Measures the value created per dollar invested.
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Capital budgeting is the strategic process businesses use to evaluate and
select major, long-term investments (like new equipment, facilities, or
projects) that significantly impact future growth, profitability, and cash flow,
ensuring capital resources are allocated effectively to projects that align with
company goals. It involves analyzing potential returns, risks, and funding



needs

for large expenditures, helping managers decide which investments

are most worthwhile for the company's long-term financial health.
Key aspects:

Long-term focus:

It deals with substantial, long-term investments, unlike short-term working
capital management.

Significant funds:

Involves large capital outlays, making decisions high-stakes and difficult to

reverse.
Goal alignment:

Ensures projects help achieve enterprise objectives, whether growth,
sustainability, or public benefit.

Risk & Return:
Analyzes potential profits against high degrees of risk, often over long periods.

Common techniques used:

Net Present Value (NPV): Compares the present value of future cash inflows to
outflows.

Internal Rate of Return (IRR): Calculates the profitability rate of an investment.

Payback Period: Determines how long it takes to recoup the initial investment.

Profitability Index (P1): Measures the value created per dollar invested.
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Types of Market

Introduction

Markets are classified by competition levels, products, and geography, with
the4 primary economic structures being perfect competition, monopoly,
monopolistic competition, and oligopoly. These determine pricing and
output, ranging from many small sellers to a single dominant firm

. Other types include physical/virtual, consumer, labor, and international
markets



1. Market Structures (Based on Competition)

Perfect Competition: A theoretical market with many buyers and sellers,
homogeneous products, no barriers to entry, and no price control (e.g.,
agricultural commodities).

Monopoly: A single seller dominates the market, offering a unique product with
high barriers to entry, such as utilities or specialised patented goods.

Monopolistic Competition: Numerous sellers offer slightly differentiated
products (branding, quality), allowing some control over prices (e.g.,
restaurants, clothing).

Oligopoly: A few large firms dominate the market, often with high barriers and
significant strategic interaction, like the automotive or telecom sectors.

2. Types of Markets Based on Buyer/Product Nature

Consumer Market: Individuals purchasing goods for personal use (e.g., retail,
supermarkets).

Industrial/B2B Market: Businesses buying raw materials or services to produce
other goods.

Labor Market: Where workers (supply) meet employers (demand) to exchange

skills for wages.

Government Market: Government agencies purchasing goods/services for public

use.

3. Geographical and Physical Types

Physical Markets: Traditional, in-person locations like bazaars, shops, or
shopping malls.

Virtual/Online Markets: Digital platforms for buying and selling (e.qg., e-

commerce websites).

Domestic vs. International Market:Markets operating within national borders
versus those crossing borders.

Underground/Black Market: lllegal buying and selling of goods, often to avoid
taxes or regulation.

4. Specialised Market Structures



e Monopsony: A market with only one buyer (e.g., a single large employerin a
small town).

e Oligopsony: A market with a small number of buyers.

A market is a place or system where buyers and sellers interact to exchange goods and
services. In economics, a market does not necessarily mean a physical place; it refers to
any arrangement that brings buyers and sellers together.

Markets are classified on different bases such as competition, area, time, nature of
goods, and regulation.

|. Classification of Market on the Basis of
Competition

1. Perfect Competition
1. Perfect Competition

Perfect competition occurs when there is a large number of small companies
competing against each other. They sell similar products (homogeneous), lack
price influence over the commodities, and are free to enter or exit the market.

Consumers in this type of market have full knowledge of the goods being sold.
They are aware of the prices charged on them and the product branding. In the
real world, the pure form of this type of market structure rarely exists.
However, it is useful when comparing companies with similar features. This
market is unrealistic as it faces some significant criticisms described below.

e No incentive for innovation: In the real world, if competition exists and a
company holds a dominant market share, there is a tendency to increase
innovation to beat the competitors and maintain the status quo.
However, in a perfectly competitive market, the profit margin is fixed,
and sellers cannot increase prices, or they will lose their customers.
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o There are very few barriers to entry: Any company can enter the market
and start selling the product. Therefore, incumbents must stay proactive
to maintain market share

Perfect competition is a market structure where a large number of buyers and sellers
deal in identical products.

Features:
e Large number of buyers and sellers
e Homogeneous (identical) product
o Freeentry and exit

e Perfect knowledge
e Firms are price takers

Example:

Agricultural products like wheat and rice.

Advantages:
o Efficient allocation of resources

e No exploitation
o Consumers get goods at lowest price

Disadvantages:

e Unrealistic in real life
e No scope for innovation

2. Monopoly

In a monopoly market, a single company represents the whole industry. It has
no competitor, and it is the sole seller of products in the entire market. This



type of market is characterised by factors such as the sole claim to ownership of
resources, patent and copyright, licenses issued by the government, or high
initial setup costs.

All the above characteristics associated with monopoly restrict other companies
from entering the market. The company, therefore, remains a single seller
because it has the power to control the market and set prices for its goods.

Monopoly is a market structure where there is only one seller and many buyers.

Features:
e Single seller
o No close substitutes

e High entry barriers
e Price maker

Example:

Indian Railways (traditional example of monopoly)

Advantages:

e Economies of scale
e Useful for public utilities

Disadvantages:
High prices

« Consumer exploitation
e Restricted output
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3. Monopolistic Competition
Monopolistic Competition

Monopolistic competition refers to an imperfectly competitive market with the
traits of both the monopoly and competitive market. Sellers compete among
themselves and can differentiate their goods in terms of quality and branding
to look different. In this type of competition, sellers consider the price charged
by their competitors and ignore the impact of their own prices on their
competition.

When comparing monopolistic competition in the short term and long term,
there are two distinct aspects that are observed. In the short term, the
monopolistic company maximises its profits and enjoys all the benefits as a
monopoly.

The company initially produces many products as the demand is high.
Therefore, its Marginal Revenue (MR) corresponds to its Marginal Cost (MC).
However, MR diminishes over time as new companies enter the market with
differentiated products affecting demand, leading to less profit.

It is a market where many sellers sell differentiated products.

Features:
e Large number of sellers
e Product differentiation
o Selling costs (advertising)
e Some control over price

Example:

Toothpaste brands, restaurants, clothing brands.

Advantages:
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e Variety of products
e« Consumer choice

Disadvantages:

e Higher prices
e Wasteful advertising

4. Oligopoly

Oligopoly is a market where a few large firms dominate the market.
Oligopoly

An oligopoly market consists of a small number of large companies that sell
differentiated or identical products. Since there are few players in the market,
their competitive strategies are dependent on each other.

For example, if one of the actors decides to reduce the price of its products, the
action will trigger other actors to lower their prices, too. On the other hand, a
price increase may influence others not to take any action in the anticipation
consumers will opt for their products. Therefore, strategic planning by these
types of players is a must.

In a situation where companies mutually compete, they may create agreements
to share the market by restricting production, leading to supernormal profits.
This holds if either party honors the Nash equilibrium state and neither is
tempted to engage in the prisoner’s dilemma. In such an agreement, they work
like monopolies. The collusion is referred to as cartels.

Features:

o Fewsellers

e Interdependence
e Barriers to entry
e Price rigidity
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Example:

Automobile and telecom industries.

Advantages:

e Large scale production
e Research and development

Disadvantages:

e Possibility of collusion
e Limited competition

1. Classification on the Basis of Area

Local Market — Limited to a small area
Regional Market — Covers a region or state
National Market — Covers whole country
International Market — Trade between countries

PoNbE

I111. Classification on the Basis of Time

Very Short Period Market — Supply fixed

Short Period Market — Some factors fixed

Long Period Market — All factors variable

Very Long Period Market — Technology changes

el oA

V. Classification on the Basis of Nature of
Goods

1. Commodity Market — Physical goods
2. Capital Market — Long-term funds



3. Money Market — Short-term funds
4. Service Market — Services

V. Classification on the Basis of Regulation

1. Regulated Market — Government controlled
2. Unregulated Market — Free from strict control

Conclusion

Markets are classified in different ways depending upon competition, area, time, nature
of goods, and regulation. Among all types, perfect competition and monopoly are
extreme cases, while monopolistic competition and oligopoly are more realistic in
modern economies. Understanding market types helps in analysing price determination,
output decisions, and economic efficiency.



