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What Is Economics

1.1 Introduction

A cursory glance at your daily newspaper for an entire week might tell you
about: how the Indian farmers are struggling, how the manufacturing sector is
not creating enough jobs, the nature of India’s economic growth, the changes
made by the Reserve Bank of India (RBI) to the interest rates, the stubbornly
wide socioeconomic inequalities across caste and gender, how growth in
manufacturing is causing ecological damage, and/or how the Bombay Stock
Exchange (BSE) reacted with cheer to a recent government notification. All
these listed issues are economic in nature because they deal with employment,
economic growth, interest rates and economic inequalities, and they affect the
livelihood of individuals, entire communities, sectors as well as the nation. But
why spend time trying to understand these economic issues? Of course, if you
are enrolled for a bachelor’s or master’s course in economics, you are required
to study them. To pose the earlier question slightly differently, what is it that
motivates you to enroll for an economics course or to spend time studying
them independently?

To an economist, all the above-mentioned issues will appear related.
Although Indian farmers are struggling, they are unable to find jobs in the
manufacturing sector because it has not been creating adequate jobs and because
the farmers do not have access to the skills/education that are required in the
manufacturing sector. India’s economic growth is mainly driven by the growth
of the services sector; here too, not many jobs are being created and nor do the
Indian farmers have the requisite skills/education. The fact of unequal access
to education is explained mostly by the historical inequalities arising from the
ownership of land and capital. Since agricultural output is insufficient (due to
which the farmers’ livelihoods are adversely affected), agricultural prices rise.
To tackle this price rise (or inflation), the RBI decides to increase the rate of
interest to mop up excess money (more accurately, liquidity) from the economy;
this is done because it believes that inflation is caused by too much money
chasing too few goods. The investors of stocks listed in the BSE are happy
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because this rise in interest rate is going to attract an inflow of foreign capital
to India as the rate of return in India is higher than that in their own country.
What are the mechanisms that cause these outcomes? What determines the
levels and growth rates of these macroeconomic variables such as money,
interest rates and employment? Studying macroeconomics helps you make sense
of these seemingly disparate events. And it is hoped that any engaged reader
of this textbook will become equipped with the necessary concepts required
to make such connections and explain them.

Most of us live in societies where the governments are democratically
elected, that is, directly or indirectly, by our votes. The efficacy of government
functioning is, therefore, largely contingent on how we cast our votes. You
might have noticed how political parties, coalitions and independent candidates
all have some vision of how to improve the existing availability and distribution
of material goods and services. Additionally, they promise us better wages,
greater employment opportunities and low inflation. But how do we decide
what is the ‘best’ based on their manifestos or vision documents? Such vision
documents and plans are also released by the government; examples include
the annual economic surveys and the union budgets. How do you evaluate
the claims made in these public documents? The study of economics can help
with making an informed judgement. Besides this reason, you might want to
see to it that everyone in your community and/or country gets a good life. If
this is your motivation, your natural choice of occupation might be a policy
maker in the government, an independent consultant for ecological issues,
a socioeconomic journalist, a teacher, a social entrepreneur or a trade union
leader. Whichever occupation you aspire to be in, the knowledge of economic
matters is necessary.

However, be mindful of the fact that the study of economics, especially
of the current university kind, is never sufficient to fully understand our
societies. Therefore, as students of economics, it is recommended that you
read widely. Read good books of fiction that convey to you the realities about
your surroundings in a manner no economics book does (or can). This book
hopes to make a slight difference to that state of affairs by including excerpts
from relevant fiction. Read history. Understand the operation of the political
systems in your community and country. Listen to those who have experienced
socio-economic hardships. Finally, remember that any economics textbook,
including this one, should be seen only as a stepping stone and should be used
in the good company of other kinds of texts and experiences.
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This is the right time to read a motivating passage by John Maynard Keynes
on the kind of skills an economist ought to possess.

... the master-economist must possess a rare combination of gifts.... He must be
mathematician, historian, statesman, philosopher—in some degree. He must
understand symbols and speak in words. He must contemplate the particular
in terms of the general, and touch abstract and concrete in the same flight of
thought. He must study the present in the light of the past for the purposes of
the future. No part of man’s nature or his institutions must lie entirely outside
his regard. (1924, pp. 173-4)

Keynes wrote the above sentences in his obituary for Alfred Marshall, his
economics teacher. But, as I tell my students in class, the male pronoun ought
to be changed. Closer in space and time, Jean Dréze draws our attention to
what he terms ‘research for action’ in a 2002 article in the journal Economic
and Political Weekly, where he stresses the “value of personal experience as
a source of knowledge” (p. 819). He subsequently clarifies this approach to
doing economics in his 2017 book Sense and Solidarity: Jholawala Economics for
Everyone, which is a collection of previously published essays.

Since we have now touched upon the various motivations to study economics,
the future possibilities arising from the study of economics, and, very
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importantly, the limits to the formal study of economics and how to overcome
those by reading widely, the path is now clear to begin our study of economics.

1.2 A brief history of economics

Before I present the definition of economics used in this book, it is useful to
provide you with a brief outline of the evolution of economic ideas. When do
you think economics as a distinct subject/discipline emerged? Also, do you
notice any correspondences between the emergence of capitalism as a way of
organising society and the emergence of economics as a distinct subject of study?
(Capitalism is a mode of economic organisation wherein the capitalists own
all the means of production and the workers have nothing but their labour.)
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Most historians of economic thought (that is, economists who study
the history of their discipline) identify William Petty as the first ‘political
economist’, as they were then called. Petty was also a surgeon and a surveyor. In
1662, he published a book titled 4 Treatise of Taxes and Contributions which puts

4

@© in this web service Cambridge University Press

www.cambridge.org



www.cambridge.org/9781108486941
www.cambridge.org

Cambridge University Press
978-1-108-48694-1 — Macroeconomics
Alex M. Thomas

Excerpt

More Information

WHAT IS ECONOMICS

forward a way of accounting for aggregate output and a proposal of how much
of that ought to be taxed. That is, as some of you might already be thinking,
economics has a short history (a little over 350 years) vis-a-vis the natural
sciences. However, is it true that no one before Petty wrote about economic
issues? Of course not! Just a little before and around Petty’s time, there were a
group of merchant-economists, loosely called mercantilists, who wrote about
money, wealth and foreign trade. Of this motley group, Thomas Mun is the
most famous. They identified the stock of gold reserves in the nation, which
tlowed in when exports exceeded imports, as an indicator of economic health.
Also, Petty and Mun are both from the European continent. Were there no
economic discourses elsewhere?

Some notable non-European economic discourses are: Mugaddimah by
Ibn Khaldun (1332-1406), a North African Arab thinker; Arthashastra by
Kautilya written no later than 150 AD; and works by Confucius (551-479
BC) in China. However, you will not find anything resembling a theory in
these works. Kautilya is not the name of a single person but perhaps a title
and, therefore, some Kautilya scholars argue that it is a compilation by several
individuals over time.

While many of the economic concepts (such as the division of labour) in
Adam Smith’s Wealth of Nations (1776) were already prevalent in the extant
literature, Smith deserves credit for conceptualising political economy, the
science of wealth, as a distinct field of inquiry (but note that Smith uses wealth
interchangeably with income). Subsequent economists like David Ricardo,
Thomas Tooke, Robert Malthus, J. C. L. Sismondi and J. S. Mill further
developed the science of political economy. It is in Karl Marx’s work that
classical political economy (or classical economics, as it is also called today)
receives a very mature treatment. In particular, Marx lays bare the exploitation
of workers by capitalists in our epoch. Ricardo had already highlighted the
conflict over income distribution between workers and capitalists when he
demonstrated the inverse relationship between wages and the rate of profit
(this idea will be discussed further in the chapter on inflation). The classical
economists used concepts such as the social surplus, (customary) subsistence
wage and social classes in their theories of value, distribution and economic
growth.

Subsequently, in the 1870s, there was a revolution in economic thinking,
pioneered by Léon Walras, William Stanley Jevons and Carl Menger,

independently of each other. It was a revolution because it supplanted the

5

@© in this web service Cambridge University Press www.cambridge.org



www.cambridge.org/9781108486941
www.cambridge.org

Cambridge University Press
978-1-108-48694-1 — Macroeconomics
Alex M. Thomas

Excerpt

More Information

MACROECONOMICS

concepts and ideas proposed by the classical economists. This is referred to
as the marginalist revolution owing to their use of and reliance on marginal
concepts and principles such as marginal utility, marginal product, marginal
cost and the marginal productivity theory of income distribution. According
to the marginal productivity theory of (income) distribution, in a competitive
economy (that is, there is free mobility of labour and capital across industries),
workers will be paid the marginal product of labour and capitalists the
marginal product of capital. The marginal product of labour denotes the
addition made to the total product when one additional labourer is employed
(and similarly for capital). Note that this theory implies a kind of harmonious
income distribution in a capitalist society, whereas the political economy of
the classical economists and Marx explicitly highlights conflict, especially
between workers and capitalists.

Alfred Marshall, in his Principles of Economics (1890), attempts to establish
a continuity between classical political economy and marginalist economics,
two distinct theoretical or conceptual frameworks. First, while the starting
point of marginalist economics is an individual, that of classical political
economy is a class/group. Second, in classical political economy or classical
economics, the real wage is determined by social and political forces, and,
therefore, it is irreversible to a large extent, whereas in marginalist economics,
wages are determined by the marginal product of labour and is, therefore,
reversible. Recall from introductory (marginalist) microeconomics that the
equilibrium wage is determined at the intersection of labour demand and
supply, and shifts in these curves can push down or pull up the equilibrium
wage rate. For example, classical economists would argue that the daily wage
of a bus driver in Kerala is INR 1,000 as a consequence of wage bargaining
and government policies. Marginalist economists would argue that the wage
reflects the productivity of the bus driver and, therefore, if the productivity
falls, the wage can fall to INR 800. And this reduction in wages could be
considered economically fair. However, classical economics would point to
the irreversibilities associated with consumption (particularly of the workers)
and consequently deem it unjust. Third, according to classical economists,
competitive economies do not possess an intrinsic/natural mechanism of
ensuring that a// workers who are willing to work at the going wage rate will
find employment. In other words, there is no tendency to the full employment
of labour (except in the very long run where the supply of labour adapts to the
demand for labour, a causation opposite to that found in marginalist economics).
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Marginalist economics, on the contrary, argues that a competitive economy
will tend towards a state with full employment of labour.

Amidst the Great Depression of the 1930s, John Maynard Keynes published
his revolutionary book The General Theory of Employment, Interest and Money
(1936) wherein he argued that the tendency to full employment found in the
then-dominant economics (Marshall and Arthur Pigou mainly) was flawed.
And that the only solution for reviving the depressed level of aggregate income
and employment is through an expansion in government expenditure. This was
because Keynes rightly noted that private investment is volatile (as it is driven
by the profit motive) and depends on ‘expectations’ which further depend
on a large set of variables unamenable to theorising. However, government
expenditure was (and is) not constrained by such expectations. The Polish
economist Michat Kalecki, independent of Keynes, also made essentially the
same point in his 1933 article.

In the 20th century, economics witnessed five other significant developments:
(a) monetarism led by Milton Friedman which challenged Keynes’s notion of
the ‘monetary production economy’ by arguing that ‘monetary’ forces have
no impact on ‘real’ variables such as aggregate real output and employment;
(0) institutionalism as developed by Thorstein Veblen, John Kenneth
Galbraith and Gunnar Myrdal which underscored the importance of social
and institutional norms in determining economic outcomes; (¢) the application
of game theory, particularly to understand strategic interactions between
countries, firms, groups of people and individuals; (4) Piero Sraffa’s devastating
critique of marginalist economics, followed by the capital theory debates of the
1960s which challenged the marginal productivity theory of distribution due
to the problems associated with the conception and measurement of capital
in economic theory; and () the textbook culture of teaching (marginalist)
economics pioneered by Paul Samuelson.

I shall end this section after making one important point. Textbooks
often portray economics as a se#/ed science but this is far from the truth. The
preceding narrative, albeit a linear one, on the history of economic thought was
to communicate the fact that despite the dominance of certain ideas during
certain periods of time, all the different theories and concepts still continue to
be employed, in varying degrees, to make sense of our economic surroundings.
A majority of the textbooks, especially the introductory microeconomics and
macroeconomics variety, communicate the idea of a largely settled domain of
inquiry to the students. By now, you must have gathered that there exist multiple
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perspectives and schools of thought in economics. Two significant schools
of thought absent in our discussion are ecological economics and feminist
economics. I would like to end this section with a quote from the philosopher
of science Paul Feyerabend’s chapter ‘Rationalism, Relativism and Scientific
Method’ in the 1999 book Knowledge, Science and Relativism.

The questions “What shall we do? How shall we proceed? What rules shall
we adopt? What standards are there to guide us?” however, are answered by
saying: “You are grown up now, children, and so you have to find your own

way.” (p. 211)

While mainstream textbooks adopt the dominant (marginalist) economics
framework to understand economic issues, this textbook follows a different path
and highlights the pluralistic nature of economics through the presentation of
contending economic theories. It is hoped that such an approach, to paraphrase
Feyerabend, will help you better in your journey of learning.

1.3 Our definition of economics

As some of you might already know from the economics you learnt in school/
college, there exist several definitions of economics. In any case, if you reflect
on the discussion in the preceding section about the different perspectives in
economics, the (co)existence of competing definitions might become apparent.
And if it does not, it will, after you complete reading this section and then
read Section 1.2 again.

Recall that Section 1.1 had outlined the different ambitions, aims and
persuasions for studying economics. This section will make clear to you that it
is the aim, in a way, that determines the definition. It is because of this reason
that we discussed ‘why economics’ before ‘what is economics’.

Adam Smith was particularly interested in finding out the “nature and
causes of the wealth of nations”. In textbooks, this is often referred to as the
‘wealth definition’. Let us now read Smith’s definition of economics, or political
economy, as it was then called; this is found in the introduction to Book IV
of The Wealth of Nations.

Political economy, considered as a branch of the science of a statesman or
legislator, proposes two distinct objects: first, to provide a plentiful revenue
or subsistence for the people, or more properly to enable them to provide such
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a revenue or subsistence for themselves; and secondly, to supply the state or
commonwealth with a revenue sufficient for the public services. It proposes
to enrich both the people and the sovereign. (p. 428)

Alongside acknowledging Smith’s contributions, Ricardo states in the preface
to his Principles of Political Economy and Taxation (1817) that “the principal
problem [remaining] in Political Economy” is to “determine the laws which
regulate” the distribution of the aggregate output between rents, profits and
wages (p. 5). Broadly, the classical economists were interested in explaining
how economies grow and how the surplus, that is, the aggregate output net of
replacement requirements, is distributed between landowners, capitalists and
workers. In other words, economics was defined and understood as a science
of wealth/income by the classical economists.

With the advent of the marginal revolution in the 1870s, the emphasis
shifted from viewing the fundamental unit of analysis as a ‘class’ to an
‘individual’. This represents a shift in the method of doing economics—f{rom
methodological holism to methodological individualism. Those readers of
this book who have some prior economics knowledge (from school or the first
semester of your undergraduate degree in economics) will find the marginalist
economist Jevons’s definition similar to what you have already studied. For
Jevons, “Pleasure and pain are undoubtedly the ultimate objects of the Calculus
of Economics” (p. 37), as he writes in his 1871 book e Theory of Political
Economy. In other words, economics is about maximisation of pleasure and
minimisation of pain. Marginal revolution also marks the extensive use of
the mathematical branch of calculus in economics, owing to the theoretical
needs of maximising utility and profit functions of the individual consumer
and the firm, respectively.

Alfred Marshall, in his attempt to see marginalist economics as a
continuation of classical economics, defines economics as “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 wellbeing” (p. 1) in chapter 1 of his highly
influential book Principles of Economics, first published in 1890. And finally
in his 1932 book An Essay on the Nature and Significance of Economic Science,
Lionel Robbins provides the definition of economics which I think is closest
to most people’s understanding of economics: “Economics is a science which
studies human behavior as a relationship between ends and scarce means which
have alternative uses” (p. 16). Today, the dominant understanding of economics
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is that it is a science of choice. The science of choice was taken to its peak,
or literally maximised, in the way that marginalist principles were employed
by Gary Becker in his 1976 book The Economic Approach to Human Bebavior.

In this book, we adopt the ‘science of wealth’ definition of economics because
of its emphasis on production, as opposed to allocation, which is central to the
‘science of choice’ definition. The rationale behind this choice will become
clearer as you advance through the book and a compact statement can be found
in Section 6.3. To use Keynes’s phrase, our theoretical object of study is the
‘monetary production economy’ and the knowledge arising therein is applied
to the monetary production economy of India. (Keynes [1933, p. 408] uses this
phrase in a Festschrift for Arthur Spiethoff, an important figure within the
German Historical School.) That is, in this book, we will study how the levels
of aggregate output, money and employment are determined in a competitive
economy. To put it differently, we will study the pure theory of aggregate levels
and growth of macroeconomic variables. When this conceptual framework is
applied to the Indian economy, it will be done in conjunction with the relevant
contextual characteristics. Hence, for instance, we will learn about the financial
architecture in India, including the informal moneylenders (Section 3.2), and
the significance of agriculture in the Indian economy (Section 6.4).

For Smith and other classical economists, the questions of what determines
the production, distribution and disposal of the surplus were central. The
‘science of wealth’ definition incorporates discussions around the disposal or
utilisation of the surplus based on the wishes of the populace. This openness
to politics and policies found in classical economics provides another reason for
adopting the ‘science of wealth’ definition of economics because, whether in
India or elsewhere, we wish to live in an ecologically clean and socially equal
economy with full employment of labour, low inflation, decent wages and good
working conditions. This warrants an important role for the government at
all levels—centre, state and local. Therefore, this book discusses the effects of
the utilisation of the surplus by the government (commonly known as public
expenditure) in connection with employment and inflation via the creation of
physical and social infrastructure such as roads, lakes, trains, houses, schools,
hospitals and toilets. In our study of economics—the science of wealth—we
also need to enquire as to how the existing distribution of wealth has come
about. For instance, how did we end up in a situation where 1 per cent of the
population owns 80 per cent of the land? Was it through the arbitrary use of
power (and privilege) or through some kind of ‘merit’ (whatever that means)?
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