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● We will discuss this during the 2nd meeting of this class on Friday Jan 
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● Note down any questions you have while reading this. 
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Choices 

Economics studies the nature and consequences of humans engaged in the 

production, exchange and consumption of scarce goods (stuff that we humans 

value). It is useful in solving economic problems. 

 

The basic economic problem is one of satisfying our myriad wants with the limited 

means at our disposal. That entails the making of choices. We cannot eat our cake 

and have it too. We have to choose whether to have it or to eat it.  

Trade and Trade-offs 

We cannot simultaneously act on all our needs. We have to prioritize. There are 

trade-offs. If we want something, then we have to give up something else in 

exchange. 

 

Economics is about trades we make with others — I will trade my apples for your 

oranges — and the trade-offs we are forced to make — I will eat fewer apples so 

that I can eat some oranges. 

Economic Laws 

Economics discovers “laws”. These are regularities we observe. Knowing these laws 

helps in figuring out which course of action best addresses our needs. For example, 

the “law” of comparative advantage1 supports our intuition that trade is good for 

both parties in an exchange, that it’s a win-win. The theory of comparative 

advantage is something that every educated person should understand. It’s not 

easy but it is very useful for understanding how the world works. 

Being Less Wrong 

Economics also reveals many errors we make when our intuition leads us astray. 

Our intuition is a product of our evolutionary history. Our kind evolved over 

millions of years, and until only recently we lived in small hunter-gatherer bands 

of a few dozen individuals. That intuition does not serve us well in the modern 

world we live in.  

1
 To most bright people, the lessons of economics appear obvious and trivially true. The 

mathematician Stanislaw Ulam once asked the economist Paul Samuelson if there was anything in 

economics that was both non-obvious and true. Samuelson took several years to arrive at the 

answer that it was the theory of “comparative advantage.” He said, “That it is logically true need not 

be argued before a mathematician; that is not trivial is attested by the thousands of important and 

intelligent men who have never been able to grasp the doctrine for themselves or to believe it after 

it was explained to them.” 
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In our modern world, we engage in production processes that involve thousands of 

individuals and groups we will never encounter in person. That is a novel situation 

that we don’t intuitively understand. Economics helps us make sense of the 

modern world. 

Economics is People 

Economics is about people. It’s not about money and it’s not about finance. It’s not 

about fancy mathematics and graphs and equations. It’s not about budget deficits, 

not about balance of trade, and inflation and unemployment, and GDP growth 

rates. You will find all of those things in textbooks about finance and accounting, 

and even in some economics textbooks. But economics at its core is about “us, the 

people.” 

 

Economics is about people, and since we are people, economics is exciting and 

easy to study. An ornithologist cannot imagine what it’s like to be a bird or think 

like a bird; a geologist cannot imagine what the nature of a stone is; a particle 

physicist cannot directly interact with atomic and subatomic particles. But 

economists are people and therefore they can put themselves in the position of the 

objects of their study — namely, people. 

 

Without people, there would be no economics. Imagine our planet — with its 

infinite variety of plants, animals, mountains, rivers, oceans, minerals — but 

without humans. In that case there would be no  

economy and no economics. Economics is about humans and the regularities that 

we observe in how humans act. Humans act purposefully to achieve some aim of 

their choosing with the means that they have at their disposal.  

We are all Economists 

In one sense, we are all amateur economists because by our very nature, we are 

constantly engaging in economizing behavior — meaning we try to get the most 

benefit at the least possible cost. We may not always be successful in getting “the 

most bang for our buck,” so to speak, but that’s what we try to do. 

 

There are only a handful of basic economic principles. They related to the nature of 

the world of people. They are interesting and easy to understand. Using these, we 

can reach certain conclusions about the world that are demonstrably true.  
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The problem is that if you don’t know those basic principles, your common sense 

leads you to conclusions that are nearly always wrong. Many of the truths about 

the world we live in are contrary to our naive, untrained intuition. But if we study 

those principles, our intuition gets trained to properly understand the world. 

Avoiding Error 

Why is that important? Because we create the world we live in, and to the extent 

that our understanding of the world is accurate, we end up doing well for 

ourselves, and also doing good to others regardless of whether we intend to do 

good.  

 

But if we systematically make mistakes in our understanding of the nature of the 

world, we will have a tough time prospering in it and will almost certainly cause 

harm to ourselves and to others. Most of the avoidable problems humans face arise 

from the mistakes that people commonly make due to misunderstanding the 

principles of economics. 

Purposeful Action 

All human action — even the most trivial — is directed toward some goal of 

improving one’s condition. We act purposefully, not arbitrarily. 

 

You walk to the kitchen (act) to get a glass of water (means) to satisfy your thirst 

(the goal.) You acted purposefully to go from a less satisfactory state (thirst) to a 

more satisfactory state (not thirsty.) 

 

Economics is about end and means. At any point in time, every person has a 

number of things that he or she would like to get done, but has a limited set of 

means to get them done. Everything that a person wants to get done cannot be 

done simultaneously. One has to choose among the many competing (often 

contradictory) goals, and also must choose which of the limited means one has to 

apply to which goal, and in which order.  

 

We have to prioritize among the many goals and then choose the means to satisfy 

them.  

Opportunity Cost 

It makes sense to do something if we anticipate that the benefit would exceed the 

cost. This cost-benefit analysis is natural to everyone except very small children. 
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Economics has a somewhat different understanding of cost than commonly 

understood. It’s called “opportunity cost.” Let’s take a concrete example.  

 

Suppose you want to get an MBA degree. It will take you 2 years in school 

and you would have to spend, say, $200 thousand for tuition and living 

expenses. Suppose the MBA degree raises your lifetime income by $400 

thousand, then it would appear that the benefit ($400k) exceeds the cost 

($200k) — and you should get the MBA degree. 

 

But wait! The problem is that $200k is not the full cost of the MBA. In the 

two years you spent in college, you could have been working at a job 

instead. Suppose that you would have earned $300k in those two years. By 

going to school, you actually had to give up that income. That is also a cost. 

That’s the opportunity cost. So the full cost of getting the MBA is $500k — 

$200k plus the opportunity cost of $300k. 

 

Therefore, when you consider the full cost of $500k and the total increase of 

lifetime income of $400k, you may find that getting that MBA is not such a 

good idea. 

 

The lesson here is that one should compare the full cost (which includes not just 

the direct cost but also the opportunity cost) to the benefit when doing the 

cost-benefit analysis. 

Production, Consumption and Exchange 

The subject matter of economics is therefore humans as they go about making a 

living. The things that humans do can be classified into three broad areas: 

production, consumption and exchange. We consume a wide variety of things, all 

of which have to be produced before consumption. The primary purpose of all 

production is eventual consumption. 

 

Economics studies the production of goods (food, clothes, computers, cars, etc) 

and services (transportation, haircuts, dentistry, etc.) Economics studies how and 

why people choose to consume what they do, and therefore what they produce and 

how. And it also studies how and why people exchange. 

Human History 

A quick review of human history is helpful here. The modern world we live in is 

quite different from the world our ancestors lived in. People who were just like us 
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anatomically have existed for around 250,000 years but for most of that time, 

those people lived in small groups of around 150 people as hunter-gatherers.  

 

They didn’t produce anything. They ate what they could hunt (small animals, etc) 

and gather (fruits, nuts, berries, etc.) That required them to be nomadic, going 

wherever they found food. 

 

How many generations of anatomically modern human ancestors do we have? If 

you consider one human generation to be about 25 years, then there would be 40 

generations every 1000 years. Therefore in the 250 thousand years since 

anatomically modern humans first appeared on earth, we have had around 10,000 

generations of humans.2  
 

If we accept that civilization (settled agriculture) started around 10 thousand years 

ago, we have had only 400 generations of ancestors who were not 
hunter-gatherers. Our modern way of living is very recent; around 80 percent of all 

humans who have ever lived (estimated to be around 100 billion) have lived as 

primitive hunter-gatherers.3 We humans have always been wanderers. 

 

About 10 thousand years ago, people began to grow food. That required that they, 

our ancestors, settle down and abandon their nomadic hunter-gatherer life. 

Agriculture was the beginning of human civilization. That’s when people began to 

produce what they consumed. And most importantly, they began to exchange what 

they produced. 

Our Lives are Different 

We can imagine what their lives must have been like. They consumed very little 

aside from food, and the food they consumed must have been quite limited in 

quantity. We buy a huge variety of things we consume from stores. They did not 

have possessions other than some primitive tools they could carry. Their lives were 

simple, hard, short and dangerous.  

2
 These numbers are not accurate. But the argument is robust and the exact values don’t affect the 

validity of the argument. Also, you may notice that this is a repetition of what was stated previously. 

Repetition has its value. 
3
 Note that the claim here is that 9,600 generations of humans were foraging hunter-gatherers. So 

96% human generations were nomads, and only 4% of human generations have lived settled lives. 

But human populations were quite small for most of human history. Hence the 80% figure that 

refers to the number of humans, not generations of humans. 
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Beyond Imagination 

We can imagine how they lived but they could not have imagined our lives. We just 

have to look around and notice the virtually infinite variety of things we have. 

Almost all of it has been made by humans — and that too very recently. Aside from 

the very basic of foods, and a few things like clothes made of wool and cotton, and 

some things made of wood, and a few items made of iron and brass, everything 

that you have around you has been invented by humans in the last few hundred 

years. 

 

We routinely travel around in cars, planes, trains and ships. We can reach any 

place on earth in less than a day; we can communicate with practically anyone 

anywhere on earth with a few clicks on our phones. We can instantaneously find 

information on any subject we wish without getting out of the house.  

 

Most of what we can do today would have been unimaginable to our ancestors of 

even a hundred years ago — forget our distant ancestors. 

The Great Escape 

There has been a magical transformation in how we live and work. The important 

point is that for nearly all of the time that humans have walked the earth, life was 

abject and unrelieved poverty. It is only very recently — as recently as a few 

hundred years — that some people have been able to escape poverty.  

 

Two hundred years ago, 90 percent of the world population lived in extreme 

poverty, and only 10 percent had escaped poverty. Today, only 10 percent of the 

world population lives in poverty.  

 

Economics explains the Great Escape. Economics studies what led to this great 

transformation in the material condition of humans. It has to do with two special 

features that are uniquely human: the ability to invent and the propensity to 

exchange. 
 

How did that happen? The one word answer to that is “technology.” This we will 

explore at length in a bit. 

Exchange 

Let’s examine for a bit the what and why of exchange. Look once again at the 

things that surround you. There are at least a few dozen items within sight. I see a 

variety of furniture, electronics (TV, music system, the computer I am using to type 
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this), lights, windows, pictures, fans, clothes, curtains — the list goes on. And I also 

realize that I did make any of them. Not just that, I wouldn’t know the first thing 

about how to make them. But then how did I get them? Through exchange. 

 

Suppose Joe is a computer programmer. Joe writes programs but doesn't use the 

programs he writes. He is paid in exchange for the programs he produces, and he 

uses that money to buy stuff that he consumes.  

 

The main point here is that in the modern world, a person does not consume what 

he produces, and consumes what he does not produce.4 That gap between 

production and consumption is bridged through exchange or trade. 

Markets 

Economics studies people as they go about trading. Markets are where buying and 

selling take place. That’s where money enters the picture. One side of most 

exchanges involves money.  
 

Money changes hands when the baker sells his bread, and money changes hands 

when the baker buys clothes. Without the use of money, the baker would have to 

find a tailor who wants bread, and has a shirt that fits the baker to give in 

exchange. Without money, trade would become extremely hard. 

 

Economics studies trade, as we noted before. But why? Because trade is beneficial. 

It increases the welfare of the two parties that trade voluntarily. 

Why we Exchange 

Imagine that Alice has apples and Oscar has oranges. Both like what they have but 

also like variety. So Alice offers to trade some of her apples for some of Oscar’s 

oranges. Suppose Alice offers two apples in exchange for four oranges from Oscar, 

and Oscar accepts the trade.  

 

What can we conclude from this exchange? We must infer that Alice values four 

oranges she gets from Oscar more than the two apples she gives up in trade. It also 

says that Oscar values the two apples he gets more than the four oranges he gives 

in exchange to Alice. 

 

The total number of apples and oranges does not change at all. Yet both parties to 

the exchange are better off after the exchange than they were before the exchange. 

4
 This point has been made before. It bears repetition. 
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Voluntary Trade 

We can say with absolute certainty that the exchange made both Alice and Oscar 

better off. That’s one of the many important truths of economics: that voluntary 

trade benefits both parties.  
 

The operative word is voluntary. Voluntary trade implies no force or coercion is 

involved. If there is force or coercion in trade, then at least one of the parties to the 

trade will not benefit. 

Positive, Zero and Negative Sum 

Voluntary trade is a “positive sum game.” In a positive sum game, both parties 

win; one person’s gain is not at the expense of the other person’s loss. 

 

If in a situation, one person’s loss is exactly equal to the other person’s gain, it’s a 

“zero sum game.”  Suppose Matt lost some money that Frank found, Matt’s loss is 

equal to Frank’s gain. That’s zero sum. Finally, if one person’s loss is greater than 

another person’s gain, it’s called “negative sum.” 

Markets 

So then, when there are many voluntary trades going on, it means lots of positive 

sums games, and therefore lots of gains happening. In other words, when lots of 

people engage in voluntary buying and selling, things improve. That means 

markets help people increase their well-being. 

 

The principle we hinted at in the above is simple: markets help. And later we will 

explore the concept of a “free market.” We will realize that free markets are one of 

the greatest engines that create prosperity. 

 

It’s time to stop here for the moment and look ahead. What good is economics, 

really? Till now we have only said that is trivially true. It’s not rocket science, is it?  

Big Questions 

But wait, there’s more. Just by understanding the basic principles of economics, 

we can answer some of the most persistent questions about matters that really 

matter to us. For instance, take these questions.  

 

Will humanity run out of  “natural resources”? Will the earth be able to support the 

10+ billion people on earth? Will inequality of wealth and income explode without 

limit and end in a few people with immense wealth and a lot of people with bare 
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subsistence? Will there be a time when we humans will have exhausted all the 

world’s resources and made the world a planet unfit for life? 

 

If you understand the basic principles of economics, you would be able to answer 

those, and many other questions that you don’t even know you have, with 

confidence and conviction.  

 

The world is never going to run out of “natural resources.” The world will continue 

to get better and better. Problems will be solved as they arise. How? It’s all 

economics. It’s human nature. That’s what you are sure to understand if you take 

the time and make the effort to learn the simple truths about the world we create. 

 

It’s an exciting journey that you can undertake without any idea of how exciting 

the destination is going to be. It’s simply beyond your imagination.  

 

 

 

 

End of reading assignment #2 
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