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/ Unit 1

\_ Definition of Economics

 Economiics is a social science concerned with the production, distribution, exbhénge,
‘and consumption of goods and services. Economists focus on the way in ‘vbhit:h'indiw)iduafs
groups, busmess enterprises, and governments seek to achieve efﬁciently any ECOI’IOMIC
_objective they select Other ﬁelds of study also contribute to thzs know!edge psychology
,"and ethlcs try to explain how objectlves are formed; htstory r‘ecords changes m human
'object:ves sociology interprets human behavior in social contexts. L

Lart One Text

Economics Basics: Introduction

conomics may appear to be the study of complicated tables and charts, statistics
E and numbers, but, more specifically, it is the study of what constitutes rational
human behavior in the endeavor to fulfill needs and wants.

As an individual, for example, you face the problem of having only limited
resources with which to fulfill your wants and needs, and as a result, you must make
certain choices with your money. You’ll probably spend part of your money on rent,
electricity and food. Then you might use the rest to go to the movies and/or buy a new
pair of jeans. Economists are interested in the choices you make, and inquire into why,
for instance, you might choose to spend your money on a new DVD player instead of
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replacing your old TV. They would want to know whether you would still buy a carton
of cigarettes if prices increased by $2 per pack. The underlying essence of economics is
trying to understand how both individuals and nations behave in response to certain
material constraints.

We can say, therefore, that economics, often referred to as the “ dismal
science” , is a study of certain aspects of society. Adam Smith (1723—1790) , the
“father of modern economics” and author of the famous book An Inquiry into the
Nature and Causes of the Wealth of Nations, spawned the discipline of economics
by trying to understand why some nations prospered while others lagged behind in
poverty. Others after him also explored how a nation’s allocation of resources affects
its wealth.

To study these things, economics makes the assumption that human beings will aim
to fulfill their self-interests. It also assumes that individuals are rational in their efforts to
fulfill their unlimited wants and needs. Economics, therefore, is a social science, which
examines people behaving according to their self-interests. The definition set out at the
turn of the twentieth century by Alfred Marshall, author of The Principles of
Economics(1890) , reflects the complexity underlying economics: “Thus it is on one
side the study of wealth; and on the other, and more important side, a part of the study

of man.”

What Is Economics?

In order to begin our discussion of economics, we first need to understand (1) the
concept of scarcity and (2) the two branches of study within economics:

microeconomics and macroeconomics.

1. Scarcity

Scarcity refers to the tension between our limited resources and our unlimited wants
and needs. For an individual, resources include time, money and skill. For a country,
limited resources include natural resources, capital, labor force and technology.

Because all of our resources are limited in comparison to all of our wants and
needs, individuals and nations have to make decisions regarding what goods and
services they can buy and which ones they must forgo. For example, if you choose to
buy one DVD as opposed to two video tapes, you must give up owning a second movie
of inferior technology in exchange for the higher quality of the one DVD. Of course,
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each individual and nation will have different values, but by having different levels of
(scarce) resources, people and nations each form some of these values as a result of the
particular scarcities with which they are faced.

So, because of scarcity, people and economies must make decisions over how to
allocate their resources. Economics, in turn, aims to study why we make these decisions

and how we allocate our resources most efficiently.

2. Macro and Microeconomics

Macro and microeconomics are the two vantage points from which the economy
is observed. Macroeconomics looks at the total output of a nation and the way the
nation allocates its limited resources of land, labor and capital in an attempt to
maximize production levels and promote trade and growth for future generations.
After observing the society as a whole, Adam Smith noted that there was an
“invisible hand” turning the wheels of the economy: a market force that keeps the
economy functioning.

Microeconomics looks into similar issues, but on the level of the individual people
and firms within the economy. It tends to be more scientific in its approach, and studies
the parts that make up the whole economy. Analyzing certain aspects of human
behavior, microeconomics shows us how individuals and firms respond to changes in
price and why they demand what they do at particular price levels.

Micro and macroeconomics are intertwined; as economists gain understanding
of certain phenomena, they can help nations and individuals make more informed
decisions when allocating resources. The systems by which nations allocate their
resources can be placed on a spectrum where the command economy is on the one
end and the market economy is on the other. The market economy advocates forces
within a competitive market, which constitute the “invisible hand”, to determine
how resources should be allocated. The command economic system relies on the
government to decide how the country’s resources would best be allocated. In both
systems, however, scarcity and unlimited wants force governments and individuals
to decide how best to manage resources and allocate them in the most efficient way
possible. Nevertheless, there are always limits to what the economy and

government can do.

Englisﬁ s
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1. Adam Smith £ - #7% (1723—1790)
Adam Smith is a Scottish economist who strongly believed in free enterprise ( B§ B £\
%I/, an economic system in which private businesses are free to make money, and
there is not much government control) . He developed his ideas in his book The Wealth
of Nations, which has had an important influence on modern economic and political

ideas.

2. An Inquiry into the Nature and Causes of the Wealth of Nations (EEit)
In his famous treatise, The Wealth of Nations, Adam Smith argued that private
competition free from regulation produces and distributes wealth better than government-
regulated markets. Since 1776, when Smith produced his work, his argument has been
used to justify capitalism and discourage government intervention ( E{FFF i) in trade
and exchange. Smith believed that private businesses seeking their own interests organize

the economy most efficiently, “as if by an invisible hand” .

3. allocation of resources WiRAE
It refers to apportionment of productive assets among different uses. Resource allocation

arises as an issue because the resources of a society are in limited supply, whereas
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human wants are usually unlimited, and because any given resource can have many
alternative uses. In free-enterprise systems, the price system is the primary mechanism

through which resources are distributed.

Alfred Marshall FI/R¥HBETE - SE/R (1842—1924)

British economist, born in Bermondsey, London, England, and educated at Saint John’s
College, University of Cambridge. Marshall was the foremost British economist of his
time. He was also an outstanding teacher and exerted a strong influence on the following
generation of European and American economists. His principal contribution to
economics lay in systematizing classical economic theories and in developing a concept
of marginal utility. He emphasized the importance of detailed analysis and adjustment of
theory to emerging facts. Marshall’s writings include Principles of Economics (1890)
and Industry and Trade (1919).

Principles of Economics (& /HIE)

Marshall’s most important book was Principles of Economics. In it Marshall emphasized
that the price and output of a good are determined by both supply and demand: the two
curves are like scissor blades that intersect at equilibrium. Modern economists trying to
understand why the price of a good changes still start by looking for factors that may
have shifted demand or supply. They owe this approach to Marshall.

scarcity fa@fik

In economics, scarcity is defined as a condition of limited resources and unlimited wants
and needs, i.e. the society does not have sufficient resources to produce enough to
fulfill subjective wants. Alternatively, scarcity implies that not all of society’s goals can
be attained at the same time, so that trade-offs ( 81 5, 3z #&) are made of one good
against others. Neoclassical economics ( #7 & B8 2 5 % ik ) , the dominant school of
economics today, defines its field as involving scarcity : following Lionel Robbins’ ( #
HB/R - BRENT,1898—1984, KE L FF R, LB FIREEZERRAY) definition,
economics is a science which studies human behavior as a relationship between ends and

scarce means which have alternative uses.

microeconomics M EFE

Microeconomics is a branch of Economics that studies how individuals, households, and
firms make decisions to allocate limited resources, typically in markets where goods or
services are being bought and sold. Microeconomics examines how these decisions and
behaviors affect the supply and demand for goods and services, which determines prices,
. and how prices, in turn, determine the supply and demand of goods and services.

English 5
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Macroeconomics ( = M 22 5F ¢ ) , on the other hand, involves the “sum total of
economic activity, dealing with the issues of growth, inflation, and unemployment and
with national economic policies relating to these issues” and the effects of government
actions (e. g., changing taxation levels) on them. Particularly in the wake of the Lucas
critique( S FHT#LH, ERHREFFRARAY ., ENREFELEBETHE - &
FHTF 1976 ExHEG AR ITEERB A BORK N4 RBHAKRE), much of
modern macroeconomic theory has been built upon “micro-foundations” — i. e. based

upon basic assumptions about micro-level behaviour.

command economy it XIZHF

A command economy ( also known as a planned economy or centrally planned
economy ) is an economic system in which the state or government controls the factors of
production and makes all decisions about their use and about the distribution of income.
In such an economy, the planners decide what should be produced and direct enterprises
to produce those goods. Planned economies are in contrast to unplanned economies, i. e.
a market economy ( 13548 5F ) , where production, distribution, and pricing decisions
are made by the private owners of the factors of production based upon their own

interests rather than upon furthering some overarching macroeconomic plan.

-Exercises

= — —

Make verb phrases by linking those in Column A and Column B.

Column A \ ColumnB
promote resources
maximize : ~ assumptions
spawn trade and growth
make - production levels
manage discipline

Match the following words or terms with their definitions.

advocate spectrum constitute resource want
production discipline allocate economics scarcity
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I. to use something for a particular purpose

2. . a complete range of opinions, people, situations, etc.

3. publicly say that something should be done

4. form, make up

5. an area of knowledge or teaching

6. all the money, property, skills, etc. that you have available to use
7. something that you need

8. a situation in which there is not enough of something

9. the process of making or growing things to be sold
10. the study of the way in which money and goods are produced

and used

Reading comprehension; please choose the best answer from the four choices.

1. Why economics is categorized as a social science?

A. Because it is the study of what constitutes rational human behavior in the
endeavor to fulfill needs and wants, a study of certain aspects of society.

B. Because it studies complicated tables and charts, statistics and numbers.

C. Because it is regarded as a “dismal science”.

D. Because it studies the economic phenomena of a country.

2. What is the relationship between scarcity and allocation of resources?

A. Natural resources are all exhaustible and that is what scarcity is all about.

B. Because all of our resources are limited in comparison to all of our wants and
needs, people and economies must make decisions over how to allocate their
resources.

C. They are mutually dependent and mutually inclusive.

D. We have to allocate properly those limited resources.

3. What is the “invisible hand” as noted by Adam Smith?

A. It is the governmental manipulation.

B. It is consumers’ consumption habit.

C. It is social moral principles.

D. It is a market force that keeps the economy functioning.

4. Briefly distinguish between macroeconomics and microeconomics.
A. They look into similar issues, but the former at the total output of a nation and

the way the nation allocates its limited resources while the latter on the level of
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the individual people and firms within the economy.

=

They study quite different issues and are 2 branches of a discipline.
They study the same issues but employ different study methods.
D. They study similar issues but originated from different times.

a

Lart Two case Study

TEN YEARS ON
HOW ASIA SHRUGGED OFF ITS ECONOMIC CRISIS
From The Economist Intelligence Unit ViewsWire, July 4", 2007

en years ago, on July 2™ 1997, Thailand’s central bank floated the baht® after
T failing to protect the currency from speculative attack. The move triggered a
financial and economic collapse that quickly spread to other economies in the region,
causing GDP growth rates to contract precipitously®, bankrupting companies that had
overexposed themselves to foreign-currency risk, and ultimately necessitating costly and
politically humiliating IMF-led bailouts® in the worst-affected countries. Thus began the
Asian financial crisis of 1997 —1998. Its effects, and governments’ subsequent responses
to it, have defined much of the region’s economic policies and direction in the past
decade. What has been learnt, and how has the region changed in the intervening

period?

The financial crisis can be described as having been a *“ perfect storm”. a
confluence® of various conditions that not only created financial and economic
turbulence but also greatly magnified its impact. Among the key conditions were the
presence of fixed or semi-fixed exchange rates in countries such as Thailand, Indonesia
and South Korea; large current-account deficits that created downward pressure on those
countries’ currencies, encouraging speculative attacks; and high domestic interest rates
that had encouraged companies to borrow heavily offshore (at lower interest rates) in

HR(FREMEHHHR)
SECE T, RARTIR
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order to fund aggressive and poorly supervised investment. Weak oversight of domestic
lending and, in some cases, rising public debt also contributed to the crisis and made its
effects worse once the problems had begun.

If factors such as exchange-rate policies had helped to precipitate the financial
crisis, above all it was excessive and poorly supervised foreign borrowing that made it so
disastrous. As it became too expensive to fend off speculators, currencies were forced to
float. This resulted in large falls in the baht, the won and the rupiah® against the US
dollar. For instance, from an average of Rp2,342 to the US dollar in 1996, the rupiah
fell to an average of Rp10,014 in 1998. As a result, companies that had received large
unhedged®@ foreign-currency loans now faced impossibly high debt repayments in
domestic-currency terms. The panicked capital flight that ensued only exacerbated the
currency depreciation, leaving indebted companies in even direr straits. The workout of
the bad debts and disposal of the distressed assets created by the crisis was one of the
major tasks for policymakers for several years thereafter.

The situation now could not be more different. Most Asian economies now enjoy
sizeable current-account surpluses and have built up extensive foreign-exchange reserves
with which, in theory, they could protect their currencies from speculative attack in
future. (Indeed, it is an enduring complaint of economists these days that Asian
countries have gone too far in the opposite direction, having built up far greater levels of
reserves than they need.) Non-performing loans (NPLs)® in the banking sector have
fallen, and extensive financial reforms have taken place. As a result, not only are the
region’s fundamentals no longer conducive to an exact repeat of the 1997—1998 crisis,
but regulatory controls have also, by and large, improved substantially. Thus, even
were some of the conditions that existed in 1996 and early 1997 to reappear in the
region, it would no longer be so easy for companies to get themselves into as much
trouble as they did then.

This does not mean, of course, that the region no longer faces substantial economic
risks. New imbalances and problems have emerged in the past few years, in part
relating to the massive US current-account deficit and Asian central banks’ large holdings
of US Treasuries. The following paragraphs explore the specific changes that individual
“crisis” economies in Asia have undergone in the past decade, and the new challenges
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and risks they face.

Thailand

A decade on from the financial crisis of 1997, Thailand finds itself in the midst of
another crisis, this time a political one. Although the economy has been suffering from a
downturn in business confidence in the wake of the September 2006 military coup,
Thailand’s economic fundamentals are nevertheless generally strong. Indeed, rather than
battling the markets to prop up the baht, the Bank of Thailand (BOT, the central bank)
has been under pressure to weaken it. In order to do so, in late 2006 the BOT imposed
controls on the inflow of capital. The baht now stands at a nine-year high of around
Bt34. 5. US$1 on the local market, and on the offshore market it has risen to
Bt32.3. US$ 1.

The country’s external accounts are far healthier; the current account has been in
surplus every year since 1997 except 2005; foreign-exchange reserves have soared to
US $71 bn, up from the 1997 low of US$26 bn reached when the BOT gave up its
costly efforts to keep the baht fixed to the dollar; and external debt levels have dropped
sharply, with most of the private sector’s short-term debt taking the form of trade credits
rather than loans, a reversal from the pre-1997 situation.

The banking sector has also recovered well, with NPLs dropping to around 4% -
5% of total outstanding loans — a decade ago the ratio was close to 50%. A process of
consolidation in the banking sector has also been under way since 2004, and regulatory
standards and bank lending practices have improved markedly.

South Korea

“The bigger they are, the harder they fall,” is a maxim that aptly describes South
Korea’s experiences — and those of many of the chaebol®, the country’s industrial
conglomerates® — during the Asian financial crisis. South Korea was one of the
countries worst hit by the crisis, and its IMF-led emergency bail-out programme cost
around US$ 60 bn.

To its credit, South Korea has also been one of the most diligent countries in
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implementing post-crisis economic and financial reforms, and it is now reaping the ‘
rewards of these efforts. The country’s financial sector is one of the region’s strongest,
combining greater openness with better regulation. It is a measure of the improvement in
prudential standards that the crisis among overextended credit-card lenders in 2003 had
almost no contagious effect on the broader financial system.

In addition, South Korea’s economy is now more transparent and flexible, interest
rates are lower, and foreign reserves — which at the height of the crisis in December
1997 were down to US$8.9 bn — have risen massively, to US$243 bn as of end-March
2007. Indeed, South Korea is typical of post-crisis Asian economies in that it now faces
considerable difficulty in preventing further accumulation of foreign reserves and keeping
its currency from appreciating. This is a concern for exporters, particularly given the
current weakness of the yen, as South Korean industrial exporters compete with Japan in
numerous sectors.

Despite the progress on reforms that South Korea has made, unfinished business
remains. This is particularly the case with regard to the labour market, which is still rigid

and prone to disruptive unrest.

Hong Kong

Hong Kong’s small and open economy is inherently vulnerable to events outside its

control. As a result, despite not suffering from any of the imbalances that the other crisis-
hit economies were showing on the eve of the Asian financial crisis, Hong Kong ended
up being one of the worst hit by the turmoil. Real GDP contracted by 5.5% in 1998,
and with the territory suffering from six consecutive years of deflation, nominal GDP in
Hong Kong did not overtake its pre-crisis level until 2005. Growth in the first five years
after the crisis continued to be volatile, with the economy suffering a deep downturn in
2001, after the collapse of the dotcom bubble® in the US; the economy also wobbled
again briefly in 2003, at the height of the SARS crisis.

However, the past three years have seen a return to sustained, strong economic
growth, with real GDP growing by an average of 7.7% in the period 2004 —2006. The
main reason for this strong recovery has been the fast-growing mainland Chinese
economy. Booming trade with mainland China has led to a big increase in Hong Kong’s
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