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Chapter 1 What Is Economics

Preview Questions

1. What does economics talk about?

2. How do you understand the economic terms of “unemployment” and “inflation” ¢

Passage 1

What Is Economics

The word ECONOMICS comes from the Greek and it means “good housekeeping”. A good
housekeeper knows how much money she will make and how much she will spend. Governments,
businesses, households and individuals, doing the same things, must try to be * good
housekeepers” , to make both ends meet. People in an economy are always trying their best to make
use of resources which is limited in quantity to coordinate their wants and desires which are diverse
and unlimited. And, as individuals and as a society, we need economics because we experience
scarcity (of raw materials, of goods and services, of time, and so on) in relationship to our ever-
growing needs and wants. Then what can be used to satisfy our needs and how? And owing to the
scarcity of resources what needs should be fulfilled first? To answer these questions we have to make
wise choices. That is to say, economics is the study of making choices. Economics examines how we
make choices: a new car or a new house? To go to work or go to a college? More free time or more
income from work? As a scholarly discipline, economics helps us examine trade-offs between various
goals and anticipate the outcomes of changes in governmental policies, company practices, or
composition of the population, and so on. Almost all issues of public and private policy involve
economics and so do your own individual choices.

Most simply put, economics is the study of how a society ( people) chooses to use scarce
resources to produce goods and services and to distribute them to people for consumption. Any
economy’s resources consist of three broad areas: natural, capital, and labor. Natural resources,
such as crude oil, natural gas, minerals, timber, and water, are provided by nature in limited
amounts; they must be processed to become a product or to be used to produce other goods or
services. For example, trees must be processed into lumber before they can be used to build homes.
Meanwhile, capital resources, also known as financial resources, refer to the goods produced for the
purpose of making other types of goods and services. More exactly, the funds used to acquire the

natural and human resources needed to provide products. Some capital resources, called current
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assets, have a short life and are generally used up in the production process. These resources include
fuel, raw materials, paper, and money. Opposite to current assets, long-lived capital resources,
which can be used repeatedly in the production process, are called fixed capital. Examples include
factory buildings, compact-disk machines, personal computers, and railroad cars. We also could
find the different categorizations of capital due to different standards. Simply stated, human capital
means people’s skill and technology. People are assets whose value can be enhanced through
investment. As the value of people increases, so does the performance capacity of the organization.
Physical capital, however, includes machines and money, something like fixed assets. In fact, the
different categorizations of capital depend on where we stand on.

In addition to natural resources and capital resources, labor resources represent the human
talent of a nation, both physical and mental. To have value in the labor force, individuals must be
trained to perform either skilled or semiskilled work. For example, the job of physicist requires
extensive training, whereas only minimal training is needed to operate a service station’s gas pumps.
This collection of human talent is the most valuable national resource. Without human resources,
productive use of either natural or capital resources is impossible.

Resources are used to produce goods and services which will meet people’s needs and wants.
Needs are goods and services that people must have or possess simply for survival or exist. For
example, food, clothing, shelter, and medical care are needs; Wants, on the other hand, are
things they would like or are willing to have but do not absolutely need for survival. Video recorders,
cassettes, fashionable clothes, and luxury vacations are generally viewed as wants. Wants mostly are
unlimited ; According to psychological theories, people have different levels of needs and wants. As
soon as one level of wants is satisfied, another arises. Even wealthy people tend to have unlimited
wants. Henry Ford was once asked how much money it would like before a person would stop wanting
more. He reportedly answered, “Just a little bit more” .

Thus, goods and services are produced to meet needs and satisfy wants of consumers. Since the
resources are limited while wants are unlimited, how could the society allocate the scare resources to
produce and distribute as many products as possible to satisfy people’s wants? Allocation of resources
is a big challenge for all countries. How to combine the production factors is the basic line to
accumulate wealth. In Adam Smith’s words, the more efficient the combination, the greater the
production, the greater the national wealth.

Then how to combine them more efficiently? How will goods and services be produced, and by
whom? Will electricity be produced from coal, oil, waterfall, sun or wind, or nuclear power? Who
will use the goods and services? When the goods and services are divided, who is to benefit from
their use? A few rich or many poor people? Families or single people? Old or young? Or we share
the nation’s output equally? High rewards go to the muscles or to 1Q? How these questions are
answered will determine how our resources will be used and how they will be allocated to best satisfy
consumers’ wants and needs.

Allocation can be very complicated, indeed. Answers to these questions vary among the

different countries and different economic systems. An economic system is the institutional structure
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Chapter 1 What Is Economics

through which individuals in a society are organized in a certain way to coordinate their diverse wants
and desires. For example, if an economy is organized through markets, it is a market economic
system.

Today market economic system is the most dominant system in the world, which based upon
private property and the market in which, in principle, individuals decide how, what and for whom
to produce. Under market system, individuals are encouraged to follow their own self-interest, while
market forces of supply and demand are relied upon to coordinate those individuals’ pursuits. That is
to say, individuals are free to do whatever they want as long as it’s legal. Specifically speaking,
market runs on the basis of price mechanism through which peoples’ desires are coordinated and
goods are rationed. If there is not enough of something to go around, its price goes up; if more of
something needs to get done, the price given to individuals goes up. If something isn’t wanted or
doesn’t need to be done, its price goes down. Then, suppliers will adjust their production
automatically as people respond to economic incentives created by price changes. On the other hand,
distribution of goods to each individual depends on his or her ability, effort, and even inherited
property. If you have a lot of money or wealth, of course, you can buy and consume more goods and
services. Under market economies, fluctuations in prices play a central role in coordinating
individual’s wants.

Consequently , market works through a system of rewards and payments. If you do something you
get paid for doing that something; if you take something, you pay for that something. How much you
get is determined by how much you give. This relationship seems fair to most people. But there are
instances when it doesn’t seem fair. Say someone is unable to work. Should that person get nothing?

Another extreme is command economy, also known as planned economy in which government
makes all decisions about production and distribution. This government might be dictatorial or
democratic, exactly telling people what to produce, how to produce and whose desires should be
satisFied first and how to satisfy. In this case, all of economic decisions are made by the central
government, or regulated by a relatively comprehensive plan. Due to the less sensitive to market
change, this system is not the best to help producers cheaply produce goods and services that are
demanded by consumers. With tight control on price rates, producers are less motivated to gain
greatest profits. As a result, this system incurs seriously weak productive efficiency and misuse of

scarce economic resources.

Words and Expressions

allocate v. assign or devote to (for a purpose or for a person, place)

allocation n. the action or process of allocating or distributing something

anticipate v. regard sth. as probable or likely

cassette n. a compact case containing a length of magnetic tape that runs between two

small reels
coordinate v. word or act together effectively

command n. the possession or exercise of controlling authority
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comprehensive
consumption

democratic

distribute
discipline
extensive

extreme

fluctuation

incentive

incur
inflation

inherit

instance
lumber

mechanism

misuse

pump

process
reliance
reward
scarce
shelter
semiskilled

sensitivity

tight

want

Notes

adj.

adj.

adj.

of large scope; covering or involving much; inclusive

the purchase and use of goods

pertaining to or characterized by the principle of political or social equality
for all

to pass out or deliver (mail, newspapers, etc.) to intended recipients

a branch of learning

of great extent; wide; broad; covering

one of two things as remote or different from each other as possible; the
furthest or utmost length ; an excessive length, beyond the ordinary or average
rise and fall

something that incites or tends to incite to action or greater effort, as a
reward offered for increased productivity

to come into or acquire ( some consequence, usually undesirable or injurious)
an increase in available currency regarded as causing this

to take or receive (property, a right, a title, etc.) by succession or will, as
an heir

an example or single occurrence of something

timber sawed or split into planks, boards, etc.

a means; device consisting of a piece of machinery; has moving parts that
perform some function

use (something) in the wrong way or for the wrong purpose

an apparatus or machine for raising, driving, exhausting, or compressing
fluids or gases by means of a piston, plunger, or set of rotating vanes
handle or deal with by a particular process

trust, confidence

a thing given in recognition of one’s service, effort, or achievement
insufficient for demand

anything serving as a shield

having some training but less than for a skilled worker

the state or quality of being sensitive; sensitiveness. ( Physiology ) the
ability of an organism or part of an organism to react to stimuli

fixed, fastened, or closed firmly; hard to move, undo, or open

a desire for sth.

1. Economics; social science of allocating scarce resources.

2. Factor of production; basic inputs into the private enterprise system, including natural resources,

labor, capital. Today, more people would like to add technology and management in their

consideration of production factors. Each factor receives a payment, such as rent, wages,
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interest, or profits.

3. Natural resources: everything useful as a productive input in its natural state, including land,
crops, forest products, and mineral deposits, etc. They are basic resources required in any
economic system.

4. Capital ; funds that finance the operation of business, provided in the form of investments, profits
or loans. They can be used for the purchase of anything required by business, including raw
materials, labor or talents of workers, technologies.

5. Labor/human resources: anyone who work for a business. They might be presidents, all levels of
managers , engineers, R&D staff, clerks, technicians, sale representatives and the assembly-line

workers and so on.

Special Terms

1. Capital resources ARG, A FE R AR A A K, &= KEFRIRE—Fh, 75NN
HARGRIR A GEIR , He FRIG Wb R 2R BIUR - SRR X AR TR IR A0 X, B = 254845,
— 2 [E BB S, — > I A BE R [ B P A N SR A S K AR AR TR
HE B AR BT (FDI) |, ERtR MRS TE— E A& T P 438 B 5 Mk i BIAURIAY £5 (10% 1
22 B DAL SRR ) T4 58 B A B, B ) T4 58 N X2 B BRI leAs Ui 4
FREETT AR ARG A 0 S A = R T i E, R AT e, B8 A
TE [ NIESR 28 2 e LT 0 28 ) A 08 A T B A VR, 3X —Fa bm S B 1 — [ 4 il i 3 19 % R
F

2. Current assets JRal%™ 248 AT LATE 1 AR (% 1 4F) AR sAE O 87

3. Fixed capital [EE %™, 248 MR A DU RRERAE 5™ (1) AR R B 55 55
FHE A BTN A R ; (2) IR L 1 4F; (3) BN B .

Comprehension Questions

. What is “economy” according to the text?

. What is “economic system” according to the text?

. What are three central problems in the study of economics?

. How do you understand capital resources?

. Could you analyze the advantages and disadvantages of market economic system?

. What are the main features of the market economic systems?

~N N kWD =

. What is economics?

Passage 2

Macroeconomics
We might conclude that economics talks about many of life’s practical questions. But it does
more than talk: economics is vitally concerned with the measurement of important phenomena—

economic growth, employment, stable prices and so forth.
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Two important measurements occur in macroeconomics and microeconomics. Macroeconomics
deals primarily with aggregates (total amount of goods & services produced by society) and absolute
levels of prices. It addresses issues in a whole such as level of growth of national output ( GNP &
GDP) , interest rates, unemployment and inflation. Microeconomics, in a sense, looks at the
economy through a microscope, studying the behavior of an economy’s individuals’ choices. Since
prices have important effects on the individuals’ decisions, the microeconomics is frequently called
“Price Theory”.

Economics is only two centuries old since in 1776 Adam Smith published his path-breaking
work : Inquiry into the Nature and Causes of The Wealth of Nations. Then in 1867, there appeared
the massive critique of capitalism by Karl Marx: Das Kapital. And economics went through many
stages until the publication of John Maynard Keynes The General Theory of Employment, Interest and
Money in 1936. Keynes’ contribution was so crucial that a central school of thought in
macroeconomics has ever been called “ Keynesian” economics. Because in 1930s, production
dropped sharply over a few years that came to be known as “The Great Depression”. At the same
time, “unemployment” emerged as a crucial social problem for market economies, one which at first
threatened their survival. It appeared that microeconomics was not very suited for understanding the
depression and unemployment, and many economists turned back to the macroeconomic focus of the
founders of political economy a century before. They didn’t find any explanatory and workable
approach until Keynes proposed a limited, but increased and very controversial role of government
planning and intervention in the economy as a means of solving the problem of unemployment, and
most governments of industrialized countries have followed that advice. Later, it has become central
to economic policy in many major nations, finally helped the economic recovery for these nations.
Also, Keynesian economics, with great attention from many economists and governors, has had an
important impact on the world.

This is not to say that microeconomics was abandoned. It was in the late nineteenth century
that, however, economics found a new focus that gave rise to the branch known as microeconomics.
Microeconomics is still a vigorous and growing field within economics, and many economists still
regard macroeconomics as less reliable and more controversial than microeconomics. But in modern
economics, macroeconomics is recognized as equal in importance with microeconomics.

Macroeconomic Problems

Many economists shifted their attention from microeconomics to macroeconomics just because
they found that all these three very important national problems—economic recession, high
unemployment, high inflation—are macroeconomic problems, that is, these problems could not be
understood or solved without an understanding of the workings of the market economic system as a
whole.

Recession

A recession is defined as a period of two or more successive quarters of decreasing production.
Production is measured by a number of variables. Gross Domestic Product is one important measure.

During business cycle, actual GDP departs from its potential GDP. If the gap or difference is a small
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downturn, the economy in this period is called recession; if the total output declined with a large gap
between actual and potential output, the period is known as depression. There is no general
definition of a depression, however, and until recently the decline of 1929—1940 was the only
decline referred to as a “depression”. It lasted about 10 years and was dominated by two recessions
with unparalleled depth, and that was what caused people to refer to it as a depression and as “The
Great Depression”.

In many recession periods, businesses could not produce so many goods and services as people
expect. Fewer businesses, lower employment, less income; furthermore, less consumption, less
demand, less production. Finally, lower living standard. To put it another way, recession causes
unemployment. Rather than taking effective measures to help recover economies, some governments
preferred trade barriers to achieve equilibrium of trade payment. These powerful protectionism
policies worsened the world trade and economy.

There are many reasons that cause economic recession or depression. But, it is self-evident that
a drop in production is a bad thing. That is why economic growth is one of macroeconomic objectives

for most countries.
Unemployment

Our second macroeconomic problem—unemployment, highly correlating with recession, is most
directly felt by individuals. Unemployment refers to the condition in which people, as part of working
population or labor force, are not employed but seeking for jobs. Therefore, it excludes a few special
groups of people, such as housewives, prisoners, the retired, the ill and the unable. Without having
the jobs, relevant production and reciprocal income are impossible.

According to law of supply and demand, unemployment could be caused by excessive supply of
labor. But it is not the only force affecting employment in the market economy. The others, to name
some, are incessant movement of people and structural imbalance between regions and jobs
occupations and economic declines.

Traditionally, there have been three main types of unemployment, frictional, cyeclical,
structural unemployment.

Frictional Unemployment  Suppose a person loses a job, perhaps because the work is
finished. This always happens to a construction worker. Because when the construction job is
finished; it will ordinarily take some time before that person finds another job. That also happens to
the students after graduation and to the women after giving birth to children. This frictional
unemployment exists because of the difficulties of movement through different stages of business
lifecycle. This is a particularly important category, since this category of unemployment can never be
reduced to zero, no matter in what economic systems.

Cyclical Unemployment In recessions, we typically see increases in unemployment. It exists
when the overall demand for labor is very low. For instance, the unemployment rate rose from
virtually zero to 25% of the work force in 1933 then rising again to 20% in the recession of 1938.
And in the recession year 1982 in the United States, the unemployment rate rose in 48 of the 50

states. That is true for most countries when their economies fluctuate or shrink.
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Structural Unemployment structural unemployment problems generally arise because of a
mismatch between the needs of employers and the skills and training of the labor force. People do not
quickly adjust themselves to the market change since it is not easy to predict which industry or sector
will prosper, which will decline. The extent and duration of structural unemployment will
consequently depend on occupational mobility of labor. For example, the disarmament of 1990s in
America made many people structurally unemployed. The cutbacks in national defense industry
reduced the output of related goods and services and laid off thousands of workers. Although they
were experienced of many years, their specific and highly developed skills were no longer in demand

and were not soon applicable in non-defense industries.
Unemployment Rate

The unemployment rate is a ratio, a fraction, less than one, obtained by dividing the number of
unemployed persons by the number of persons in the labor force. The labor force consists of all those
persons who are willing to work at a market equilibrium wage, and who either have jobs or are
seeking work. In the nineties, the unemployment rate in the United States has usually been between
5% and 6%. An alternative approach to the analysis of unemployment is based on the concept of
natural rate of unemployment. The natural rate, also sometimes referred to as the non-accelerating
inflation rate of unemployment, is the normal unemployment rate that can be sustained for long
without upward pressure on inflation. It can be identified with the concepts of frictional and structural
and cyelical unemployment.

High unemployment rate is both an economic and a social problem, because it causes waste use
of labor resources and mostly economic decline. And the unemployed people, without income, could

not improve their life and suffer from much economic and social or emotional distress.
Inflation

Recessions and unemployment are trouble enough, but many people in the modern world see a
danger in too much prosperity. That danger is inflation.

Inflation is defined as an increase in the average price level in the economy. The most common
measure is consumer price index ( CPI) , representing the price level of a basket of market consumer
goods and services bought by the average urban consumer during a particular year. Thus, if the price
of each goods or services in the fields of food, clothing, shelter, medical care and the like were to
rise by 5% from one year to the next, we could say without hesitation that the average price level has
risen by 5%, and there has been 5% inflation. It does not mean this price increase of these entire
goods take place at the same time.

Rates of Inflation

The “rate of inflation” is the rate of change of the price level expressed as a percent of the base
price level. More precisely, it can be expressed as dividing the CPI difference between this year and
base year by base year’s CPI. When the prices rise slowly and predictably, that is, the inflation rate
is below 10 percent, with single digit, we call it as low inflation. If inflation rate is expressed in

double-digit, we define that as galloping inflation. More seriously, as the price fluctuates in the
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three or more digits range, money loses its value quickly and will become meaningless virtually. In
such a situation, we say hyper-inflation happens and price system breaks down. In reality, the case
in which prices rise steadily annually as people expect is known as inertial rate of inflation.

Like illness, inflation happens for many reasons. Some inflations come from the demand side;
others come from the supply side. Our analysis follows the same way, because prices in general
would only rise if, on the average, demand increases or supply decreases. In the first case, when
demand increase results in inflation, we describe it as demand-pull inflation. On the other hand,
when cost increase causes supply to decrease in turn, and this results in inflation, we describe it as
cost-push inflation. The rising cost may come from rising wages, soaring prices of oil ( other
production resources) or from exchange-rate movements. But these two different causes of inflation
are not independent. A demand-pull inflation may itself lead to cost increases, which then give rise
to a further cost-push inflation. This sort of vicious circle could account for the persistence of
inflation in the latter half of the twentieth century, and many economists believe that it does.

To sum up, a nation’s economic success is usually evaluated by whether it attains the following
macroeconomic objectives: rapid and steady economic growth not decline; an ample supply of good
jobs and low unemployment; stable prices and low inflation rate. Unfortunately, these attainments

involve many difficulties.

Words and Expressions

aggregate adj. formed or calculated by the combination of many separate units or items;
total
n. a whole formed by combining several ( typically disparate) elements
v. form or group into a class or cluster
alternative adj. & n. the freedom or opportunity to choose between two or more things
disarmament  n. the act of reducing, limiting, or abolishing weapons. Disarmament

generally refers to a country’s military or specific type of weaponry.
Disarmament is often taken to mean total elimination of weapons of mass

destruction, such as nuclear arms

distress n. discomfort or sorrow; great pain

fraction n. precise division of a number, e.g. 1/3, 5/8

friction n. resistance of one surface to another surface or substance that moves over
it

gap n. a wide divergence or difference; disparity

incessant adj. continual ; often repeated

inquiry n. an act of asking for information

path-breaking  adj. pioneering; innovative

phenomena n. a plural of phenomenon’ a fact, occurrence, or circumstance observed or
observable

recession n. temporary decline in economic activity or prosperity
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successive adj. coming one after the other in an uninterrupted sequence

sustain v. to support, hold, or bear up from below; bear the weight of, as a

structure ; to bear (a burden, charge, etc.) ; to keep up or keep going,

as an action or process

vigorous adj. strong; active; robust; energetic; forceful; powerful in action or effect a

vicious circle continuous rise in one thing (e.g. prices) caused by a

continuous rise in sth. else (e.g. wages)

Notes

1.

Macroeconomics; study of the overall operation of an economy. Macroeconomists study aggregated
indicators such as GDP, unemployment rates, and price indexes to understand how the whole
economy functions. Macroeconomists develop models that explain the relationship between such
factors as national income, output, consumption, unemployment, inflation, savings, investment,

international trade and international finance.

. Microeconomics : study of “small” economic units such as individuals, families, companies and

firms’ activities. Typically, it applies to markets where goods or services are bought and sold,
examining how these decisions and behaviors affect the supply and demand for goods and
services, which determines prices, and how prices, in turn, determine the quantity supplied and

quantity demanded of goods and services.

. Supply: the quantity of goods or services that businesses are willing to sell at different prices at a

specific time.

. Demand: the quantity of goods or services that consumers are willing to buy at different prices at

a specific time.

. Recession: a decline in production, employment, and income. Recessions generally occur when

there is a widespread drop in spending (an adverse demand shock). This may be triggered by
various events, such as a financial crisis, an external trade shock, an adverse supply shock or the
bursting of an economic bubble. Governments usually respond to recessions by adopting
expansionary macroeconomic policies, such as increasing money supply, increasing government

spending and decreasing taxation.

. Depression: a severe trough in the business cycle where there is widespread and sustained

unemployment. A depression is an unusual and extreme form of recession. Depressions are
characterized by their length, by abnormally large increases in unemployment, falls in the
availability of credit (often due to some form of banking or financial crisis) , shrinking output as
buyers dry up and suppliers cut back on production and investment, large number of bankruptcies
including sovereign debt defaults, significantly reduced amounts of trade and commerce
(especially international trade), as well as highly volatile relative currency value fluctuations
(often due to currency devaluations). Price deflation, financial crises and bank failures are also
common elements of a depression that do not normally occur during a recession. Only the period

1929—1933 in the United Kingdom is usually referred to as a depression.
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