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Introduction to Economics

Economics may appear to be the study of complicated tables and
charts, statistics and numbers, but, more specifically, it is the study of
what constitutes rational human behavior in the endeavor to fulfil 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, 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
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 modem economics” and author of the
famous book “An Inquiry into the Nature and Causes of the Wealth of
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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
tumn of the twentieth century by Alfred Marshall, author of “ The
Principles of Economics”, 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.”

1.1 Macro and Microeconomics

1.1.1 Principles of 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 fims respond to changes in price and why
they demand what they do at particular price levels.
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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 be best
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.
1.1.2 The Invisible Hand Theory

Much of economic theory deals with the pricing mechanism and how
the market operates to coordinate individual’s decisions. Economists have
come to the following insights:

When the quantity supplied is greater than the quantity demanded,
price has a tendency to fall.

When the quantity demanded is greater than the quantity supplied,
price has a tendency to rise.

Using these generalized insights, economists have developed a theory
of markets that leads to the further insight that, under certain conditions,
the market will coordinate individuals’ decisions, allocating scarce
resources efficiently so society moves out to its production possibility
curve, not inside it. An efficient economy is one that reaps the maximum
amount of outputs from the available inputs. Economists call the insight
that a market economy will allocate resources efficiently the invisible hand
theory .



4 English in Economics

Theories and the models used to represent them are enormously
efficient methods of conveying information, but they’ re also necessarily
abstract. They rely on simplifying assumptions, and if you don’t know
the assumptions, you don’t know the theory. The result of forgetting
assumptions could be similar to what happens if you forget that you’ re
supposed to add numbers in columns. Forgetting that, yet remembering
all the steps, can lead tn a wildly incorrect answer. For example, 471 +
327=5,037 is wrong.

Knowing the assumiptions of theories and meodels allows you to
progress beyond gut reaction and better understand the strengths and
weaknesses of various economic systems. Let’ s consider a central
economic assumption: the assumption that individuals behave
rationally — that what they choose reflects what makes them happiest,
given the constraints. If that assumption doesn’t hold, the invisible hand
theory doesn’t hold.

Presenting the invisible hand theory in its full beauty is an important
part of any economics course. Presenting the assumptions upon which it is
based and the limitations of the invisible hand are likewise an important
part of the course.

1.2 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



Introduction to Economics 5

technology in exchange for the higher quality of the one DVD. Of course,
each individual and nation will have different values, but by having
different levels of (scarce) resources, people and nations each from 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.

At the very core of economics is the undeniable truth that we call the
law of scarcity, which states that goods are scarce because there are not
enough resources to produce all the goods that people want to consume.
All of economics flows from this central fact. Because resources are
scarce, we need to study how society chooses from the menu of possible
goods and services, how different commodities are produced and priced,
and who gets to consume the goods that society produces.

1.3 Society’s Technological Possibilities

Why are we concemed with the fundamental questions of what, how
and for whom? Because people want to consume far more than an economy
can produce. Goods are scarce because there are not enough resources to
produce all the goods that people want to consume.

Faced with the undeniable truth that goods are scarce relative to
wants, an economy must decide how to cope with limited resources. It
must choose among different potential bundles of goods (the what),
select among different techniques of production (the how), and decide in
the end who should consume the goods (the for whom ). This section
illustrates some of the key choices that every society must make.
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1.3.1 Production Possibility Frontier

Consider an economy with only so much labor, so much technical
knowledge, so many factories and tools, and so much land, water power,
and natural resources. In deciding what shall be produced and how, the
economy is deciding in reality just how to allocate its resources among the
thousands of different possible commodities. How much land should go
into wheat growing? Or into housing the population? How many factories
will produce computers? How many will make pizzas?

To answer these complicated questions, under the field of
economics, economists use the concept of the pmd\iction possibility
frontier ( PPF) which represents the point at which an economy is most
efficiently producing its goods and services and, therefore, allocating its
resources in the best way possible. If the economy is not producing the
quantities indicated by the PPF, resources are being managed
inefficiently and the production of society will dwindle. The production
possibility frontier shows there are limits to production, so an economy, to
achieve efficiency, must decide what combination of goods and services
can be produced.

Let’s tumn to Figure 1.1. Imagine an economy that can produce only
wine and cotton. According to the PPF, points A, B and C — all
appearing on the curve — represent the most efficient use of resources by
the economy. Point X represents an inefficient use of resources, while
point Y represents the goals that the economy cannot attain with its
present levels of resources.

As we can see, in order for this economy to produce more wine, it
must give up some of the resources it uses to produce cotton (point 4). If
the economy starts producing more cotton ( represented by points B and
C), it would have to divert resources from making wine and,
consequently, it will produce less wine than it is producing at point A.
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Production Possibility
Frontier (PPF)

Product A: Wine

i8
I
1
I
1
1
P

roduct B: Cotton

Figure 1.1 Production Pessibility Frontier

As the chart shows, by moving production from point A to B, the
economy must decrease wine production by a small amount in comparison
to the increase in cotton output. However, if the economy moves from
point B to C, wine output will be significantly reduced while the increase
in cotton will be quite small. Keep in mind that A, B, and C all
represent the most efficient allocation of resources for the economy; the
nation must decide how to achieve the PPF and which combination to
use. If more wine is in demand, the cost of increasing its output is
proportional to the cost of decreasing cotton production.

Point X means that the country’ s resources are not being used
efficiently or, more specifically, that the country is not producing enough
cotton or wine given the potential of its resources. Point Y, as we
mentioned above, represents an output level that is currently unreachable
by this economy. However, if there was a change in technology while the
level of land, labor and capital remained the same, the time required to
pick cotton and grapes would be reduced. Output would increase, and the
PPF would be pushed outwards. A new curve, as shown in Figure 1.2,
on which ¥ would appear, would represent the new efficient allocation of
resources.

When the PPF shifts outwards, we know there is growth in an
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/>~ PPF Shifts Outward

<
N
____________ 4

4
B : N

Product A: Wine

1
h
i L4
Product B: Cotton

Figure 1.2 Production Possibility Frontier Shifts
economy. Alternatively, when the PPF shifts inwards it indicates that the
economy is shrinking as a result of a decline in its most efficient allocation
of resources and optimal production capability. A shrinking economy
could be a result of a decrease in supplies or a deficiency in technology.

An economy can be producing on the PPF curve only in theory. In
reality, economies constantly struggle to reach an optimal production
capacity. And because scarcity forces an economy to forgo one choice for
another, the slope of the PPF will always be negative; if production of
product A increases then production of product B will have to decrease
accordingly .

1.3.2 Hfficiency

Up to now, we have assumed that the economy was on, rather than
inside, the production-possibility frontier. Operating on the frontier
implies that the economy is producing efficiently.

Efficiency is one of the central concepts of economics. Efficiency
means absence of waste, or using the economy’s resources as effectively
as possible to satisfy people’s needs and desires. More specifically, the
economy is producing efficiently when it cannot produce more of one good
without producing less of another good — when it is on the production



