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What Is Economics About

The theory of economics does not furnish a body of settled conclusions immediately
applicable to policy. It is a method rather than a doctrine, an apparatus of the mind, a
technique of thinking, which helps its possessor to draw correct conclusions.

— JOHN MAYNARD KEYNES

In a general way, we all know what economics is about. It is concerned with the
production, distribution, and use of goods. It deals with the activities of the 5 million
businesses, 120 million workers and 65 million households that produced and consumed
more than $4 trillion worth of output in the United States in 1987. As Adam Smith said,
economics is “an inquiry into the nature and causes of the wealth of nations”.

But how is economics concerned with these things? What is its“apparatus of the
mind”? This unit deals with several key aspects of economics.

1. There are two main branches of economics—microeconomics and macroeconomics,
but these are interrelated.

2. Economics focuses on production of goods, and on the income generated in the
course of production.

3. Goods and the resources needed to produce are scarce; and this raises problems of
choice, for individuals and for the national economy.

4. Economics is a special way of thinking, which uses simplified models to explore re-
ality. The use of such models to explain and predict economic events is called posi-
tive economics.

5. Economics is also a policy science, with important applications to government.
Positive economics can clarify policy alternatives; but choice between these alterna-

tives involves what is called normative economics.
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Micro and Macro

These terms almost define themselves. Microeconomics holds a microscope over
some portion of the economy—a particular industry, or kind of work, or geographic
area. It examines how consumers choose between goods, how workers choose between
jobs, how a business decides what to produce and what production methods to use. It
asks questions like these: Why in 1987 did the United States produce 2. 1 billion bushels
of wheat and 90 million tons of steel? Why did the wheat sell for $3 per bushel and the
steel for $300 per ton? Why did plumbers earn, on the average, $18 per hour, steel-
workers $14 per hour, typists $8 per hour?

Macroeconomics looks at totals for the economy as a whole: total output and in-
come, the level of employment and of unemployment, the amount of money in circu-
lation and the level of prices. it asks questions like these: Why was the United States
output 3 percent higher in 1986 than in 1985. Why did employment rise by 2 million in
one year's time? Why, in spite of this, was 7 percent of the labor force still unemployed
at the end of 19862 Why did the price level rise 2. 8 percent in 1986, rather than some
higher or lower figure?

Microeconomics and macroeconomics must be related because they deal with the
same body of experience. The whole is the sum of the parts. If total output is rising, it
must be because many businesses are deciding to increase their production. Why are
they doing this? How does a business decide what to produce, how much to produce,
what prices to charge, and what wage rates to pay? These questions, which lie at the
core of microeconomics, are a necessary foundation for macroeconomics as well.

Take another example: business cycle fluctuations are an important subject in
macroeconomics. Every few years there is a business recession. Many workers are laid
off and unemployment rises. With so much labor available, one might think that em-
ployers would be tempted to cut wages. Yet wages rarely fall, and in fact usually go on
rising right through a recession period. To understand this apparently puzzling behavior
we must examine how individual workers and employers reason about wages and em-
ployment. We are back in microeconomics.

Microeconomics: analyzes details of the economy, the behavior of individuals and
businesses in a particular market or set of related markets.

Macroeconomics: analyzes relations between aggregates, such as total output,
employment, money supply and price level.
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The Circular Flow of Output and Income

Economics deals with the production, distribution and use of goods, including
material goods, or commodities, and intangible goods, or services.

A good is a free good if there is so much of it that people can have all they want at
zero prices. Water in a mountain stream is an example. A good is scarce if there is not
enough of it for everyone to have all they want at zero prices. Coffee on the supermarket
shelf is an example. Economics deals only with scarce goods, since free goods present
no problems of supply or distribution; a scarce good is an economic good.

The American economy is usually called a private enterprise economy. Government
produces some goods-policy and fire protection, public education, streets and high-
ways. But most goods are produced by businesses. We use this term in a broad sense. A
farm is a business. So is the office of a doctor, lawyer, or other professional persons. An
alternative term for this type of economy is market economy, since the economy is co-
ordinated by individual decisions expressed in markets.

In order to carry on production, a business needs inputs, also called factors of
production. The most important inputs are labor and capital, which have a special
meaning in economics. Labor means any kind of physical or mental effort exerted in
production. It includes the work of the corporation executive, lawyer, or college
teacher,as well as that of the farmer, salesclerk, or plumber.

The term capital is especially confusing. In everyday speech, it is often used to
mean a sum of money representing the assets of a corporation or an individual. We say
that a company has a capital of $2 billion or that a person is worth $200,000. Such sums
of money are important; but when that is what we mean, we should be careful to say
financial capital.

In economics, the term capital used alone means physical capital, or instruments of
production. Machinery in an automobile assembly plant is capital. So is the building that
houses the machinery. So is any building used for production—a department store, an
office building, a hotel. Raw materials and semi-finished goods in the hands of producers
are also capitals.

It will be useful to summarize these definitions at one point:

Goods: anything that yields satisfaction to a user.

Commodity: tangible goods.

Service: intangible goods.

Free goods: goods sufficiently plentiful that users can have as much as they want at zero




prices.

Economic goods: goods that is scarce—users cannot have as much as they want at zero
prices.

Private enterprise economy: an economy in which most goods are produced by privately
owned businesses.

Market economy: one that is coordinated by individual decisions expressed in markets.

Business: used broadly to include any privately owned producing unit.

Production: use of one or more inputs to produce one or more outputs.

Factors of production: labor, capital, and natural resources used in production.

Labor: the human effort exerted in production.

Capital: machinery buildings, and other produced means of production.

Individuals own the factors of production. In the case of a company, this may seem
not to be true. Doesn’t the Coca-Cola Company own the plants and machinery it op-
erates? Yes, but who owns Coca-Cola? The company, and thus all of its assets, belongs
to the many thousands of people who own common stock in the company.

The Central Economic Problem: Scarcity and Choice

One fact of economic life stares you in the face: you don’t have enough money to
buy everything you want. Most other people are in the same position. On the surface,
this looks like a shortage of money. But printing twice as much money would not solve
the problem. The underlying fact is a scarcity of goods: No economy can produce nearly
as many goods as people would like to consume. And behind this lies a scarcity of re-
sources to produce goods. The United States has just so much labor, capital goods, land
and textural resources, and this limits the size of our national output.

Choice at the Personal Level

Scarcity forces a choice from among alternatives. Everyone faces this problem at a
personal level. Your income will not allow you to buy everything you would like to
have, so you are forced to budget, to decide how much of each good to buy. Time is
also scarce. There are only 24 hours in a day, so you must budget or, as economists
say, allocate your time among competing uses.

Choosing one thing involves giving up something else. For example, you have $10
with which you can buy a book or go to a football game. You buy the book. What did it
cost you? You might say, $10. But what it really cost you is the football game you might
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have enjoyed instead. Economists call this opportunity cost—the cost of foregone alter-
natives.

Use of time also involves a cost. If you spend three hours this evening studying e-
cology, the opportunity cost of the knowledge you gain is the pleasure you might have
gotten from spending those three hours visiting with friends or watching a movie.

What does it cost to spend a year in college? One cost is the goods that you (or your
parents) might have bought with the money spent on tuition, books and fees. The most
important cost item, however, is the value of your time. Had you not been studying,
you could have been working, which would have meant more income for you and more
output of the nation. What you do not produce while studying is the main opportunity
cost of education.

Think About This
1. Many people deny that scarcity is a serious problem in the American economy. The
real problems, they argue, are:
a. To make sure that our protective capacity is fully utilized to achieve “full em-
ployment”.
b. To distribute our output equitably among the population so that no one lives in
poverty.
In view of these arguments, can we still maintain that scarcity is the central economic
problem?
2. Consider the following facts:
a. The US output is roughly double that of the Russian Federation.
b. The United States allocates about 20 percent of its resources to producing capital
goods while the Russian Federation allocates 30 percent.
How could you illustrate these facts on a production possibilities diagram?

The Basic Decisions: What, How and for Whom?

These questions sum up the key decisions in any national economy. What goods
shall be produced? How shall they be produced, as regards production methods? Who
shall get how much of each good?

The first question is where to operate on the production possibilities curve. Why, in
a particular year, does the economy turn out just so many machine tools, trucks, bushels
of corn, and boxes of cornflakes? A large part of microeconomics is devoted to an-
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swering this question. For private consumer goods, shoppers go to market, and how
much they choose to buy is important in shaping the pattern of production. For govern-
ment-produced goods, which are not marketed at a price, legislators and administrators
reach decisions; and how these decisions are reached is an important subject for eco-
nomic analysis. Output of capital goods—those that yield satisfaction indirectly through
their use in producing other goods—depends heavily on whether business concerns think
they can make a profit by buying and using such goods.

In addition to deciding what to produce, an economy must decide how to produce
it. There are often several ways to produce a good, usually differing in degree of
mechanization. In India, some cotton cloth is still produced by handloom weavers with
very simple equipment. Highly automated textile mills in South Carolina produce similar
cloth.

Where alternative methods are available, which should be used? The most highly
mechanized method? Not necessarily. The economically correct method is that which
yields lowest cost per unit of output. This least-cost production method depends on the
cost of labor and capital, which in turn depends on their relative abundance in the e-
conomy. The correct choice for India, where labor is cheap and capital expensive, will
not be the same as that for the United States, where things are just the opposite.

After deciding what to produce and how to produce it, we face the last decision:
who shall get how much of each good? In a money-using economy, this depends on the
distribution of money income. A family with an income of $30, 000 a year can buy, or
may choose to buy, more of everything than a family with $15,000 a year.

The distribution of money income is mainly determined by the quantity of resources
—labor services or services of land and capital goods—that the family contributes to
production and by the price these services command in the market. But government also
influences income distribution. Income is subject to taxation, and there may be a con-
siderable difference between the distribution of income before and after taxes. People
also receive some income not earned in current production such as Social Security pay-
ments, unemployment compensation, veteran’s benefits, or welfare payments. These
types of income are called transfer payments. Since they go mainly to the lowest income
brackets, they have a leveling effect on the distribution of income.
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Translate the following sentences into Chinese:

1. The Economist is not a decision maker but an observer and analyst.

The performance of an economy can be considered along three dimensions—effi-
ciency, equity and growth.

When the fact of unlimited consumer demand is coupled with that of limited resources
and technology, we are faced with the fundamental problem of economics: allocating
scarce resources among alternative use for these resources.

With the study of economics so often dominated by philosophers, it is not surprising
to discover that a major thread of research has been directed toward the “goodness” of
the market system.

- Pareto efficiency requires that to be efficient, any allocation of resources must at least

ensure that no consumer could be made any better off without someone, somewhere
being made worse off.

- Economics is the study of how best to satisfy relatively unlimited human wants with

relatively scarce resources.
Economics represents an attempt to explain how and why the real world operates in
certain fields of human activity.

- A few observations can be made about good growth that is not very controversial, but

they require much more detailed investigations of how economies expand.

II. Translate the following sentences into English using the words or phrases

1

given in the brackets:

ZUFRABAREREME SEAMEHNIES PRI A KR A LB R KR 2,
(to deal with)

- RAVERREF R, MR BRIA S HLSRAXLFHAGTRR, TIUSHR

IR %X 26 B ) M ¥E . (economic principles)

- B FTHR N REOERAE SRS, 50 56017, ERSHE, AL 5 TSRS

5 ZRRATH A TE 7 A F VW8 A, (to involve the study of topics like)

- BFFFRNTE SEGRBTRR T AR R TEL S HIIGE, AR RS S HE
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., (an upturn or a downturn)

5. HRENITRMR—-LB L TARORENEZER, RITRE@TIE—TE2HFEPH
ZAFE, (to be coupled with)

6. EFFHERR LM, FSIAMEE, A TMEFTBED IEEEREADEMAEE
#FIF, (to some extent)

7. FHAELHFE LS XREFIBRTHIAN—DIALT, RERESKERR SN
(either physical or mental, expended in the process of production)

8. B_LEENBARKERHEETIRPELBLZTHHT R, (technically efficient
alternatives)

II. Fill in the blanks using the words given below:

make, form, collective, affected, how, to, productive, limited,
economic, available, individual, however, focus, from, with,
on, goods, virtually, indicate, continually

What Is Economics about?
Economics is about people and the choices they __1__ . The unit of analysis in e-
conomics is the__2 . Of course, individuals group together to __3 _ collective or-
ganizations such as corporations, labor unions, and governments. __4 _, the choices

of individuals still underlie and direct these organizations. Thus, even when we study

5 organizations, we will __6 " on the ways in which their operation is _7 by
the choices of individuals.

Economic theory is developed __8 fundamental postulates about 9
individual human beings behave, struggle __ 10 the problem of scarcity, and__

respond _11__change. The reality of life __12 _ our planet is that ___ 13 resources
used to produce __14 _ are limited. Therefore, goods and services are also_ 15 .
In contrast, the desires of human beings are ___ 16 _ unlimited. These facts confront us
with the two basic ingredients of an __17 __ topic—scarcity and choice. Scarcity is the
term used by economists to __18 __ that man’s desire for a “thing” exceeds the amount
of it that is freely___19  from natuse. Nature has always dealt grudgingly with man;
the Garden of Eden has __ 20 eluded men’s grasp.
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IV. Reading comprehension:
‘assage A

Garbage in, Garbage out

Economists are famous for their forecasting failures, but can anybody else do better?
A Christmas quiz in the Economist in December 1984 allows us to put this to the test. At
the time we sent a questionnaire to four ex-finance ministers in OECD economies, four
chairmen of multinational firms, four students at Oxford University and four London
dustmen. They were each asked to predict economic prospects over the next decade.
Final figures for 1994 now allow us to pick the winners.

Our Panel was first asked to predict the average growth rate in the OECD in the ten
years to 1994. The Oxford students were the gloomiest: three of the four expected growth
of less than 2 %. In contrast, two of the London dustmen expected growth of 4 ~5 %.
The actual outcome was 2.6 %. Top marks to the company bosses, who all predicted
2~3%.

Next came inflation. After an average inflation rate of 9.5 % in the ten years to
1994, everybody expected it to be more than 5 % over the following ten years. Eight of
the 16 pooled tipped rates of 7 % or more. Their successors were clearly made of sterner
stuff: inflation actually averaged 4.4 %. Company directors were again closest to the
mark. Likewise, nobody expected the price of oil ($ 29 a barrel at the time of the quiz)
to drop below $ 25; seven of the 16 forecast a price of over $ 40. It is currently around
$ 17. The dustmen came closest as a group.

Next, our Panel was asked to guess the pound’s exchange rate against the dollar in
ten years’ time. In late 1984 it was languishing around $ 1.20. Most panel members
were far too gloomy: six thought the pound would fall below $ 1. Today it stands at
around $ 1. 6. The dustmen again did best.

The last question was “When will Singapore’s GDP per person overtake Aus-
tralia’ s2”, and seven of the 16 said “Never” . Yet, according to the World Bank, Sin-
gapore had moved ahead of Australia by 1993. Two dustmen and two company chair-
men rightly predicted such a switch within 15 years.

So who boasted the best crystal ball? For each question, we gave the most accurate
(or rather, the least inaccurate) group 4 points, the next 3 points and so on. We then
added up the scores. In joint first place came the dustmen and company bosses. The
finance ministers came bottom. The contents of dustbins could well be a useful leading
economic indicator.




