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Unit One Introduction to Economics

{A) What Is Economics?
{B) Economic Theories of Capitalism
(C) Trading with the World

Passage A

WHAT IS ECONOMICS

Seven Big Questions

Economies tries w answer difficult questions that affect our daily lives. These questions con-
cern the production and consumption of gocds and services; wages and earnings; unemployment;
inflation; government spending, taxation, and regulation; international trade; and the distribu-
tion of weaith and poverty in the United States and throughout the world. There are no easy an-

swers to the big economic questions, which must be approached in a scientific manner.

Scarcity

All economic guestions arise from the fundamental fact of scarcity. Scarcity means that wants
exceed resources. Human wants are effectively unlimited but the resources available to satisfy
them are finite.

Economic activity is what people do to cope with scarcity. Scarcity forces pecple to make
choices. Making the best choice possible from what is available is called optimizing. In order to
make the best possible chotce, a person weighs the costs and benefits of the alternatives.

Opportunity cost is the cost of one choice in terms of the best forgone alternative. The oppor-
tunity cost of any action is the best alternative action that could have been undertaken in its place.

Attending class instead of staying in bed has an opportunity cost the cost of one hour of rest.

Scarcity forces people to compete with each other for scarce resources. People may cooperate
in certain areas, but all economic activity ultimately results in competition ameng individuals act-

ing alone or in groups.
The Economy

The economy is a mechanism that allocates scarce resources among competing uses, deter-
mining what, how, and for whom the various goods and services will be produced.

The economy 's working parts are divided intc two categories: decision makers and coordina-
tion mechanisms. Economic decision makers are households, firms, and governments. House-
holds decide how much of their factors of production to sell to firms and government, and what
goods and services to buy from firms. Firms decide what factors of production to hire and which
goods and services to produce. Governments decide on the scale of purchases of factors of produc-

1



tion from households and of goods and services from firms. They also decide on the scale of provi-
sion of goods and services to households and firms, as well as on the rates of benefits and subsidies
and taxes.

There are two types of coordination mechanisms: the command mechanism and the market
mechanism. The U. S, economy relies mainly on the market mechanism, but the actions taken by

the government sector do modify the allocation of scarce resources. The U.S. economy is there-

{ore a mixed economy.

Economic Science

Economic science, like the natural sciences and the other social sciences, attempts to find a
body of laws of nature. Economic science seeks to understand what is and is silent about what
ought to be. Economists try to find economic laws by developing a body of economic theory, and
economic theory, in turn, is developed by building and testing economic models. Economic mod-
els are abstract, logical constructions that contain two components: assumptions and implications.
An economic model has four key assumptions:

1. People have preferences.

2. People have a given endowment of resources and technology.

3. People economize.

4, Peoples’ choices are coordinated through market or command mechanisms.

The implications of an economic model are the equilibrium values of various prices and guanti-
lies that result from each individual doing the best that is possible, given the individual's

preferences, endowments, information, and technology and given the coordination mechanism.
New Words and Special Terms

inflation n. the rise in prices thought to be caused by increases in the costs of production {cost-
push &2 % 318 inflation) or an increase in the money supply (demand-pull &
#EA inflation) EEWK

approach v. to begin to consider or deal with (something non-material) #i%; B&r; 43

effectively ad. for all practical purposes; it is more or less true to say; in effeet

optimize v. HRUER%

optimization n. J&{E4k

opportunity cost Hl& M &

forgone a. JWHEM

allocate v. to divide and give as shares K ,5 ;K&

coordination mechanism 3 WL #¢

subsidy n. #hBy&,fhEs

market mechanism WS HLH, T A H YL A8

economic model ZHHEH , BFHEKX

assumption n. BE,BR



equilibrium  n. -8, B4
endowment n IHM

Notes to Some Special Terms

1. opportunity cost H ¥ MK (alternative cost), EHF A LEREENESE, MAEHEE
WHEERES, MRERT AT HHAE, MEFEAFHARETEHNS K e BN
oM, BEXTMHBEMINERE, flln, —TMARF -ERESFAERT, AR I8%,
BERERTUXERSHAT -—THNERE, UHBERTEHANERFN N %, HRHE
MEYWBEELBTKT 8%,

2. market mechanism HEBEIEHAMW{RXRAYEF-MARER, FHHSFENT, &
SEFHRYHRENSEEIERELTHNE, TARREBRNFHENEH MM E
R

3. economic model HWE Fit M EWB (econometric model) . HLAKFER, WHEFTBR,
MR HEE -T2 TENRL, B REFEN T ERETR, NESEFRXA
WARLERNE, fln, THLFHERTHEFWE.

4. equilibrium AEANEREHXRE, HEFLF I ELTHEEHHWET, M, 8Rx
FRTHETLREFRBELR, — T MBI EUBRUETASE THREASN, £
PAR AR B K IR B B R o

5. endowment HE—~PTEBRHMBAALBRHUFLSRT™, EHVZAATIRER,

Exercises

I. Questions and answers:

. What are the seven big questions that affect our daily lives?

What does scarcity mean?

Does searcity imply competition?

Name the main economic decision makers.

. Try to list the economic decisions made by households, firms, and governments.

. What are the two types of coordination mechanisms?

-1 o th B W e

. What are the four key assumptions of an economic model?

8.Which of the following are part of your opportunity cost of attending school? Explain why

they are or are not.

a) The money you spend on haircuts

b} The vacation you would have taken if you had been working rather than being in school

c) The tapes and compact discs that you don’t have because you’ ve had to spend so much on
economics textbooks

d) The amount you pay for your lunch in the college cafeteria each week

e) The $ 2,000 annual salary you could have made if you go to work



IT. Translation:

Science

whether natural, social, or economic tries to discover and catalog positive
statements that are consistent with what we observe in the world. Science is silent on normative
guestions. It 15 not that such questions are unimportant. On the contrary, they are often the most
important questions of all. Nor is it that scientists as people do not have opinions on such
guestions. It is simply that the activity of doing science cannot sertle a normative matter and the
possession of scientific knowledge does not equip a person with superior moral precepts or norms.
A difference of opinion on a positive matter can ultimately be settled by careful cbhservation and
measurement. A difference of opinion on a normative matter cannot be settled in that way. In
fact, there are no well-defined rules for settling 2 normative dispute znd sometimes reasonable
people simply have tc agree or disagree. When they cannot, political and judicial institutions in-
tervene in order for decisions tc be made. We settle normative disagreements in the political, not
the scientific, arena. The scientific community can, and often does, contribute to the normative
debates of political life. But science is a distinct activity. Even though scientists have opinions

about what cught to be, those opinions have no part in science itself.

Passage B

ECONOMIC THEORIES OF CAPITALISM

As the president of the Soviet Union reviewed the anaual May Day parade, he is said 1o have
asked an aide who the well-dressed civilians were who marched alongside the soldiers. When told
they were economists, the president demanded to know why economists were in the ranks of the
military. “You’d be surprised at the damage they can do,” the aide responded!

As we have seen, the nature and scope of American capitalism are reasonably clear in theory.
In reality, however, the theory does not always work well. Theories are the weapons of
economists. Over the years, economists have developed various theories to explain how our capi-
talistic system should best be operated. These theories have ranged from macroeconomics {the
“big picture” of capitalism as an organic whole) to microeconomics {the narrower explanation of
decisions made by individual entrepreneurs about prices and profits). The two basic theories of
capitalism that have influenced the economic policies of our federal government will be discussed

here. These are the classical theory and the Keynesian theury.

Classical Theory

The classical theory of capitalism dates back several hundred years to Adam Smith’s time.
Classical theory made its earlier contributions in microeconomics, dealing with the rational alioca-
tion of scarce resources at the level of business firms. At the “macra” level this theory made the
following assumptions:

1. Normally there is a high or full employment of labor.

2. All income from the production of goods and services will be spent immediately.
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3. The production of goods creates an equivalent amount of demand. Therefore, total supply
and demand will always be equal.

These assumptions led to the conclusion that the forces of suply and demand are adequate to
keep the economy moving ahead steadily with a high level of employment. In this approach gov-

ernments are expected 1o do little more than keep the budget in balance and let the economic fluc-

tuations work themselves out.

Say's Law and Supply-Side Economics

The current version of classical thinking is called supply-side economics. In relatively few
years, the great interest in supply-side economics has been sparked by the failure of Keynesian
policies of demand management to lift the economy from chronic inflation, lagging productivity,
and sluggish real growth.

Supply-side economics rests on Say’s Law of Markets (or Say’s Law), the famous notion of
the classical 18th-century French economist Jean-Baptiste Say. This law holds that people produce
in order 1o consume; that is, supply creates its own demand. Contrary to Keynesian demand-ori-
ented economics, Say' s Law emphasizes production over consumption ——or supply over
demand. The idea underlying Say’s Law is that workers’ or businesspersons’ buying power con-
sists of their supplying power. Supply or production provides the funds to back up demand for the
goods that are produced. In short, people can’ t buy things without income, and that income

comes from producing goods and services.

Supply-side Economic Policy Tools
If supply is the only enduring source of real demand, what econamic policy tools can be used

to encourage saving, imvestment, and production over spending and eonsumption? We have twa

major economic policy tools

fiscal policy and monetary policy. Fiscal policy consists of the
taxing and spending policies of the federal government. Monetary policy is concerned with our
nation’ s supply of money and credit, as contrclled by the Federal Reserve System.

Supply-siders and Keynesians both use monetary and fiscal policies, but in different ways, to
accomplish our basic economic objectives of full employment and stable prices. To encourage pro-
duction and capital formation, supply-siders argue for monetary policies that lower the tax rate on
wages, interest, dividends, and corporate income. In addition, they rely on monetary policy to
provide a stable, even supply of money and credit consistent with the full utilization of resources at

stable prices.
Keynesian Theory

Keynesian theory is also known as income-expenditure analysis, national income theory, or
neo-Keynesian theory. It was set forth in 1936 by a famous English economist, John Maynard
Keynes, in his book General Theory of Employment, Interest, and Money. This major work
launched macroeconomics as an independent field of economic theory.

Keynes emphasized demand and consumption tather than supply and production. A key point

5



in Keynes’ general theory states that a modern capitalistic system is naturslly unstable because of
a built-in lag in total demand. Onece full employment is reached, people have a greater tendency to
save than to invest or spend their earnings. Therefore, if the rates of consumption and investment

are not great enough 1o insure relatively full employment, the government must spend more to
raise the level of employment and demand.

Demand-Management Economics

Currently, Keynesian economics is called demand management, or the attempt to increase
output by increasing demand for it. Econcmic policy since World War Il has been dominated by
demand-management policies. Since underutilized resources could be put to work if more demand
were {forthcoming, Keynesians argue that it is up to the government to design policies aimed at in-
creasing demand.

For example, the Employment Act of 1946, a federal law sometimes called the Full Employ-
ment Act, gave the federal government responsibility for taking necessary steps to maintain na-
tional econiomic health. It also established a federal Council of Economic Advisers {CEA) to “de-
velop and recommend to the President national economic policies to foster and promote free com-
petitive enterprise, to avoid economic fluctuations and to maintain maximum employment,
production, and purchasing power.” The CEA prepares an Annual Economic Review for the
President, who in turn presents an Economic Report to Congress.

More recently, the Full Employment and Balanced Growth Act of 1978, called the
Humphrey-Hawkins bill, gave added emphasis to the Full Employment Act of 1946. The Full
Employment and Balanced Growth Act provided for:

1. A target of 4 percent unemployment to be achieved by 1983,

2. The President to set targets each year for employment, unemployment, production, and
real income.

3. The President to propose programs to achieve these goals.

Furthermore, the Act prescribed the following sequence of means for achieving these goals:

1. Regular private-sector jobs.

2. Private-sector jobs with federal assistance.

3. Conventional public-sector jobs.

4. A last-resort government employment reservoir,

In effect, the Humphrey-Hawkins bill converts into firm commitments the annual forecasts
that the President of the United States makes in the Economic Report. For the past few years,

however, the chance to achieve the above goals has seemed remote indeed.

Demand Management Economic Policy Tools

Theoretically, demand management calls for offsetting fiscal and monetary policies at differ-
ent stages of the business cycle. A recession would call for easing the money supply, higher gov-
ernment spending, and tax cuts. A boom would call for tight money, cuts in government

spending, and tax increases. Since the 1960s, however, the government has failed to bring these

&



steps together st the right time.

Which of the two theories (supply-side economics and demand-management economics),
with its related policy tools, is correct? This question is of great importance to the successful oper-
ation of our capitalistic enterprise system. Chances are that each may be correct under certain
conditions, time constraints, and economic cycles, depending on the adjustments that are needed.

Clearly these economic theories of capitalism are not just textbook exercises; they have real-world
implications.

New Words, Phrases and Special Terms

aide n. aperson who helps, esp. a person employed to help a government minister Bl'H ; B
WEE; BT

civiian n. a person not of the armed forces ¥R, ZHR(5E , ¥HMME)

macroeconomics n. HEREHFE

microeconomics n. WORZHE

entrepreneur n. a person who makes the plans for a business or a piece of work and gets it go-

ing AlkF; MkE
rational a. sensible; able to reason H¥ER; FHEM

eguivalent a. (of time, amount, number, etc.) same; equal MK, HEH
budget n. /v. WX

fluctunation n. W3S, T

chronic a. KK, BEHN

lagging a. MWEH

sluggish a. slow-moving; not very active or quick ZR¥K, RIWH
enduring a. lasting FAH, FFHH

fiscal policy MELELHE

monetary policy WHEHK, £MBX

credit n. fE#, EH

dividend n. BXH, BB

objectiven. an object to be won; purpose of a plan Hix; HE

interest n. money paid for the use of money F} B ; a share (in a company, business, etc. }

BB, Ra
bult-in 2. BEBHK, AEWN
currently ad. iR, BN HL; SHHT
output n. i, =X
boom n. a rapid growth or incresse (B i )B|S, X

Proper Names

the Soviet Union Bk



Keynesian Theory ¥l B #rHEI$

Adam Smith X3 F

Say’'s Law BEFER

the Federal Reserve System EXHIER EH

John Maynard Keynes #8- G418 I8 &

General Theory of Employment, Interest, and Money {#d, flE MM B
Hurrphrey-Hawkins Bill WHEE-BLEHEE

Notes to Some Special Terms

1. macroeconomics BUHR B ¥5 % B 4 (aggregative economics) . 8 & F B KEE, YEIE
RBFEDFATOREIN, Ao, EREKA BRE 0 BB L-AEROEHH
] o

2. microeconomics ¥ RIS BR ARl BT A AT MBI T, BN, XEE K TR W
MM BT ANFE, MRAHFEN - TEEFEREALPHNEE. #l0, BA
P, WEFFAE,

3, budget B HARZSEEHOT SR, X, BEEEAS - FAREZB I HHK
TE, MBANASASBNENEESEERAREAREREETAMNEBN - TR,
o B R EANAT %L A (capital budget) M E b F W (operating budget)}; 2 E
7Y B A TG, BT 4 39 20 M (flexible budget) #1E & W W (fixed budget) .

4. fiscal policy BURZEWMB EMRRELMEE ., P aBms BB EMBUN T HEBK, AR
EAMMREMESRLNSHER. SFFEN, B¥RAT KX Lo Bm ik
M2y, B2, E2FaR LA, MRAKS ZHANBMIE, BILEFHT KNS
BOR K .

5. monetary policy HHEREETANERMALHRE., HPalEmmw 8 hRERaLn,
BEEREEFLBTHEESNEAN, AENEHERTHEERE, AmEHAR. S #
g U R A - L

6. credit AFE—THEUFHEASHOMREREBEER . GRR-FERTN.

-F K BAA (creditor), HE L ; B—F HMF Aldebtor), RFEEEH LE

7. dividend #HEATKERKRBAE GG T4 RAOUWE. #10, B & BH (cash dividend) , B
247 | (stock dividend), W 7= B (property dividend / dividend in kind). BFI KB X R
AAFNERABREANURA, ATELAT —HBEENMERE. BRABEYEEEL
T, FBMABAKSREFSHEMREE.

Notes to the Text

1. ... he is said to have asked an aide who the well-dressed civilians were who marched alongside

the soldiers.

who the well-dressed civilians were -.. ¥ ask FHBEER;

who mfarched alongside the soldiers fEREE, B cvilians,
8



2. "Adam Smith: (1723——1790) Scottish economist. His best known work is The Wealth of
Nations(1776), in which he argues for freetrade against mercantilism. His work stablished the
classieal British school of political econemy, and dominated Western industrialized countries
until opposing ideas of state conurol and protection were revived.

3. John Maynard Keynes: (1883-—1946) HABEE UM RBEEH FF. 1905 FE 4T
HENHFRE, 1908 FEENHREWHELTE, 1909 FAHBEFERLKE, 1911
FEFBEELSFFEE. A UAFERARR, TEHEZXKBEAREBNRER, EHER
HEATESHASHREXFRBTHESR, ABRNTUETEESHBNER, b
BRERAEWMBANEFRBERT 1936 FH8{RKL, MEMETER), ZHEKGE
B), U SEIRE ¥ HE2RBAN - ZBNBIBKR.

Exercises

1. Questions and answers:

1. Distinguish between the classical (supply-side) and Keynesian {demand-management) eco-

nomic theories of capitalism. K
Distinguish between the use of monetary policy and fiscal policy as economic policy tools.
How many assumptions did the classical theory of capitalism make at the “macro” level?
What role are governments expected to play in the classical theory of capitalism?

. What did the Humphrey-Hawkins bill provide for? 4

th W o

1I. Discussion;

Would most corporate businesses favor supply-side over demand-management economics?
Why?

IIl. Translation: .

Socialism refers to an economy in which the government is heavily involved in economic
decisions. Theoretically in a socialist economy the government owns and controls important eco-
nomic resources, such as factories, mines, banks, stores, fransportation systems, and farms, for
the benefit of society as a whole. A basic level of social welfare is provided , taxes are high,and in-
comes are equalized through this taxation.

In practice, socialist economies vary widely in the degree of government control and in
achieving their g(fl’s. For example, the socialist economy of Sweden, where democratic political
processes still exist, has many capitalistic elements. The means of production are mostly privately
owned,individuals can save and invest, and the market determines prices. Although a state plan-
ning commission publishes guidelines, adherence to themn is not compulsory. But even Sweden’s
socialist economy sacrifices profit and efficiency to government-set employment levels and bureau-
cratic goals. It has suffered recently from high worker alienation and absenteeism, high inflation,

jammed warehouses, and many unprofitable businesses. f



Passage C

TRADING WITH THE WORLD

Patterns and Trends in International Trade

Large flows of trade take place between rich and poor countries. Resource-rich countries ex-
change natural resources for manufactures, and resoutce-poor countries import their resources in
exchange for their own manufactures. However, by {ar the biggest volume of trade is in manufac-
tures exchanged among the rich industrialized countries. The biggest single U. 5. export item is
machinery. However, its biggest single net export is grain. Trade in services has grown in recent
years. Total trade has also grown over the years. The U.S. balance of trade fluctuates around

zero, but since 1982 the United States has had a balance of trade deficit.
Opportunity Cost and Comparative Advantage

When opportunity costs differ between countries, the country with the lowest opportunity
cost of producing a good is said to have a comparative advantage in that good. Comparative advan-
tage is the source of the gains Irom international trade. A country can have an absolute advantage,

but not a comparative advantage, in the production of all goods. Every country has a comparative

advantage in something.
The Gains from Trade

Countries can gain from trade if their opportunity costs differ. Through trade, each country
can obtain goods at a lower opportunity cost than it could if it produced all goods at home. Trad-
ing allows consumption to exceed production. By specializing in producing the good in which it
has a comparative advantage and then trading some of that good for imports, a country can con-
sume at points outside its production possibility frontier. Each country can consume at such a
point.

In the absence of international borrowing and lending, trade is balanced as prices adjust to re-
flect the international supply znd demand for goods., The world price is established at the level
that balances the production and consumption plans of the trading parties. At the equilibrium
price, trade is balanced and domestic consumption plans exactly match a combination of domestic
production and international trade.

Comparative advantage explains the enormous volume and diversity of international trade that
takes place in the world. Buat much trade takes the form of exchanging similar goods for each oth-
er ~——one type of car for another. Such trade arises hecause of economies of scale in the face of
diversified tastes. By specializing in producing a few pocds, having long production runs, and
then trading those goods internationally, consumers in all countries can enjoy greater diversity of

products at lower prices.

10



Trade Restrictions

A country can restrict international trade by imposing tariffs or nontariff barriers quotas
and voluntary export restraints. All trade testrictions raise the domestic price of imported goods,
lower the volume of imports, and reduce the total value of imports. They also reduce the total val-
ue of exports by the same amount as the reduction in the value of imports.

All trade restrictions create a gap between the domestic price and the foreign supply price of
an import. In the case of a tariff, that gap is the tanff revenue collected by the government, But
the government raises no revenue from a quota, Instead, domestic importers who have a license to
import increase their profit. A voluntary export restraint resembles a quota except that a higher
price is received by the foreign exporter.

Governments restrict trade because restrictions help the producers of the protected commod;-
ty and the workers employed by those producers. Because their gain is sufficiently large and the
loss per consumer sufficiently small, the political equilibrium favors restricted trade. Politicians
pay mote attention to the vocal and active concerns of the few who stand to lose than to the qui-

eter and less strongly expressed views of the many who stand to gain.

. New Words and Special Terms

flow n. a smooth steady movement

balance of trade ABHEM, A5 T #H

defieit n. HF

comparative advantage K

absolute advantage # XL

production possibility frontier 4 7= A] fE¥E i1 2%

diversity n. the condition of being different or having differences; variety ZR; EHME;

=4

impose v. to establish (an additional payment) officially £ (#.5F);
to force the acceptance of MR

tariff n. customs duty X8

nontariff barriers (NTB) HXBIME, EXBIEL

quota n. (ERHEEIHOHHK)ES, RE

volantary export restraint B & i O R #i

revenue n. HCA; B3R ¥ A

vocal a. spoken or expressed aloud

stand v. to be in a position to gain or lose 4 FHEMRE (R H)

Nates to Some Special Terms

1.balance of trade — P EEE - M 2HEERHOAEOZRMNAZEN, REFREEM
1y



