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PREFACE

The American economy, while basically strong and vibrant, is beset by
a number of problems which must be faced in the next decade. With
the students of a new decade in mind, a major thrust of this revision has
been to devote space to these central economic problems. Major new
sections, each two or more pages long, have been added on the follow-
ing “Economic Issues of the 1990s”: (1) The Enormous Federal Bud-
get Deficits, (2) What's Become of the Relationship between the
Money Supply and GNP? (3) America’s Chronic Trade Deficit, (4) The
AIDS Epidemic and Who Will Pay, (5) Has the United States Lost Its
Technological Edge? Each of these new sections indicates how eco-
nomic analysis can help to illuminate these central public issues.
Based on my own classroom experience, this new feature of this text
should be of great use in whetting the interest of students and in help-
ing them to thread their way through complex contemporary issues.

Many of these “Economic Issues of the 1990s” are concerned with
the international competitiveness of American industry and interna-
tional economic relationships. Reflecting their continued growth in
importance to the American economy, this new edition places much
more emphasis on these topics. The principle of comparative advan-
tage is presented in Chapter 2. New sections on the effects of exports
and imports on net national product, as well as on fiscal policy in an
open economy, are now in Chapter 11. Detailed treatments of interna-
tional trade and international finance have been moved forward to
Chapters 17 and 18. A new insert on strategic trade policy is found in
Chapter 17.

The organization of the book has been changed in other major ways
as well. The discussion of government expenditures and taxation is
now placed later (in Chapters 19 to 21), thus permitting a fuller analy-
sis of these important topics. The re-positioning of these chapters has
the important advantage as well of allowing us to get to the heart of
macroeconomics more quickly: the coverage now begins in Chapter 5.
Also, the treatment of aggregate supply in Chapter 7 has been beefed
up considerably. Further, a substantial amount of material has been
added (in Chapters 10 and 20) concerning budget deficits and the fed-
eral debt, including more on the New Classical Economists’ views in
this regard. Chapter 11 contains a new boxed example called “How
Good Were Chairman Greenspan’s Forecasts?”’ that gives students a
pointed look at the advantages—and problems—of macroeconomic
forecasting. In addition, the treatment of rational expectations in
Chapters 15 and 16 has been expanded, while some of the Keynesian-
monetarist issues that are no longer of central importance have been
dropped. The material on economic growth in developed and develop-
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ing countries, which has been brought together in Chapters 22 and 23,
contains new material, including a boxed example on the economic
plight of Nigeria.

Besides adding new features and material, this edition builds on and
extends some unique features of the previous edition. To help students
see (and remember) the forest, as distinct from a hodgepodge of trees,
a relatively small number of Basic Ideas (one or two per chapter) are
highlighted. In this edition, these basic ideas have been sharpened and
reduced in number, and each is accompanied by an example. One can
reasonably expect these Basic Ideas to stick with students; and if so,
their time will have been well spent because these ideas really consti-
tute the heart of elementary economics, stripped of frills and details.

Most textbooks do not encourage the student to get involved in the
subject. They simply lay out the material, leaving the student to absorb
it passively. In previous editions, I have invited students to do eco-
nomics in order to understand it better. Scores of examples were pro-
vided, each describing a real (or realistic) situation and then calling on
the student to work through the solution. Also, in each chapter there
were two problem sets, both designated “Test Yourself” that enabled
students to check their comprehension of what they had just read. The
reaction of instructors and students was very favorable, and the empha-
sis on doing economics is maintained in this Sixth Edition.

All of the empirical and policy-oriented chapters have been
updated. Since a text should reflect current conditions and concerns,
the government policies in all the major economic areas—fiscal, mon-
etary, incomes, farm, energy, environmental, antitrust, and interna-
tional—are reviewed in depth. The latest data available have been
incorporated in the tables, diagrams, and discussions, while revisions
in sections on economic forecasting, reserve requirements, Social
Security, and a variety of other topics have brought them into line with
current developments.

As supplements to this text, I have prepared both a book of readings
and a study guide containing problems and exercises. The book of
readings, Principles of Macroeconomics: Readings, Issues, and Cases,
Fourth Edition, provides a substantial set of supplementary articles,
carefully correlated with the text for instructors who want to introduce
their students to the writings of major contemporary economists. It is
designed to acquaint the student with a wide range of economic analy-
sis, spanning the spectrum from the classics to the present-day radicals.
The emphasis, as in the text, is on integrating theory, measurement,
and applications.

The Study Guide, Sixth Edition, contains, in addition to problems,
review questions, and tests, a large number of cases that require the
student to work with quantitative material in applying concepts to
practical situations. Both students and instructors have reported that
such cases are important in motivating students and illuminating eco-
nomic theory.

An [Instructor’s Manual has been prepared by Michael Claudon of
Middlebury College to accompany the text. A Test [tem File, prepared
by Herbert Gishlick of Rider College, is available both in printed form
and on computer tape. Transparency Masters are also available to
instructors who adopt the text.

Finally, it is a pleasure to acknowledge the debts that I owe to the



many teachers at various colleges and universities who have com-
mented in detail on various parts of the manuscript. The first, second,
and third editions benefited greatly from the advice I received from
the following distinguished economists, none of whom is responsible,
of course, for the outcome: Wallace Atherton, California State Univer-
sity at Long Beach; Bela Balassa, Johns Hopkins; Robert Baldwin, Uni-
versity of Wisconsin (Madison); Arthur Benavie, North Carolina; Lee
Biggs, Montgomery College; Donald Billings, Boise State; William
Branson, Princeton; Martin Bronfenbrenner, Duke; Edward Budd, Penn
State; Phillip Burstein, Purdue; Wade Chio, U.S. Air Force Academy;
Michael Claudon, Middlebury; Warren Coates. Federal Reserve; Rich-
ard Cooper, Yale; Alan Deardorff, Michigan; William Desvousges, Mis-
souri (Rolla); F. Trenery Dolbear, Brandeis; Robert Dorfman, Harvard,
James Duesenberry, Harvard; William Dugger, North Texas State Uni-
versity; Richard Easterlin, University of Southern California; Jonathan
Eaton, Princeton; David Fand, Wayne State; Judith Fernandez, Univer-
sity of California (Berkeley); David Gay, University of Arkansas; How-
ard A. Gilbert, South Dakota State University; Gerald Goldstein,
Northwestern; Robert Gordon, Northwestern; Edward Gramlich, Michi-
gan; Herschel Grossman, Brown; William Gunther, Alabama; Jerry
Gustafson, Beloit; Judith Herman, Queens College; Alan Heston, Uni-
versity of Pennsylvania; Albert Hirschman, Harvard; Ronald Jones,
Rochester; John Kareken, Minnesota; Ann Krueger, Duke; Robert
Kuenne, Princeton; Simon Kuznets, Harvard; William Leonard, St.
Joseph’s; Richard Levin, Yale; Raymond Lubitz, Columbia and the Fed-
eral Reserve; John F. MacDonald, Illinois (Chicago Circle); Sherman
Maisel, University of California (Berkeley); Leonard Martin, Cleveland
State University; Thomas Mayer, University of California (Davis); Wil-
liam McEachern, University of Connecticut; Joseph McKinney, Baylor;
Edward McNertney, Texas Christian University; Steven Morrison, Uni-
versity of California (Berkeley); John Murphy, Canisius; Arthur Okun,
Brookings Institution; Lloyd Orr, Indiana; R. D. Peterson, Markenomics
Associates (Fort Collins); E. Dwight Phaup, Union College; Roger
Ransom, University of California (Berkeley); Charles Ratliff, Davidson
College; Albert Rees, Sloane Foundation; Edward Renshaw, State Uni-
versity of New York (Albany); Anthony Romeo, Unilever; Vernon Rut-
tan, Minnesota; Warren St. James, Nassau County Community College;
Steven Sacks, University of Connecticut; Allen Sanderson, William and
Mary; David Schulze, Florida; Edward Shapiro, University of Toledo;
William Shugart, Arizona; Paul Sommers, Middlebury; Nicolas Spulber,
Indiana; Charles Tone, Swarthmore; Richard Sutch, University of Cali-
fornia (Berkeley); Frank Tansey, City University of New York; Michael
Taussig, Rutgers; Thomas Tidrick, Clayton Junior College; Fred West-
field, Vanderbilt; Simon Whitney, Iona College; William Whitney, Uni-
versity of Pennsylvania; and Harold Williams, Kent State University.

Among the teachers who contributed comments and suggestions for
the changes in subsequent editions are: Otis Gilley, University of Texas
at Austin; Marvin E. Goodstein, University of the South; Clyde A. Haul-
man, College of William and Mary; Bruce Herrick, Washington and Lee
University; William Keeton, Yale; Stuart Lynn, Assumption College;
Thomas Maloy, Muskegon Community College; Walter Misiolek, Uni-
versity of Alabama; Jennifer Roback, Yale; Thomas Shea, Springfield
College; Calvin D. Siebert, University of Iowa.
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I would like to thank Elisabeth Allison of Harvard University for con-
tributing the inserts that appear (over her initials) in various chapters,
W. Drake McFeely of W. W. Norton for his efficient handling of the
publishing end of the work, and Edward D. Mansfield and Elizabeth D.
Mansfield for editorial help. As always, my wife, Lucile, has contrib-
uted an enormous amount to the completion of this book.

Philadelphia, 1988. E.M.



CONTENTS

PREFACE xv

PART ONE INTRODUCTION TO ECONOMICS

Chapter 1 / ECONOMIC PROBLEMS AND ANALYSIS 1

Economic Problems: A Sampler 1 / THE PRESSING PROBLEMS OF AMERICAN MAN-
UFACTWRING 3 / What Is Economics? 6 / Test Yourself 9 / Opportu-
nity Cost: A Fundamental Concept @ / Example 1.1 How Much Does It
Cost to Go to College? 12 / The Impact of Economics On Society 12 /
ADAM SMITH ON THE “‘INVISIBLE HAND'' 14/ Example 1.2 The Assessment of
Damages 15 / Test Yourself 16 / Summary 17 / Concepts for
Review 17

Chapter 2 / ECONOMIC MODELS AND CAPITALISM, AMERICAN-STYLE 18
The Methodology of Economics 18 / Graphs and Relationships 20 /

The Tasks of an Economic System 22 / Test Yourself 23 / The Eco-

nomic System: A Simple Introductory Model 23 / Example 2.1 Hay and

Grain in lowa 25 / THE ROLE OF SAVING IN THE INDUSTRIAL REVOLUTION AND

JAPANESE GROWTH 29 / Capitalism: An Economic System 31 / TRADE,

SPECIALIZATION, AND COMPARATIVE ADVANTAGE 32 / Our Mixed Capitalist

System 35 / Test Yourself 36 / Summary 37 / Concepts for

Review 37

Chapter 3 / THE PRICE SYSTEM 38

Consumers, Firms, and Markets 38 / The Demand Side of a Market

39 / The Supply Side of a Market 42 / Actual Price 44 / Example
3.1 It's Not Just for Breakfast Anymore 45 / Test Yourself 46 / The
Effects of Shifts in the Demand Curve 47 / The Effects of Shifts in the
Supply Curve 48 / How the Price System Determines What Is Produced
49 / How the Price System Determines How Goods Are Produced 50 /
How the Price System Determines Who Gets What 51 / How the Price
System Determines the Rate of Economic Growth 52 / Two Case Studies
52 / Price Ceilings and Price Supports 56 / The Circular Flows of
Money and Products 57 / Test Yourself 58 / Summary 59 /
Concepts for Review 59

Chapter 4 / A GUIDED TOUR OF THE BUSINESS FIRM 60

The IBM Corporation: A Case Study 60 / Characteristics of American
Firms: Some Salient Facts 62 / Proprietorships 63 / Partnerships

63 / Corporations 64 / Corporate Securities 65 / BUYING AND SELL-



ING COMMON STOCKS 66 / The Stock Market 67 / BLACK MONDAY ON
WALL STREET 69 / The Giant Corporation 70 / Test Yourself 71 /
Motivation of the Firm 71 / Technology, Inputs, and the Production Func-
tion 72 / Elements of Accounting: The Firm's Balance Sheet 73 / The
Firm's Income Statement 75 / Example 4.1 How to Depreciate a Baseball
Club 76 / Example 4.2 How Much Does a Hot Dog Vendor Make?

78 / Test Yourself 79 / Summary 79 / Concepts for Review 80

PART TWO NATIONAL OUTPUT, INCOME, AND EMPLOYMENT

Chapter 5 / NATIONAL INCOME AND PRODUCT 81

Gross National Product 81 / Adjusting GNP for Price Changes 83 /
Using Value-Added to Calculate GNP 85 / Net National Product 86 /
The Limitations of GNP and NNP 87 / Example 5.1 Measured Economic
Welfare and National Defense 88 / Test Yourself 89 / Two Ap-
proaches to GNP 90 / The Expenditures Approach to GNP 90 / The
Income Approach to GNP 92 / GNP Equals the Total Claims on Output:
A Proof 94 / National Income, Personal Income, and Disposable Income
96 / Test Yourself 98 / Summary 99 / Concepts for Review 100

Chapter 6 / UNEMPLOYMENT AND INFLATION 101
Unemployment 101 / The Measurement and Incidence of Unemployment
103 / Theories of Unemployment 107 / Example 6.1 Should We Look
at Employment, Not Unemployment? 108 / Test Yourself 112 / Infla-
tion 113 / The Measurement of Inflation 114 / Example 6.2 Money
Wages and Real Wages in Manufacturing 117/ The Relationship
Between Inflation and Unemployment 119/ UNEMPLOYMENT AND INFLATION:
AN INTERNATIONAL OVERVIEW 120 / Test Yourself 121 / Summary 121 /
Concepts for Review 122

Chapter 7 / AGGREGATE DEMAND, AGGREGATE SUPPLY, AND BUSINESS FLUCTUATIONS
Aggregate Supply and Demand 123 / The Aggregate Demand Curve
124 / The Aggregate Supply Curve 125 / National Output and the
Price Level 127 / Effects of Shifts in the Aggregate Demand Curve

128 / Reasons for Shifts in the Aggregate Supply Curve 131 / Effects
of Shifts in the Aggregate Supply Curve 132 / Example 7.1 A Ratchet
Effect on Aggregate Supply 132 / What if Equilibrium Occurs Above Full
Employment? 134 / What if Equilibrium Occurs Below Full Employment?
135 / The Aggregate Supply Curve: Long Run vs. Short Run 136 / Test
Yourself 136 / Business Fluctuations 136 / Business Fluctuations During
1929-88: A Brief Overview 139 / Test Yourself 143 / Summary

143 / Concepts for Review 144

Chapter 8 / DETERMINING NATIONAL OUTPUT 145

The Consumption Function 146 / The Saving Function 148 / The Per-
manent-Income and Llife-Cycle Hypotheses 150 / The Investment Deci-
sion 151 / Test Yourself 154 / The Equilibrium Level of Net National
Product 154 / Aggregate Flows of Income and Expenditure 155 /
Why NNP Must Equal Intended Spending: Three Cases 157 / Using a
Graph to Determine Equilibrium NNP 158 / Reconciling the Aggregate

viii CONTENTS

123



Demand and Supply Curves with Income-Expenditure Analysis 159 /
Leakages and Injections: Another Approach 160 / Example 8.1 Asking
“What If'"" Questions 160 / Lleakages and Injections: A Numerical Example
161 / Lleakages and Injections: A Graphical View 163 / Actual Saving
Equals Actual Investment 163 / Usefulness of the Leakage-Injection Ap-
proach 164 / Test Yourself 165 / Summary 165 / Concepts for
Review 166

Chapter 9 / MULTIPLIER ANALYSIS AND CHANGES IN OUTPUT 167
The Volatility of Investment 167 / Effects of Changes in Intended Invest-
ment 169 / Example 9.1 Investment and a Great Crash 170 / The
Multiplier 171/ Test Yourself 173 / Determinants of Consumption:
Nonincome Factors 173 / Shifts in the Consumption and Saving Functions
175 / Effects of Shifts in the Consumption Function 176 / A Painful Epi-
sode, Viewed 45 Years Later 177 / Induced Investment 178 / The
Paradox of Thrift 179 / Example 9.2 Shifting Both the Saving and Invest-
ment Functions 180 / Test Yourself 180 / Summary 181 / Con-
cepts for Review 181 / Appendix: Using Basic Algebra to Derive the
Multiplier 181

Chapter 10/ FISCAL POLICY AND NATIONAL OUTPUT 184
Government Expenditure and Net National Product 184 / Taxation and
Net National Product 187 / How Government Expenditure and Taxes Af-
fect NNP: A Tabular lllustration 190 / Recessionary and Inflationary Gaps
192 / The Nature and Objectives of Fiscal Policy 193 / Makers of Fiscal
Policy 194 / Example 10.1 Fiscal Policy, Deficits, and Surpluses 194 /
THE COUNCIL OF ECONOMIC ADVISERS 195/ Automatic Stabilizers 196 /
Test Yourself 197 / The Tools of Discretionary Fiscal Policy 197 / Fiscal
Policy: Four Case Studies 199 / Deficit and Surplus Financing 201 /
How Economists View Budget Deficits 203 / The High-Employment Bud-
get 207 / Effects of How a Deficit Is Financed, or How a Surplus Is Used
208 / Example 10.2 Interpreting Budget Deficits 209 / Recent Ameri-
can Experience with Fiscal Policy 209 / ECONOMIC ISSUES OF THE 1990s: THE
ENORMOUS FEDERAL BUDGET DEFICITS 211 / Test Yourself 213 / Summary
213 / Concepts for Review 214 / Appendix: The Effect of a Change
in Government Expenditure (An Algebraic Treatment) 214

Chapter 11/ FOREIGN TRADE, BUSINESS FLUCTUATIONS, AND ECONOMIC FORECASTING
The Effects of Net Exports on Net National Product 216 / The Interna-
tional Transmission of Business Fluctuations 218 / The Effects of Changes
in Exchange Rates 219 / Fiscal Policy in an Open Economy 223 /
Business Fluctuations and Variation in Investment Spending 224 / The Ac-
celeration Principle 225 / The Interaction Between the Acceleration Princi-
ple and the Multiplier 227 / Example 11.1 Investment at the Howe
Company 227 / Inventory Cycles 228 / Variation in Government
Spending 229 / The Political Business Cycle 229 / Monetary Factors
230 / Can Business Fluctuations Be Avoided? 231 / Test Yourself

232 / Can Business Fluctuations Be Forecasted? 232 / Lleading Indica-
tors 233 / Simple Aggregate Models 234 / Econometric Models
236 / Econometric Forecasts: The Track Record 238 / Example 11.2
How Good Were Chairman Greenspan's Forecasts? 240 / Test Yourself
241 / Summary 242 / Concepts for Review 242

CONTENTS

216



PART THREE MONEY, BANKING, AND STABILIZATION POLICY

Chapter 12/ MONEY AND THE ECONOMY 243

What Is Money? 243 / The Money Supply, Narrowly Defined 244 /
The Money Supply, Broadly Defined 247 / The Value of Money 247 /
Inflation and the Quantity of Money 249 / Unemployment and the Quan-
tity of Money 249 / Determinants of the Quantity of Money 250 /
The Demand for Money 250 / Example 12.1 Empirical Evidence Regard-
ing the Demand for Money 252 / Test Yourself 253 / Changes in the
Money Supply and National Output 253 / The Monetarists 256 /

The Velocity of Money 258 / The Equation of Exchange 258 / The
Crude Quantity Theory of Money and Prices 259 / A More Sophisticated
Version of the Quantity Theory 261 / The Importance of Money 263 /
Test Yourself 264 / Summary 264 / Concepts for Review 265

Chapter 13 / THE BANKING SYSTEM AND THE QUANTITY OF MONEY 266
The Federal Reserve System 266 / Functions of the Federal Reserve

268 / Commercial Banks in the United States 268 / How Banks Oper-
ate 271 / The Balance Sheet of an Individual Bank 272 / Fractional—
Reserve Banking 273 / The Safety of the Banks 274 / Two Ways
Banks Cannot Create Money 276 / Test Yourself 279 / How Banks
Can Create Money 280 / The Effect of Excess Reserves: A General
Proposition 284 / The Effect of a Decrease in Reserves 285 / Cur-
rency Withdrawals 287 / Example 13.1 Currency Holdings of the Public
288 / Excess Reserves 289 / Test Yourself 289 / Summary

290 / Concepts for Review 290

Chapter 14 / MONETARY POLICY 291

The Aims of Monetary Policy 291 / The Central Role of Bank Reserves
292 / Makers of Monetary Policy 293 / The Federal Reserve Banks:
Their Consolidated Balance Sheet 294 / Open Market Operations

295 / Changes in Legal Reserve Requirements 297 / Changes in the
Discount Rate 299 / Example 14.1 Monetary Policy and the Aggregate
Demand Curve 300 / Test Yourself 300 / When Is Monetary Policy
Tight or Easy? 301 / Should the Fed Pay More Attention to Interest Rates
or the Money Supply? 302 / The Saturday Night Special: A Case Study
303 / Example 14.2 How Quickly Does Monetary Policy Work? 305 /
Monetary Policy in the United States 305 / Problems in Formulating Mon-
etary Policy 307 / IS THERE AN INDEPENDENT FEDERAL RESERVEZ SHOULD THERE BE2
308 / How Well Has the Fed Performed? 309 / Should the Fed Be
Governed by a Rule? 310 / Test Yourself 311 / Summary 311 /
Concepts for Review 312

Chapter 15/ CONTROVERSIES OVER STABILIZATION POLICY 313
Monetarists versus Keynesians: The Historical Background 313 / Causes

of Business Fluctuations: The Opposing Views 314 / Stability of the Econ-
omy: The Opposing Views 315 / Aggregate Demand and Supply

Curves: The Opposing Views 315 / The Controversy Over a Monetary

Rule 316 / Example 15.1 What Caused the Great Depression? 317 /

The Current State of the Keynesian-Monetarist Debate 318 / The Shape

of the Aggregate Supply Curve 319 / Implications of the Hybrid View

321 / ECONOMIC ISSUES OF THE 1990S: WHAT'S BECOME OF THE RELATIONSHIP BE-
TWEEN THE MONEY SUPPLY AND GNP 322/ Test Yourself 324 / Rational

X CONTENTS



Expectations: Another Element of the Current Debate 324 / Supply-Side
Economics Enters the Fray 326 / Test Yourself 329 / Summary
329 / Concepts for Review 330

Chapter 16 / INFLATION AND ANTI-INFLATIONARY MEASURES 331
Demand-Pull Inflation 331 / Cost-Push Inflation 332 / Example 16.1

The Fed and Cost-Push Inflation 333 / Difficulties in Distinguishing Cost-

Push from Demand-Pull Inflation 334 / The Phillips Curve 334 / The
Instability of the Phillips Curve 337 / The Long-Run Phillips Curve 338 /

The Phillips Curve under Rational Expectations 340 / The Rising Natural

Rate of Unemployment 342 / Test Yourself 342 / Wage and Price

Controls 343 / Incomes Policies 344 / Example 16.2 Effects of the
1971-74 Control Program 345 / Tax-Based Incomes Policies 347 /

Test Yourself 348 / Summary 348 / Concepts for Review 349

PART FOUR INTERNATIONAL ECONOMICS

Chapter 17 / INTERNATIONAL TRADE 351

America's Foreign Trade 351 / Advantages of Trade 352 / Compar-
ative Advantage 353 / The Terms of Trade 355 / Incomplete Spe-
cialization 356 / International Trade and Individual Markets 356 /
Economies of Scale and Learning 358 / Innovation and International
Trade 359 / Multinational Firms 360 / Test Yourself 361 / Tariffs
and Quotas 361 / Arguments for Tariffs and Quotas 364 / RECENT DE-
VELOPMENTS IN ECONOMICS: STRATEGIC TRADE POLICY 366/ Tariffs in the United
States 368 / Example 17.1 The Effects of a Tariff on Shoes 370 /
Test Yourself 371 / Summary 372 / Concepts for Review 372

Chapter 18 / EXCHANGE RATES AND THE BALANCE OF PAYMENTS 373
International Transactions and Exchange Rates 373 / Exchange Rates
under the Gold Standard 374 / The Foreign Exchange Market 375 /
Fixed Exchange Rates 378 / Balance-of-Payments Deficits and Sur-
pluses 380 / The Balance-of-Payments Accounts 381 / Test Yourself
385 / Exchange Rates: Pre—~World War Il Experience 386 / The Gold
Exchange Standard 386 / U.S. Balance-of-Payments Deficits 1950-72
387 / Attempts to Eliminate the Deficits in the Early 1970s 388 / De-
mise of the Bretton Woods System 389 / Fixed versus Flexible Exchange
Rates 389 / How Well Have Floating Exchange Rates Worked? 390 /
The International Monetary Fund 391 / International Lending 392 /
Example 18.1 Return to the Gold Standard? 393 / ECONOMIC ISSUES OF THE
1990s: AMERICA'S CHRONIC TRADE DEFICIT 394/ Test Yourself 397 / Sum-
mary 397 / Concepts for Review 398

PART FIVE GOVERNMENT AND THE ECONOMY

Chapter 19 / THE ECONOMIC ROLE OF THE GOVERNMENT 399
Limitations of the Price System 399 / What Functions Should the Govern-
ment Perform? 400 / Establishing “‘Rules of the Game' 401 / Main-
taining a Competitive Framework 402 / Redistribution of Income 403 /
Stabilizing the Economy 403 / Providing Public Goods 404 / SEMATECH:
SHOULD THE GOVERNMENT SUBSIDIZE SEMICONDUCTORS? 405 / Externalities

CONTENTS



405 / Example 19.1 The Economics of Urban Blight 407 / Size and
Nature of Government Activities 407 / Changes in View of Government
Responsibilities 409 / THE SAGA OF THE B-1 BOMBER 410 / What the Fed-
eral, State, and Local Governments Receive in Taxes 411 / ECONOMIC
ISSUES OF THE 1990s: THE AIDS EPIDEMIC AND WHO WILLPAY 412 / Test Yourself
414 / The Role of Government in American Agriculiure 414 / The Farm
Problem 415 / Government Aid to Agriculture 417 / Price Supports
and Surplus Controls 418 / Farm Policy Since 1973 419 / Evaluation
of Government Farm Programs 421 / Test Yourself 422 / Summary
423 / Concepts for Review 423

Chapter 20 / GOVERNMENT EXPENDITURES, TAXATION, AND THE PUBLIC DEBT
Government Expenditures 424 / Scope and Efficiency of Government Ac-
tivities 427 / The Theory of Public Choice 427 / Taxation and Gov-
ernment Revenues 429 / Example 20.1 Brown-lung Disease and Benefit-
Cost Analysis 430 / Principles of Taxation 431 / The Personal Income
Tax 432 / The Corporate Income Tax 433 / Test Yourself 433 /
The Property Tax and the Sales Tax 434 / Tax Incidence 435 /
Supply-Side Economics 437 / Example 20.2 Should Income or Consump-
tion Be Taxed? 438 / Government Debt 439 / Alternative Ways of Fi-
nancing Government Expenditures and Their Effects 441 / THE DEPARTMENT
OF THE TREASURY AND THE NATIONAL DEBT 442 / Test Yourself 443 / Sum-
mary 443 / Concepts for Review 444

Chapter 21 / GOVERNMENT AND THE ENVIRONMENT 445
Our Environmental Problems 445 / The Important Role of External Dis-
economies 446 / Public Policy Toward Pollution 447 / Pollution-Control
Programs in the United States 451 / How Clean Should the Environment
Be? 453 / Example 21.1 How to Reduce the Costs of Cleaning Up

453 / Recent Directions of Environmental Policy 455 / Test Yourself
456 / Summary 456 / Concepts for Review 457

PART SIX ECONOMIC DEVELOPMENT

Chapter 22 / ECONOMIC GROWTH 459

What Is Economic Growth? 459 / Economic Growth and the Production
Possibilities Curve 460 / The Aggregate Production Function 461 /
The Law of Diminishing Marginal Returns 461/ Thomas Malthus and Pop-
ulation Growth 463 / Example 22.1 *'Birth Rights'" and Population Con-
trol 464 / Test Yourself 467 / David Ricardo and Capital Formation
467 / Capital Formation and Economic Growth 470 / The Role of
Human Capital 472 / The Role of Technological Change 472 / De-
terminants of Technological Change 474 / ECONOMIC ISSUES OF THE 1990s:
HAS THE UNITED STATES LOST ITS TECHNOLOGICAL EDGE? 476 / Entrepreneurship
and the Social Environment 478 / IF THE ROBOTS ARE COMING, CAN MASS UN-
EMPLOYMENT BE FAR BEHIND¢? 479 / The Gap Between Actual and Potential
Output 480 / Test Yourself 481 / Summary 481 / Concepts for
Review 482

Chapter 23 / THE LESS DEVELOPED COUNTRIES 483
Less Developed Countries: Definitions and Characteristics 483 / Barriers

to Development and the Need for Capital Formation 486 / The Population

Xii CONTENTS

424



Explosion 488 / Technology: A Crucial Factor 489 / Entrepreneurship
and Social Institutions 491/ Lack of Natural Resources 491/ The
Role of Government 492 / Example 23.1 Economic Development with an
Unlimited Labor Supply 493 / Test Yourself 494 / Balanced Growth
494 / Development Planning in Less Developed Countries 495 / Exam-
ple 23.2 The Push Toward Industrialization 496 / Planning in Action: The
Case of India 497 / Choosing Investment Projects in Less Developed
Countries 499 / Foreign Aid 500 / Example 23.3 Bad Times in Ni-
geria 500 / The World Bank 503 / CAN ARGENTINA, BRAZIL, AND MEXICO
PAY THER DEBTS? 504 / Test Yourself 505 / Summary 505 / Con-
cepts for Review 506

Appendix: / DIGGING DEEPER INTO THE ECONOMIST’S TOOL BOX A1

IS and LM Curves and the Keynesian-Monetarist Controversy Al

BRIEF ANSWERS TO ODD-NUMBERED TEST-YOURSELF QUESTIONS A9

BRIEF ANSWERS TO “CENTRAL ECONOMIC QUESTIONS’’ AT THE END OF

“ECONOMIC ISSUES OF THE 19905’ A23
GLOSSARY OF TERMS A26

INDEX A35

CONTENTS

Xiii



SAUL BELLOW, THE AMERICAN NOVELIST, has written that true power is
the ability to inflict boredom. If so, many economics textbooks are
among the most powerful books on earth. Economics need not be
boring. Let’s look at a sample of the major problems economists deal
with; you'll find that each of them could have a big effect on your own
life.

ECONOMIC PROBLEMS: A SAMPLER

Unemployment and Inflation

The history of the American economy is for the most part a story of
growth. Our output—the amount of goods and services we produce
annually—has grown rapidly over the years, giving us a standard of liv-
ing that could not have been imagined a century ago. For example,
output per person in the United States was about $18,000 in 1987; in
1900, it was about $3,000. Nonetheless, the growth of output has not
been steady or uninterrupted; instead, our output has tended to fluctu-
ate—and so has unemployment. In periods when output has fallen,
thousands, even millions, of people have been thrown out of work. In
the Great Depression of the 1930s over 20 percent of the labor force
was unemployed (see Figure 1.1). Unemployment on this scale results
in enormous economic waste and social misery.

UNEMPLOYMENT
AS A PERCENT OF CIVILIAN LABOR FORCE
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Figure 1.1

Unemployment Rates, United
States, 1929-87

The unemployment rate has varied
substantially from year to year. In the
Great Depression, it reached a high
of over 24 percent. In 1987, it
exceeded 6 percent.
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The first of our sample of economic problems is: What determines
the extent of unemployment in the American economy, and what can
be done to reduce it? This problem is complicated by a related phe-
nomenon: The level of prices may rise when we reduce the level of
unemployment. In other words, inflation may occur. Thus the problem
is not only to curb unemployment, but to do this without producing an
inflation so ruinous to the nation’s economic health that the cure
proves more dangerous than the ailment. Consequently, another major
accompanying question is: What determines the rate of inflation, and
bow can it be reduced? As Figure 1.2 shows, we have experienced con-
siderable inflation since 1929; the dollar has lost over four-fifths of its
purchasing power during this period. Moreover, in the 1970s and early
1980s, our economy often was bedeviled by “stagflation”: a combina-
tion of high unemployment and high inflation.

During the past 50 years, economists have learned a great deal about
the factors that determine the extent of unemployment and inflation,
and about the ways in which the government can promote high
employment with reasonably stable prices. Any responsible citizen
needs to know what economists have learned—and to be aware of the
differences of opinion among leading economists on this score. To
understand many of the central political issues of the day, and to vote
intelligently, this knowledge is essential. Also, to understand the falla-
cies in many apparently simple remedies for the complex economic
problems in this area, you need to know some economics.

2 ECONOMIC PROBLEMS AND ANALYSIS (cH. 1)



THE PRESSING PROBLEMS OF AMERICAN MANUFACTURING

The following passage,’ taken from a recent publi-
cation of the National Research Council, describes
how leading American scientists and engineers
view the current problems of U.S. manufacturing.
While manufacturing is only one segment of the
American economy, this statement makes interest-
ing reading. In subsequent chapters, we will exam-
ine many of the relevant issues.

“For U.S. manufacturing, an extended period of
world dominance in manufacturing innovation,
process engineering, productivity, and market
share has ended. Other countries have become
leaders in certain industries, the U.S. market is
being flooded by manufactured imports, and U.S.
manufacturers are faced with relatively low levels
of capacity utilization and declining employment.
The reasons for this fundamental change are com-
plex. Improved capabilities and competence of
foreign manufacturers are partly responsible. Ei-
ther government interference or the lack of gov-
ernment support has been blamed. Cultural disad-
vantages are often cited. Many economists explain
the relative decline of U.S. manufacturing simply
as economic evolution, with the United States
moving toward a service economy. These and
other factors have been held responsible for the
relative decline of U.S. manufacturing, and all are
legitimate partial explanations. The truth remains,
however, that U.S. manufacturing is not perform-
ing as well as that of many foreign competitors and
! National Research Council, Toward a New Era in Manufac-

turing, Washington, D.C.: National Academy Press, 1986, pp.
5-7.

has lost competitiveness in many industries. Re-
gardless of why the environment has changed, the
managerial practices, strategies, and organizational
designs applied by U.S. manufacturers have not
adapted sufficiently to the changed competitive
environment, and, consequently, U.S. manufactur-
ing has not been as successful as that of other
countries.

“These changes in relative manufacturing
strength are occurring at the same time that many
technological innovations promise to revolution-
ize products and processes in manufacturing. Just
as major technological breakthroughs spurred in-
dustrial development in the mid-eighteenth cen-
tury (steam power, new engine-driven machinery)
and the development of the modern factory system
in the late nineteenth century (electricity, the tele-
phone, and mass production techniques), current
breakthroughs in electronics, materials, and com-
munications are creating another revolution in
manufacturing. Just as earlier changes forced new
directions in manufacturing management, produc-
tion strategies, and national policies for maximiz-
ing competitiveness, the competitive and techno-
logical changes affecting manufacturing today
should create new goals, new priorities, and new
expectations in U.S. industry. Many manufacturing
managers and national policymakers, however,
have been slow to recognize the implications of
these developments. U.S. manufacturing is in
danger of being unprepared to compete in the
coming age, a failure that would cause rapid ero-
sion of the nation’s manufacturing base.”
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