L il




CONTEMPORARY ECONOMICS

James R. Kearl
Brigham Young University



for Linda, Jocelyn, Candace, Derek, Jonathan, and Tyler

Library of Congress Cataloging-in-Publication Data

Kearl, J. R.
Contemporary economics / James R. Kearl.
p. cm.
Includes index.
ISBN 0-673-18717-9 : $18.00 (est.)

1. Economics. I. Title.
HB171.5K36 1989
330—dcl19 88-23569

CIP

Copyright © 1989 Scott, Foresman and Company.
All Rights Reserved.
Printed in the United States of America.

123456—RRW —93 929190 89 88



To the Instructor

Contemporary Economics is intended to be a
serious introduction to economics suitable for a
one-semester course comparable in quality and
rigor to the traditional two-semester courses
offered at many schools. In this sense, the text is
closer to the common two-semester ency-
clopedic text than it is to most of the one-semes-
ter texts on the market. Contemporary Econom-
ics is necessarily more focused than the larger
two-semester texts, many of which present eco-
nomics in a smorgasbord fashion. A small num-
ber of themes are developed in a consistent,
sequential manner. There is a logical develop-
ment that gives order to the topics treated and
ties the topics together in such a way that later
chapters build on earlier chapters in terms of
analysis and sophistication. Most of the more spe-
cialized topics covered in individual chapters in
other texts have not been ignored, but are treated
as applications of the specific, broader ideas
developed.

Contemporary Economics does not focus on
a particular subset of the collection of topics of
a larger text, nor does it adopt a single perspec-
tive on economics. It tries to teach first and fore-
most how markets work, and, secondarily, how
governmental activities must necessarily affect
markets. Individual and market behavior are
viewed, in a sense, as constraints on governments
that determine, along with whatever policy is
pursued, the actual outcome that the policy
achieves. At the same time, Contemporary Eco-
nomics suggests that markets do not always work
well. Attention is paid to the critical assumptions
that ought to be examined in the public-policy
debate about the intertwined roles of markets
and governmental policy.

Contemporary Economics has two different
aims. For students who will not continue in eco-
nomics, the text tries to provide a sensible intro-
duction to the way that a market economy works
and how a market economy and governmental

policies interact. The institutional arrangements
and workings of the economy discussed are those
that are generic to “market economies.”

For students who will continue in econom-
ics, the text tries to stimulate thought—first, about
what are the questions, problems, and issues of
interest and importance in economics, and sec-
ond, about the different ways that one might
approach these questions, problems, and issues.

Contemporary Economics begins with an
introduction that poses the central policy issue:
How should a society balance its reliance on
decentralized markets against centralized gov-
ernmental activities in responding to the prob-
lems posed by scarcity (how to effectively use
scarce resources and best coordinate competing
interests)? The text is then divided into five parts.
Each part begins with a short introduction that
lists the key ideas and themes that will be devel-
oped in the chapters that follow. The hope is that
a student will be able to step back occasionally
and see the broader issues and themes amid the
particulars of each chapter. I have made exten-
sive use of boxed examples to extend the mate-
rial in the text. Many of these are empirical in
nature, providing “real world” perspectives on
the somewhat more abstract material in the body
of the text. Each chapter ends with a list of review
questions designed to stimulate thought and serve
as the basis for formal and informal discussion.
Answers to selected questions are provided at the
end of the text along with an extensive glossary.

For the most part, the development in Parts
II (microeconomics and market efficiency), III
(microeconomics and market failure), and IV
(macroeconomics) is quite traditional. Part I
(exchange, specialization, institutional arrange-
ments, and “tools”) is somewhat “nontradi-
tional.” It is my view, however, that the common
starting place for economics textbooks (supply
and demand followed by microeconomics or
macroeconomics) does not provide an appro-



priate foundation for understanding why markets
may be important. Therefore, this text starts with
exchange and specialization. In addition, the usual
approach does not confront the coordination
problem which is at the heart of any debate over
the appropriate balance between markets
(decentralized coordination) and government
(centralized coordination) in an economy.

Part I also mixes traditional micro and macro
topics in a “nontraditional” way. It is easy, con-
venient, and important to develop the role of
money in reducing the transaction costs that
accompany exchange and specialization. It is then
useful to examine other devices that also lower
transaction costs, including firms and property
rights. However, once the idea of money has been
developed, it is also useful to discuss measure-
ment issues. The early development of money
makes an easy transition into measurement issues
and the use of money measures of prices and
other things throughout the remainder of the
text. As a consequence, it is easier to make the
distinction between real and nominal variables
and to use various aggregate measures in the
micro chapters when appropriate. Introducing
these measures at this point also has the advan-
tage of tying what the student hears most fre-
quently on the news to the text at an early point.
Finally, it provides a clear distinction between
relative prices and the price level, and between
changes in relative prices and changes in the price
level.

The text attempts to balance micro issues
and macro issues, but it does so by weaving them
together to some degree. Thus, while Parts IT and
III can be thought of as “microeconomics” and
Part IV as “macroeconomics,” the role of money
is introduced in chapter 4. Price indices and
aggregate output measures are introduced in
chapter 6. Labor and capital markets (including
investment) are discussed at some length in
chapter 13. Chapters 20 through 25 (Part IV) then
build on these beginnings. The text does not treat
macroeconomics as something apart from the rest
of economics. Traditional macro issues are treated
as a natural extension of the underlying themes
in the text: How do market economies work, and
how do government policies affect how markets
work?

In our modern world, international issues
are of increasing importance. Rather than treat
them completely separately, I have woven many

of the traditional topics in this area through the
text. For example, the discussion of exchange
and specialization in chapter 2 first focuses on
individuals, then on economies. The micro effects
of trade are dealt with in chapter 12. In addition,
chapter 12 uses currency markets as an extended
example of supply-demand analysis. Chapter 14
deals, in part, with distortions of international
trade. Finally, chapter 24 considers some of the
macroeconomic consequences of the movement
of commodities and assets between economies.
Many of the boxed examples throughout the text
also focus on international issues.

A teacher’s manual is available which includes
model syllabi, answers to end-of-chapter ques-
tions, some supplementary materials for selected
chapters, and a test bank.

A study guide, by John Leadley of Illinois State
University, provides a concept review of each
chapter, including key graphs and equations. The
study guide also includes short applications, mul-
tiple choice questions, and problems, all with full
solutions.

Many individuals have contributed to this text,
which has had an extraordinarily long gestation
period. I wish to thank in particular Brigitte Con-
die Madrian, my research assistant, and George
Lobell, Bruce Kaplan, and Mark Grimes, my edi-
tors at Scott, Foresman and Company. The fol-
lowing individuals reviewed various parts of the
text and provided valuable comments and
criticisms:

Jack Adams University of Arkansas, Little Rock
Cameron Bailey Middlesex Community College,
Connecticut
David Fairris Williams College
Robert Fredericksen North Central Technical
Institute
Martin Giesbrecht Wilmington College

Roger Goldberg
Richard Hansen
Judy Lee Klein
Stephen E. Lile
William Luksetich
Drew E. Mattson

Ohio Northern University
University of Northern Iowa
Mary Baldwin College
Western Kentucky University
St. Cloud State University
Anoka Ramsey Community
College
Baylor University
Clark University
California Polytechnic State
University
D. S. Lancaster Community
College
Florida State University

John Pisciotta

Frank W. Puffer
Alden F. Shiers
David R. Smith
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To the Student: An Overview

Contemporary Economics tries to tell a con-
nected, consistent, compelling, and even stimu-
lating tale. The plot is simple:

Resources are scarce. Because of scarcity, two
problems arise. First, individuals and societies
must make choices and these choices will be costly.
Second, individual and group activities will com-
pete with other individual and group activities
which, as a consequence, will require some kind
of social coordination.

Scarcity also stimulated important economic
activities, particularly the exchange of goods, ser-
vices, and resources between individuals and
between economies, and the specialized produc-
tion activities in which most of us participate.
Exchange and specialization, in turn, stimulate
the development of social arrangements, includ-
ing money, firms, intermediaries, contract rules,
and property rights, to fully exploit the gains
associated with these two economic activities.

Every society has to decide how it will con-
front the problems that are a consequence of
scarcity and determine what organization will best
take advantage of the gains from exchange and
specialization. It turns out that free markets are
useful devices in forcing individuals to consider
the costs of their decisions, organizing economic
activities, coordinating competing individual and
group activities, and taking advantage of gains
associated with exchange and specialization. These
“market successes” contribute in very important
ways to your well-being and make an economy
based on free markets attractive.

For a variety of reasons, however, govern-
ments choose to distort the market outcomes
which would otherwise occur. In addition, free
markets may encounter allocational difficulties.
That is, markets may not always organize activi-
ties in such a way that the costs associated with
scarcity are apparent. Nor do markets always
coordinate competing activities in effective ways.
Thus, markets may lead to monopolies, pollu-
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tion, poor information, few social services, an
unfair distribution of income, unemployment,
inflation, or economic stagnation. These difficul-
ties are “market failures” that need to be reme-
died because they undermine personal well-being,
Importantly however, for each market failure there
exists, at least in principle, an effective public-
policy remedy. But alas, governmental efforts to
solve these problems are not free from difficul-
ties themselves and often produce unintended
and adverse outcomes.

We are left, then, with the extraordinarily
important public-policy issue: How should a
society balance its reliance on “less-than-perfect”
markets to organize economic activity against the
“less-than-fully-effective” governmental reme-
dies whose intended effect is to offset the imper-
fect market outcomes?

While Contemporary Economics pursues the
simple plot just outlined, it has two other impor-
tant themes as well: First, how do markets work?
Second, how do governmental activities and pol-
icies affect how markets work?

Part I begins by tracing the consequences
that follow when individuals have to deal with
scarcity, or in words more familiar to an econo-
mist, when individuals confront constraints. We
will find that scarcity forces individuals to make
choices and that choices have costs. We will also
find that social coordination problems emerge
when groups of individuals confront constraints
because scarcity also leads to competition.

We then focus on the foundation of eco-
nomic activity: the enormous benefits that come
when individuals (and economies) can exchange,
and because they can exchange, specialize in
productive activities. Exchange and specializa-
tion are carefully and extensively explored. It turns
out that exchange and specialization are ways of
dealing with the problems of costs and compe-
tition posed by scarcity. In addition, and of par-
ticular importance, the gains from exchange and



specialization stimulate the development of insti-
tutional arrangements that allow groups of indi-
viduals to capture the enormous benefits asso-
ciated with these two economic activities.

Some institutional arrangements have prop-
erties such that when individuals pursue only their
own interests, the well-being of others is
enhanced; some do not. This poses a serious
problem for society since we must choose the
kind of institutional arrangements to adopt in
order to facilitate economic activity. This prob-
lem has several dimensions that can be illus-
trated by a series of questions: How can self-
interested motives be accommodated to take
advantage of the benefits associated with exchange
and specialization? How can a stable social order
emerge when individuals pursue their own inter-
ests and have little interest in the social order
per se? How does a decentralized economy choose
to produce some goods and not others? Is it able
to respond to the interests of those who live within
it? Are some allocations of resources, goods, and
services better than other allocations? Why? How
does the distribution of goods and services change
when the allocation of resources changes? Why
does economic activity appear to ebb and flow,
with unemployment at times and inflation at other
times? Why do some economies grow while others
stagnate?

Although exchange and specialization pro-
vide the possibility for enormous gains in indi-
vidual well-being, they are also costly. It turns
out that the gains from exchange and speciali-
zation are such that new institutional arrange-
ments may arise in any economy in order to min-
imize some of these costs. These arrangements
include things with which you are quite familiar,
like money, and some with which you may be
less familiar (at least as arrangements whose pur-
pose is to lower transaction costs), like financial
institutions, business firms, brokers, property
rights, and contracts.

The problems of accommodating exchange
and specialization are particularly interesting when
individuals are self-interested and when scarcity
imposes constraints and creates costs. Since the
pursuit of self-interest appears to play an impor-
tant role in our lives, the meaning of self-interest
is also explored in Part I, including an analysis
of rational choice and marginal decision making.

Part 1 ends on a slightly different note, but
one that is very important for the progress of

economics as a social science or discipline—the
ability to measure economic activity. With money,
an economy has a useful measuring device (a
unit of account), and as a consequence some kinds
of economic activities can be measured and mon-
itored. This allows us to mark our economic
progress; it also allows us to conveniently sum-
marize economic data in ways that are easy to
communicate and understand. Thus in the con-
cluding chapter in Part I, we consider some com-
mon measures of prices and output that are avail-
able because money can be used as a way of
accounting for economic activity.

Part II focuses on markets. This section is the
“nuts and bolts” of the text: How do markets work?
How are prices, profits, and production deci-
sions determined? What role do prices and prof-
its play? How do markets organize exchange,
stimulate specialization, and accommodate com-
peting interests? What is a market equilibrium?
How do markets adjust? How responsive are prices
and production decisions to changes in the eco-
nomic environment?

The section begins with an introduction to
the general ideas of relative prices, demand, sup-
ply, equilibrium, adjustment, and elasticity. We
then explore more carefully the idea of demand.
This is followed by an analysis of short-run sup-
ply, short-run market adjustment, and short-run
market equilibrium. This “short-run analysis” is,
in turn, followed by an analysis of long-run sup-
ply, long-run market adjustment, and long-run
market equilibrium. The respective roles of rel-
ative prices, profits, and rents in market adjust-
ments are emphasized. We then explore the idea
of efficiency, or put differently, the sense in which
markets contribute to your well-being.

Since markets within an economy are linked
to markets in other economies by international
trade, we next consider the effects of the inter-
national flow of goods, services, and resources
on the domestic use of resources and on domes-
tic market prices, adjustment, and market equi-
librium. We then consider the markets for two
important resources—labor and capital. The
analysis of these markets, while of considerable
interest in its own right, is also important in
understanding the coordination problems dis-
cussed at length in Part IV.

This section ends with an extended discus-
sion of the ways in which competitive markets
are distorted or changed by government policies.

XXifi



These market distortions include price ceilings,
price floors, taxes, subsidies, prohibitions on
market activities, restrictions on entry or exit, and
barriers to international trade. The effects of each
of these distortions on relative prices, profits, rents,
market adjustment, equilibrium, and efficiency
are considered.

Having outlined the “successes” of compet-
itive markets and the “distortions” of market out-
comes by public policies, we next consider (in
Parts III and IV) the various ways in which mar-
kets “fail” and some of the possible policy
responses to these “market failures.” Separate
chapters are devoted to monopoly, externality,
and public good problems. The general idea of
a monopoly is probably familiar to you, exter-
nalities and public goods may be less so. The
former includes problems such as pollution and
environmental degradation; the latter includes
problems such as parks, roads, and national
defense. Monopolies, externalities, and public
goods are problems in the sense that if a market
is monopolized, or has externality difficulties, or
if markets try to allocate public goods, inefficient
uses of scarce resources will result. Imperfect
information and uncertainty may also create
problems in a market economy. The nature of
these problems is also explored in Part IIL.

The concluding chapter in Part III addresses
the issues of economic justice and a fair distri-
bution of goods and services. The purpose of this
effort is to engage you in a dialogue about the
meaning of “fair” in a market context and to pro-
vide evidence about the way that the U.S. econ-
omy distributes rewards among the participants
in the economy.

Part IV considers three particularly impor-
tant aspects of market failure: unemployment,
output cycles, and inflation. Instead of focusing
on particular markets, we will examine the
behavior of the economy as a whole. In a large,
complex economy, lack of coordination among
certain markets may lead to periods in which
resources are unemployed or in which most prices
are increasing or decreasing. We would like to
understand why this is so.

In this section, we focus on the price level,
real and nominal aggregate output, employment,
unemployment, aggregate demand, and aggre-
gate supply. A simple model of aggregate supply
(the total value of all goods and services pro-
duced by an economy) is developed that depends
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upon how individuals and firms respond to infor-
mation about the economy, particularly as they
make labor supply and labor demand decisions.
It turns out that economies appear to adjust dif-
ferently in the short run than they do in the long
run. Hence, we distinguish between the two. The
intent of this effort is to try to understand why
economies have unemployed resources, infla-
tion, and fluctuating output. In addition, how-
ever, supply-side economic policies, which have
been of considerable interest in the past several
years, are introduced in a simple setting in which
tax policy affects the labor market and, hence,
long-run aggregate supply.

You should be forewarned that there are a
number of unresolved puzzles in this area. For
example, it is not clear why some markets do not
quickly reach an equilibrium, particularly the labor
market. One possibility is that there are infor-
mational difficulties that create adjustment prob-
lems. If these informational difficulties cause
problems in labor markets, an economy may, for
a time, have unemployed resources. However,
such problems are not likely to persist for
extended periods of time and, hence, an econ-
omy with unemployed resources will likely move
toward full employment in the long run. Since
there are many unanswered questions in this
important area, the discussion in these chapters
focuses on what we know and what we do not
know about the aggregate outcome for an econ-
omy that relies on markets.

The development of aggregate demand
introduces a traditional distinction that econo-
mists make between consumption, investment,
and government uses of real output. The prob-
lem of coordinating decisions to consume and
save with investment decisions is explored. It is
possible that as an economy adjusts, these coor-
dination problems affect the level of aggregate
demand. If they do, the resulting changes in
aggregate demand may then force adjustments
in labor markets. Unless labor markets adjust
quickly to such changes, the results will be par-
ticularly costly for the economy: individuals may
be unemployed. Hence, movements in aggregate
demand are thought to be an important source
of fluctuations or cycles in real output, the price
level, and employment opportunities.

There are two kinds of economic policies
that may be able to offset real output, price level,
or employment changes: fiscal policy and mon-



etary policy. Fiscal policy directly affects aggre-
gate demand through the government’s use of
real resources. The government can increase its
use of such resources and stimulate the economy
or it can decrease its use of such resources and
dampen economic activity. The government can
also indirectly influence private uses of real
resources, including private consumption, sav-
ing, and investment decisions, by changing the
taxes that individuals or firms must pay. Govern-
ment expenditure and tax changes that are spe-
cifically directed at offsetting aggregate demand
changes or at stimulating aggregate supply are
collectively referred to as fiscal policies.

Monetary policy is the use of the govern-
ment’s control of the money supply to offset
aggregate demand changes, but is somewhat less
direct in its effects than fiscal policy. Money is
used as a device to lower transaction costs. Money
is also used as an instrument for holding wealth.
But while money is almost unique in its use in
transactions, it is only one of many assets which
an individual might use to hold wealth. The kinds
of assets individuals choose to hold depends, in
part, on the earnings or interest payments asso-
ciated with the various assets. One way that mon-
etary policy affects the economy is through its
effect on these interest rates.

In order to understand the relationship
between monetary policy and aggregate demand,
we begin (chapter 23) by examining the role of
banks and the Federal Reserve System in the cre-
ation of money. There are a number of ways that
the Federal Reserve can affect the quantity of
money in the U.S. economy, including open-mar-
ket operations (where the Federal Reserve buys
and sells bonds), changing the discount rate (the
interest rate the Federal Reserve charges for loans
to banks), and changing the reserve requirement
(the amount of reserves that banks must keep on
deposit against accounts that they issue to indi-
viduals). Monetary policy is explored in terms of
the effect of these policy tools on interest rates
and hence on aggregate demand.

The analysis in this part of the text concludes
with a discussion of the government budget con-
straint, government budget deficits and their pos-

sible effects on private investment, and the effects
of the movement of commodities and assets
between economies. Since this is an area of sub-
stantial change and some turmoil, we will explore
those areas where different views about the crit-
ical parameters that determine the effectiveness
of public policies, individual behavior, or the
“essential” interactions in the economy would
make a difference in the policy perspective that
might be adopted.

Part V concludes the text by pointing to the
problems of making public economic policy when
individuals, in self-interested ways, attempt to use
governmental policy processes to increase their
own wealth. In particular, we will examine the
efforts of individuals to use the power of the gov-
ernment to create economic benefits for some
people, as well as the economic effects of com-
petition among individuals for these benéfits.
These efforts sometimes create policies that are
not consistent with the market problems they
were intended to solve. How we balance the
problems associated with markets with the prob-
lems associated with government intervention is
the important question in public policy. It is a
question without a firm answer for all times and
all places—the balance changes from time to time
and between generations. What you discover as
you think carefully about economics will prepare
you to be an effective participant in the debate
about how we ought to balance these choices.

Learning about technical details, while often
not much fun, is important in being able to
respond intelligently and critically to the claims
about the economy that you will frequently
encounter. Such details necessarily get you focused
on small issues rather than on the larger picture
or theme. However, since it is often easy to become
so caught up in details that we “miss the forest
for the trees,” I encourage you to return fre-
quently to this overview and to that provided at
the beginning of each part of the text so that you
can keep a clear sense of the direction in which
the text is leading you.

J. R Kearl
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