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Preface

These are fascinating times to study economics, because
economic events have taken on a new importance. Even
relatively obscure economic statistics routinely make the
front pages. Television news programs employ full-time
economic correspondents. Presidents, senators, and
congressmen are quizzed as much on their economic
stand as other issues. The polls tell us that inflation, not
crime or pollution, is the number one problem facing the
nation.

To understand how the economic system operates
and to make intelligent decisions within that system is
not an easy task. Yet it is absolutely crucial that today’s
students have a thorough working knowledge of the na-
tional economy.

This book is designed to help students understand
how the economy works and how economic events af-
fect them, and to give them a sound knowledge base for
making decisions in the future. It provides an up-to-date
picture of our current economic problems and their pos-
sible solutions in a clear, understandable form.

WHAT THIS BOOK IS ABOUT

The interest in economics today has been amplified by
the changing nature of the economy: we have clearly
entered what may be called the Second Era of Modern
Macroeconomics. The First Era of Macroeconomics
began in the 1930s when we learned that the economy
is not self-regulating. Unemployment is a real and pre-

sent danger. Nothing automatically assures that high
levels of employment will prevail. The study of mac-
roeconomics began as an attempt to understand the
problem of high unemployment and to discover ways of
achieving and managing prosperity.

The Second Era of Macroeconomics began in the
1970s. Equipped with tools to fight unemployment, we
found ourselves plagued by another economic malady,
high rates of price inflation. High unemployment rates
combined with soaring inflation proved to be a new kind
of problem requiring a new brand of medicine. The “old
time religion”” of macroeconomics was of only limited
usefulness.

Most previous macroeconomics texts have concen-
trated on an analysis of the causes of and cures for high
unemployment rates. The causes of inflation and, in par-
ticular, the oddly changing relationship between infla-
tion and unemployment, have taken a back seat. This
has left students (and instructors) confused and dis-
satisfied.

This book is designed to take students into the Second
Era of Modern Macroeconomics. Both inflation and un-
employment need to be analyzed in a real world setting.
The causes of recession, rising prices, and worst of all,
the stagflation which combines joblessness with rising
prices, need to be discussed in a clear and understand-
able fashion.

In order to do this, some new approaches are neces-
sary. The economic models used in this text differ
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somewhat from those found in traditional textbooks in
that they focus quite clearly on current problems and
deal explicitly with the problem of inflation as well as
unemployment. Some of the important features of this
text include:

Discussion of current problems. Itis not enough to be
able to list our economic problems and their potential
solutions. In order to deal with these issues effectively on
either a national or personal level, today’s student must
truly understand what our economic problems are, why
they are problems, and what their economic impacts can
be. A major portion of this text is devoted to understand-
ing the nature of inflation and unemployment and their
impacts on nations and on individuals.

Analysis of inflation. A thorough discussion of inflation
has been included throughout the text. Every chapter
features some discussion of inflation’s causes or
economic implications. This heavy emphasis on infla-
tion is entirely appropriate. Inflation is today’s most se-
vere economic problem. It is also our least understood
problem. Today’s student must understand how inflation
works and the damage that it does.

Economic policy. This text concentrates on under-
standing the nature of our economic problems and the
trade-offs inherent in any solutions of those problems.
Thus it concentrates on economic policy rather than
economic theory or institutions. This makes the analysis
interesting and useful to the student and provides the
tools necessary to understand how the economy works.

International economics. National economic policies
cannot be discussed in a vacuum. International
economic events are no longer buried in the financial
pages; today they make front page headlines. Any stu-
dent who does not understand the basics of international
trade and exchange rates is truly ill-equipped to deal
with the modern world. Fully one-fourth of this text deals
with international economics. International trade and
payments, exchange rates, and economic policy are all
discussed with the depth necessary for the 1980s.

Understandable presentation. Finally, this text is de-
signed to present economic problems, tools, and
theories in a way that is easily understandable so that the
important concepts of macroeconomics can be retained
for longer than just a semester. Of course not all of the
details will stick in the reader's mind forever, but the
intention here is to provide a basic economic education
for a lifetime. Important economic concepts, because
they are presented in a way that is easy to understand,
should form a lasting base from which to view a chang-
ing economic world.
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To the
Instructor

The first thing that most people ask when they pick up a
new text is, ““What's so new about this? Why do we need
another macroeconomics text when there are so many
around already?”’ These are good questions and they
deserve good answers.

A macroeconomics text should be able to really ex-
plain the problems that face the economy today. Most
current texts, while they present good economics, fail
this test.

The typical macro text presents a fairly traditional
Keynesian picture of the economy. The principal
economic model used is the well-worn Keynesian cross
(45-degree-line) model and, in some cases, the IS-LM
description of an economy with money. These models
are useful and informative but they do not adequately
address current problems. The Keynesian cross model
was designed to show how economic equilibrium is es-
tablished and to teach us how we can shift that equilib-
rium in order to fight unemployment. This is the virtue of
the model and also its chief vice: it is designed to help us
understand how unemployment occurs. It tells little
about inflation.

Today’s students want to understand today’s prob-
lems. They quickly become disillusioned with a mac-
roeconomics course which fights unemployment for the
most part and then, at the last minute, throws in a Phil-
lips Curve as an explanation of the relationship between
inflation and unemployment. When they press for more
details, students are generally told that all of this is too

complicated for an introductory course, but that their
questions will be answered in the intermediate theory
course next Fall.

The problem is that the teaching of macroeconomics
has failed to keep pace with economic theory. While
instructors and textbook authors have sought out new
gimmicks to increase understanding of the traditional
models, economists and policy-makers have found that
new models are needed to deal with our changing econ-
omy. These more realistic and useful pictures of the
economy have recently filtered down to the intermediate
undergraduate level. The vast majority of undergraduate
students, however, are left with the same traditional
tools and topics that have been around for thirty years.

To really understand how the economy works, we
must take into account both of our national economic
problems: inflation and unemployment. This text ac-
complishes this by building a model of the national
economy using a simplified version of the aggregate
demand-aggregate supply analysis which is now widely
used at the intermediate theory level. This model of the
economy allows us to understand the causes and cures
of inflation, and those of unemployment; to see clearly
how these two problems are related and the nature of the
trade-offs between them.

The second goal of this text is to make mac-
roeconomics as understandable and exciting for students
as it has always been for professors. Many texts make the
error of presenting material in a way that prepares stu-
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dents for the next round of theory classes, but does little
to help students understand the world today. This
method may benefit the minority that go on in econom-
ics, but leaves the vast majority out in the cold. This text
is written for the majority. Some students take only one
class in macroeconomics. They will have just this one
chance to really understand how the economy works.
This text makes the most of that one chance. Mac-
roeconomics is presented in a clear, readable form. The
stress is on applications. Tools, problems, or theories
which teach more geometry than economics have been
scrapped or revised. The simplified picture of the econ-
omy that results actually contains more economics than
is found in many more theoretically elegant treatments.
The time saved in explaining geometry is efficiently used
to discuss important topics in economics.

All of this may be good for the student who does not
go into economics, but doesn’t it harm the potential
economics major? The answer here is a resounding
““NQO”. Students who are exposed to this approach learn
how the economy works and will understand the nature
of our current economic problems. Students exposed to
the traditional approach by and large have spent an ap-
prenticeship in manipulating economic models. Both
types of students tend to do well in later economics
courses. The traditional students are equipped with man-
ipulative skills which they can use to help them under-
stand economic models. Students who have learned this
newer approach have a better idea of where they are
going, so they are better able to use the tools that they
pick up along the way. These students are especially
well equipped for intermediate theory courses which
emphasize aggregate demand and supply.

ORGANIZATION OF THE TEXT

The text is divided into four parts. Most instructors will
want to use material from each of the four parts, al-
though individual chapters may be deleted and extra
material added to fit the needs of the particular students
or courses. In Part I: Tools and Problems, the reader is

exposed to a discussion of our national economic prob-
lems and equipped with the basic tools of supply and
demand for use in analyzing those problems. Chapter 1
presents an overview of macroeconomics and recent
economic history, focusing on the changing relationship
between inflation and unemployment. Chapter 2 devel-
ops the supply and demand model of market activity
with emphasis on particular applications which will be
seen again, in a different context, in later chapters. Chap-
ter 3 looks at the problem of unemployment and at-
tempts to determine what unemployment means, how it
is caused, and how serious a problem it is. Chapter 4
ends the first part of the text with a discussion of the
economic effects of inflation.

Part Il: A Simple Model of the Economy constructs a
simple but effective framework of analysis for use in un-
derstanding how the national economy works. Chapter 5
develops necessary definitions such as gross national
product and Real GNP and shows how they can be used
to measure economic activity. Chapter 6 discusses
aggregate demand by looking at the circular flow of
economic activity, the Keynesian income-expenditure
analysis of national income and, finally, aggregate de-
mand in a world that includes inflation. Chapter 7 de-
velops the concept of aggregate supply and looks at how
aggregate demand and aggregate supply can be used as
a simple but powerful tool to unravel the causes of our
economic problems. Chapter 8 examines fiscal policy
and applies the aggregate demand-supply model to the
analysis of governmental economic policies.

Part Ill: Money, Credit, and the Economy looks at the
role of money in a modern economy. Chapter 9 presents
the definitions of money and interest rates and describes
the operation of fractional reserve banks. The credit
market is introduced in Chapter 10. The determination
of interest rates through the interaction of the demands
and supplies for credit is discussed along with applica-
tions of this analysis to the real world. Chapter 11 com-
pares monetary and fiscal policies and examines the im-
pacts of different schemes for financing government
spending. Finally, a simple model of the monetarist view
of the economy is presented in Chapter 12. The conclu-




sions of monetarist and traditional theories are com-
pared and discussed.

Part IV: International Economics looks at length at the
international forces affecting national economic prob-
lems and policies. Chapter 13 looks at international
trade and payments. Comparative advantage, tariffs and
quotas, and the Balance of Payments and Trade are dis-
cussed here. Chapter 14 models the foreign exchange
markets and shows how exchange rates are determined.
The systems of flexible and fixed exchange rates are dis-
cussed, as is exchange rate intervention. Chapter 15
evaluates the effectiveness of various national economic
policies when their international impacts are taken into
consideration. Chapter 16 ends the text with review of
the goals and problems of the national economy and a
reminder of the trade-offs that economic policy-makers
face.

SPECIAL FEATURES OF THE TEXT

This text has several special features designed to make it
more useful to both student and instructor. Eight
economic debates are presented in the Economic Con-
troversies sections. Here topics such as wage and price
controls, the independence of the Federal Reserve, and
the relative importance of fighting inflation versus con-
trolling unemployment are debated, with the final
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analysis of the trade-offs left to the reader. These sections
allow the student to apply the principles developed in
past chapters to current problems and make good topics
for class discussion.

Each chapter begins with a Preview which presents a
number of questions that will be answered in the coming
pages. This gives the student an idea of what is coming
and what topics are central to the chapter.

Each chapter ends with a number of important fea-
tures. A chapter Summary lets the reader check to see if
all of the principal points of the text have been absorbed.
Discussion Questions give the student the chance to
think about the topics covered in greater depth. These
questions provide, as well, a good basis for classroom
discussions of the material. A number of objective ques-
tions are presented in Test Yourself. Answers to these
sample questions are at the end of the text. Suggestions
for Further Reading can also be found at the back of the
book. Students who pursue the suggested reading will
learn even more about how the economy works and the
way that economists think. Instructors can vary the
breadth and depth of their courses by use of these read-
ings. A Glossary of all important terms appears at the
back of the book as well.

These features of the text make it a self-contained
guide to macroeconomics that can be used in a wide
variety of classroom situations.
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1
Macroeconomic
Problems

This chapter will introduce you to economics in general and macroeco-
nomics in particular. It will give you a better feel for our current
economic problems and help you understand these problems within a
historical context. This chapter will provide the answers to the
following important questions:
What is economics?
How does macroeconomics differ from microeconomics?
What are our current macroeconomic goals?
Have we been successful in achieving these goals?
What is the Phillips curve? How does it work?
Why hasn't the Phillips curve worked recently?




MACROECONOMIC PROBLEMS

Many of our most important social problems are fundamentally economic
problems. To understand the world and make intelligent choices, therefore,
it is necessary to understand something of economics.

It is astounding to consider how much economic events have come to
monopolize our time and influence our lives. The federal government was
once primarily a lawmaker and defender. Now much of Congress’s time is
spent attempting to regulate prosperity and enhance economic welfare.
Newspapers that used to count on stories of fires, murders, and kidnappings
to increase circulation now rely on inflation predictions and unemployment
statistics. Businesses that once spent all of their time worrying about gross
profits now worry first about gross national product. Farmers are experts in
exchange rates. Private citizens who five years ago didn't know the
difference between a prime rate and a prime rib have discovered that they
must master some pretty sophisticated economics in order to make even
relatively simple decisions with confidence.

Economics is important stuff, and this book is designed to help you
understand economic events and policies. It is the goal of this text to
increase your understanding of our current economic problems, their
causes, and some possible cures. Strong medicines, however, often have
undesirable side effects, so a perfect prescription for the economy may not
exist. Policies that reduce one economic problem may inflame another, be
politically unwise, or have unacceptable social consequences. Pat answers
are hard to come by, but an understanding of the options available will help
us make more intelligent decisions in the choices that we face.

This chapter will answer some basic questions that many students have
regarding economics and macroeconomics, and briefly discuss our national
economic goals and problems. We will also take a short trip down memory
lane with a small dose of recent economic history to help you understand
not only what today’s problems are, but how we got here as well.

WHAT
IS
ECONOMICS?

Suppose you were to pose the question ““What is economics?”’ to a hundred
“‘people on the street’” in a major city in an attempt to find out what
economics is all about. The results might be something like those shown in
Table 1-1.

Most of the people in our hypothetical sample group don’t have a very
clear idea of what economics is all about. But as luck would have it, one
economics professor stumbled into the sample and gave us the textbook




