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PREFACE

A s usual, when preparing a new edition, we have made many small changes to im-
prove clarity of exposition and to update the text both for recent economics events
and for relevant advances in the literature. But this time we have focused on one particu-
lar addition that will, so far as we have been able to find out, differentiate this book from
all other introductory texts.

We have included in the eleventh edition a substantial discussion of the role of the en-
trepreneurs and of the microtheory of their activities, their pricing and their earnings, and
the implications for economic growth. Several studies of the place of the entrepreneur in
economics textbooks (including earlier editions of this one) have all reached the same con-
clusion: that entrepreneurs are either completely invisible or are virtually so. Indeed, in a
substantial set of the textbooks the word entrepreneur does not even appear in the index.

Now, this omission should appear strange because entrepreneurs are often classified as
one of the four factors of production—but the only one to which no chapter is devoted.
More than that, it seems universally recognized by economists that economic growth is the
prime contributor to the general welfare and that more than 80 percent of the current in-
come of the average American was contributed by growth in the past century alone. More-
over, it is clear that, even though entrepreneurs did not produce this growth by themselves,
much if not most of this historically unprecedented achievement would not have occurred
without them. Yet, in the textbooks, they have been the invisible men and women.

More than that, the description and analysis of the activities of entrepreneurs is evi-
dently a topic in microeconomics: the incentives and the responses of the individual actors
in the economy. This means that analysis of economic growth and policies for its stimula-
tion need to be examined from two sides: the macroeconomic, where issues such as the
requisite savings and investment are studied, and the microeconomic, where the twin ac-
tivities of invention and entrepreneurship are analyzed. Yet the discussion of growth in
most textbooks is entirely confined to the macro sections of the volume, with the subject
completely absent from the micro analysis. But in our new edition, as the reader will see,
this is no longer so. In addition to the usual discussion of growth in the macro portion of
the book, there is a complete chapter on the microeconomics of growth and half a chapter
on the entrepreneur as one of the two human factors of production.

This eleventh edition is the product of nearly 30 years of the existence and modification
of this book. In the responses to a survey of faculty users, it became clear that a number of
chapters were generally not covered by instructors for lack of time, although the material
is of considerable interest to students and is not—or need not be—technically demanding.
So we simplified several such chapters further—notably, Chapter 17 on environmental
economics and Chapter 21 on poverty and inequality—to make it practical for an
instructor to assign any or all of them to the students for reading entirely by themselves.

In the micro sections of the book, we have added a number of new materials in
response to requests by correspondents. For example, in the material on the static-
optimality properties of perfect competition, we added a discussion of the Coase theorem
and more on behavioral economics. But as already indicated, the primary change was in
the new material on the microeconomics of growth and entrepreneurship.

In the macroeconomic portions of the book, we try to make the links between the short
run and the long run clearer and more explicit with each passing edition. For the eleventh
edition, we have also added much new material on the problems in the subprime mort-
gage markets, the ensuing financial crisis and possible recession, and several economic is-
sues in the 2008 presidential campaign—even though, at this writing, no one yet knows
who the Democratic nominee will be! As is our practice, these new materials are scattered
over many chapters of the text, so as to locate the discussions of current events and policy

xxvii
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close to the places where the relevant principles are taught. This edition also adds a bit
more material on China; sadly, the experience in Zimbabwe has provided a contemporary
example of hyperinflation.

We ended this section of the preface to the tenth edition by singling out the critical con-
tributions of one colleague and friend of amazingly long duration. We now repeat some
of our words about the late Sue Anne Batey Blackman, who worked closely with us
through 10 editions of this book; for all practical purposes, she had become a coauthor. In-
deed, the chapter on environmental matters is now largely her product. Her creative mind
guided our efforts; her eagle eyes caught our errors; and her stimulating and pleasant
company kept us going. Perhaps most important, we loved and valued her most pro-
foundly. Unfortunately, she has been taken from us much too young. Our children and
grandchildren will understand and surely support our decision, for once, not to dedicate
this edition of the book to them, but rather to our precious lost friend, Sue Anne.

NOTE TO THE STUDENT

May we offer a suggestion for success in your economics course? Unlike some of the other
subjects you may be studying, economics is cumulative: Each week’s lesson builds on
what you have learned before. You will save yourself a lot of frustration—and a lot of
work—Dby keeping up on a week-to-week basis.

To assist you in doing so, we provide a chapter summary, a list of important terms and
concepts, a selection of questions to help you review the contents of each chapter. Making
use of these learning aids will help you to master the material in your economics course.
For additional assis tance, we have prepared student supplements to help in the reinforce-
ment of the concepts in this book and provide opportunities for practice and feedback.

There are ancillary materials and learning tools that have been de signed specifically
to be helpful to you. If you believe any of these resources could benefit you in your course
of study, you may want to discuss them with your instructor. Further information on
these resources is available at http: //academic.cengage.com/economics/ baumol.

We hope our book is helpful to you in your study of economics and welcome your com-
ments or suggestions for improving student experience with economics. Please write to
us in care of Baumol and Blinder, Editor for Economics, South-Western/Cengage Learn-
ing 5191 Natorp Boulevard, Mason, Ohio, 45040.

Study Guide

The study guide assists you in understanding the text’s main concepts. It includes learn-
ing objectives, lists of important concepts and terms for each chapter, quizzes, multiple-
choice tests, lists of supplementary readings, and study questions for each chapter—all of
which help you test your understanding and comprehension of the key concepts.

IN GRATITUDE

Finally, we are pleased to acknowledge our mounting indebtedness to the many who have
generously helped us in our efforts through the nearly 30-year history of this book. We
often have needed help in dealing with some of the many subjects that an introductory
textbook must cover. Our friends and colleagues Charles Berry, Princeton University;
Rebecca Blank, University of Michigan; William Branson, Princeton University; Gregory
Chow, Princeton University; Avinash Dixit, Princeton University; Susan Feiner, University of
Southern Maine, Claudia Goldin, Harvard University; Ronald Grieson, University of California,
Santa Cruz; Daniel Hamermesh, University of Texas; Yuzo Honda, Osaka University;
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Peter Kenen, Princeton University; Melvin Krauss, Stanford University; Herbert Levine, Uni-
versity of Pennsylvania; Burton Malkiel, Princeton University; Edwin Mills, Northwestern
University; Janusz Ordover, New York University; David H. Reiley Jr., University of Arizona;
Uwe Reinhardt, Princeton University; Harvey Rosen, Princeton University; Laura Tyson,
University of California, Berkeley; and Martin Weitzman, Harvard University have all given
generously of their knowledge in particular areas over the course of 10 editions. We have
learned much from them and have shamelessly relied on their help.

Economists and students at colleges and universities other than ours offered numerous
useful suggestions for improvements, many of which we have incorporated into this
eleventh edition. We wish to thank Larry Allen, Lamar University, Nestor M. Arguea, Uni-
versity of West Florida, Gerald Bialka, University of North Florida, Kyongwook Choi, Ohio
University, Basil G. Coley, North Carolina A &T State University, Carol A. Conrad, Cerro Coso
Community College, Brendan Cushing-Daniels, Gettysburg College, Edward ]. Deak, Fairfield
University, Kruti Dholakia, The University of Texas at Dallas, Aimee Dimmerman, George
Washington University, Mark Gius, Quinnipiac University, Ahmed Ispahani, University of La
Verne, Jin Kim, Georgetown University, Christine B. Lloyd, Western Illinois University, Laura
Maghoney, Solano Community College, Kosmas Marinakis, North Carolina State University,
Carl B. Montano, Lamar University, Steve Pecsok, Middlebury College, ]. M. Pogodzinski,
San Jose State University, Adina Schwartz, Lakeland College, David Tufte, Southern Utah Uni-
versity, and Thierry Warin, Middlebury College for their insightful reviews.

Obviously, the book you hold in your hands was not produced by us alone. An essen-
tial role was played by Susan Walsh, who stepped into the space vacated by Sue Anne and
handled the tasks superbly, with insight and reliability, and did so in a most pleasant man-
ner. We also appreciate the contribution of the staff at South-Western Cengage Learning,
including Alex von Rosenberg, Editor-in-Chief; Michael Worls, Executive Editor; John
Carey, Senior Marketing Manager; Katie Yanos, Developmental Editor; Heather Mann,
Senior Content Project Manager; Deepak Kumar, Media Editor; Michelle Kunkler, Senior
Art Director; Deanna Ettinger, Photo Manager; and Sandee Milewski, Senior Manufactur-
ing Coordinator. It was a pleasure to deal with them, and we appreciate their understand-
ing of our approaches, our goals, and our idiosyncrasies. We also thank our intelligent and
delightful assistants at Princeton University and New York University, Kathleen Hurley
and Janeece Roderick Lewis, who struggled successfully with the myriad tasks involved
in completing the manuscript.

And, finally, we must not omit our continuing debt to our wives, Hilda Baumol and
Madeline Blinder. They have now suffered through 11 editions and the inescapable
neglect and distraction the preparation of each new edition imposes. Their tolerance and
understanding has been no minor contribution to the project.

William |. Baumol
Alan S. Blinder

xxix



F—#a NREFFE
BT KR4
B SR -MEEHL

B ARSI R . - .

HHE A STR-E -

FMS WREHEWER
BHE WREEE.DSASTHER -
BT FORS - .

LT AT BASEAE GRS -

BT T R SR L PR E
LR R BOE S 6 (AEM B
F=WH WmWHENBER

%-’»ﬁ- Eé%%?mrﬁ 'ﬁ‘j!tlk O S R P AN
-+ 191

wr—w ZW -
B ERMENZE -

=% WREIWEAREH S REN RFR®R)

FHEMSY WEHKLS5RR

%_i_mﬁ a Ehfﬁ%mﬁm I ,m%ﬁ;% coe SeeEen seeeNs aBEesE SeEOEE SHSTEE sERBEs SRS ST The suTONE B ES
%‘f"ﬁﬁ 9#%&\%%5 a ?ﬁ.ﬁﬁ

BN BIUIGHEERE eoeeeerrrrereemesenesennens
FEHRMS BWASDE
BHhE AEFEREN -

BotE SN EALEREM A TIBA -

Bot—8 AR AFEFESEMR--
FAME EURF-EHES5EFX

sazews .« 499

BotEE SIABS T KRR E K -
FL#s MBEBRSHETBR

- 25

e 65
.. 89
- 109
-« 137

157

217
241
265
283

-+ 301

-« 321
- 341
- 367

389
409
435
453
475

521



BRI RTHGERETFHETR  » ovovs ssvies ssvans ssusns sonons 5ow50s 2acwes 4Asass scaiss sioss anans oence
= =2 ERMIRS Ak 2 (T BRI «oovesorvars erenns snsvsesnves ssanss ssonss sanvon sennes

SNy HREFHHER KoM
BETHE EHRERS S RS
BETRE BHERERTER - AFERRRF
BEAAE LRS5ENEE

-+ 541

559
575
597
615



Brier CONTENTS

PART 1 GETTING ACQUAINTED WITH ECONOMICS
CHAPTER 1 WaHar Is EconoMics? 3
CuarTER 2 THE Economy: MyTH AND REALITY 13
CuaprEr 3 THE FunpameNnTaL EconoMic ProBLEM: ScarciTy AND CHOICE 25
CHAPTER 4 SuppLY AND DEMAND: AN IN1TIAL Look 41
PART 2 THE BUILDING BLOCKS OF DEMAND AND SUPPLY
CuaPTER 5 ConsuMER CHOICE: INDIVIDUAL AND MARKET DEMAND 65
CHAPTER 6 DEMAND AND ErasTiCcITY 89
Cuarrer 7 Probpuction, INputs, AND CosT: Buirpine Brocks ror Suppry ANarysis 109
Cuapter 8 Qurpur, Price, AND ProFIT: THE IMPORTANCE OF MARGINAL ANALYSIS 137
CHAPTER 9 INVESTING IN Business: Stocks AND BonDs (A &#i )
PART 3 MARKETS AND THE PRICE SYSTEM
CuAPTER 10 THE Firm AND THE INDUSTRY UNDER PERFECT COMPETITION 157
CHAaPTER 11 MonororLy 175
CuaPTER 12 BeTWEEN CoMPETITION AND MONOPOLY 191
CHAPTER 13 LIMITING MARKET POwER: REGULATION AND ANTITRUST ( A%#i1% )
PART 4 THE VIRTUES AND LIMITATIONS OF MARKETS
CHAPTER 14 THE Cask ForR FREE MARrkETS I: THE Price SysTem 217
CHAPTER 15 THE SHORTCOMINGS OF FREE MARKETS 241
CHAPTER 16 THE MARKET'S PRIME ACHIEVEMENT: INNOVATION AND GROWTH 265
CHAPTER 17 ExTERNALITIES, THE ENVIRONMENT, AND NATURAL RESOURCES 283
CHAPTER 18 Taxarion AND REsource ALLoCATION 301
PART 5 THE DISTRIBUTION OF INCOME
CHAPTER 19 Pricine THE Factors or PrRoDucTION 321
CHAPTER 20 LABORAND ENTREPRENEURSHIP: THE HUMAN INPUTS 341
CHAPTER 21 Poverty, INEQUALITY, AND DISCRIMINATION 367
PART 6 THE MACROECONOMY: AGGREGATE SUPPLY AND DEMAND

CHAPTER 22 AN INTRODUCTION TO MACROECONOMICS 389
CuarTER 23 THE GoaLs oF MacroeEcoNnoMic PorLicy 409
CHAPTER 24 Economic GrowrH: THEORY AND PoLicy 435



BRIEF CONTENTS

CHAPTER 25 AGGREGATE DEMAND AND THE PowERFUL CONSUMER 453

CHAPTER 26 DEemaND-SipE EQuiLiBRIuM: UNEMPLOYMENT OR INFLATION? 475

CHAPTER 27 BRINGING IN THE SuPPLY-SIDE: UNEMPLOYMENT anp INFLATION? 499
PART 7 FISCALAND MONETARY POLICY

CHAPTER 28 MANAGING AGGREGATE DEMAND: Fiscar Poricy 521

CHAPTER 29 MONEY AND THE BANKING SYSTEM 541

CHAPTER 30 MANAGING AGGREGATE DEMAND: MoONETARY PoLicy 559

CHAPTER 31 THE DEBATE OVER MONETARY AND Fi1scar Poricy 575

CHAPTER 32 BuUDGET DEFICITS IN THE SHORT AND LONG RUN 597

CHAPTER 33 THE TRADE-OFF BETWEEN INFLATION AND UNEMPLOYMENT 615
PART 8 THE UNITED STATES IN THE WORLD ECONOMY  ( A& )

CHAPTER 3¢ INTERNATIONAL TRADE AND COMPARATIVE ADVANTAGE
CuAPTER 35 THE INTERNATIONAL MONETARY SYSTEM: ORDER OR D1SORDER?
CHAPTER 36 ExcHANGE RATES AND THE MACROECONOMY



TaBLE oF CONTENTS

Preface xxvii

PART 1 GETTING ACQUAINTED WITH ECONOMICS 1

CuarTErR1  WHaar Is EconoMics? 3

IDEAS FOR BEYOND THE FINAL EXAM 4
Idea 1: How Much Does It Really Cost? 4
Idea 2: Attempts to Repeal the Laws of Supply and Demand—The Market Strikes Back 5
Idea 3: The Surprising Principle of Comparative Advantage 5
Idea 4: Trade is a Win-Win Situation 5
Idea 5: The Importance of Thinking at the Margin 6
Idea 6: Externalities—A Shortcoming of the Market Cured by Market Methods 6
Idea 7: The Trade-Off between Efficiency and Equality 7
Idea 8: Government Policies Can Limit Economic Fluctuations—But Don’t Always Succeed
Idea 9: The Short-Run Trade-Off between Inflation and Unemployment 7
Idea 10: Productivity Growth Is (Almost) Everything in the Long Run 8
Epilogue 8
INSIDE THE ECONOMIST'STOOLKIT 8
Economics as a Discipline 8
The Need for Abstraction 8
The Role of Economic Theory 9
What Is an Economic Model? 10
Reasons for Disagreements: Imperfect Information and Value Judgments 10
Summary 11
Key Terms 12
Discussion Questions 12
Cuaprer2 THE EcoNomy: MyYTH AND REALITY 13

THE AMERICAN ECONOMY: ATHUMBNAILSKETCH 14
A Private-Enterprise Economy 15
A Relatively “Closed” Economy 15
A Growing Economy ... 16
But with Bumps along the Growth Path 16
THE INPUTS: LABORAND CAPITAL 17
The American Workforce: Who Isin It? 17
The American Workforce: What Does It Do? 17
The American Workforce: What It Earns 18
Capital and Its Earnings 19
THE OUTPUTS: WHAT DOES AMERICA PRODUCE? 19
THE CENTRAL ROLE OF BUSINESS FIRMS 19
WHAT'S MISSING FROM THE PICTURE? GOVERNMENT 20
The Government as Referee 21
The Government as Business Regulator 21
Government Expenditures 22
Taxes in America 22
The Government as Redistributor 22
CONCLUSION: IT'SA MIXED ECONOMY 23
Summary 23
Key Terms 24
Discussion Questions 24

xi



