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This is the fiftieth year that it has been our privilege and our pleasure at McGraw-
Hill to publish Paul Samuelson’s and, later, Samuelson and William Nordhaus’s
Economics. In that time, Professor Samuelson defined the field of economics in
this remarkable book. Millions of students have been taught how economics can
unravel the mysteries and problems of modern societies, problems that go to the
heart of how, and how well, we live.

As William Nordhaus joined Professor Samuelson at the helm, this book con-
tinued to introduce later generations to the power of economic science. And as
the ideas of monetarism, rational expectations, and supply-side economics cap-
tured the headlines, this book calmly included them in its presentation without
crowding out the basic truths of the Keynesian and classical models. Today's stu-
dents learn that economics can also shine a bright light on environmental prob-
lems, on dilemmas of health care, and on how to reckon the opportunity cost of
a college education.

Keynes wryly observed, “In the long run, we are all dead.” Now, sixteen edi-
tions later, I'm not so sure. We seem to have quite a pulse rate.

Gary Burke
Publisher
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- A GOLDEN BIRTHDAY

At its fiftieth birthday, this Economics has witnessed an
exciting half-century of progress in economics. Our
subject has come a long way. But there is so much
farther to go before this, or any social science, can
make pretense to be anywhere near an exact science.
Economics will always be as much an art as a science,
but still there’s a world of difference between
informed economics and just plain bad economics.

Today the number of jobs for economists has
exploded. Statistical databases—inside government,
in private industry, and within academia—are many
times more comprehensive than they were in the late
1940s. Now information gets reported sooner, and
computers give us access to statistical facts and
knowledge with the speed of light. No branch of
production has benefited more from the advance of
computer hardware and technology than research in
political economy itself. And that includes economic
theory and applied economics.

And yet the fundamentals remain broadly intact,
History—at least economic history—has taught the
world certain basic economic principles that have
been learned and tested the hard way, Repeated
recessions and inflationary booms have been the
economists’ substitute for the chemists’ controlled
laboratory experiments. The tragic comedies of
Russian and Chinese communistic organization of
production and distribution have robbed three gen-
erations of the potential fruits of rising standards of
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material life. At the same time, the completely free
market mechanism has not been able to bring all of
humankind measurable near-equality of opportunity
and outcome.

Because of “the poor we have always with us,” the
modern democratic state has evolved everywhere
into a “mixed economy’—neither pure laissez-faire
market mechanism nor Robin Hood utopia. Alas,
only by their study of the rudiments of economics
can the citizenry understand and decide about
where should lie the golden mean between the selfish-
ness of individual initiative and the regulatory, stabi-
lizing, and redistributive functions of government.
The mixed economy must, perforce, be the “limited
mixed economy.”

A Time to Look Back

A fiftieth birthday is a good time to look back.
What is the story that emerges from this history of a
trend-setting bestseller? How did this textbook come
to be? Gaze back to 1945. Germany and Japan were
defeated and American colleges were nearly over-
flowing with people returning from World War 1I.
At the same tme, the science of economics was
entering a golden age. The Great Depression of
1929-1935 had finally been licked by forceful pro-
grams that threw out the window the old orthodox-
les of do-nothing monetary and fiscal policies.
Britain and America had later mobilized their
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economies for war in a way that Hitler, Mussolini,
and Hirohito had never dreamed of. And, though we
could not know it in 1945, the Marshall Plan and
American occupation of Japan were about to set the
stage for miraculous decades of postwar economic
growth.

College students deserved to understand all this.
But, as teachers of my generation knew to our sor-
row, the best-selling economics textbooks were seri-
ously out-of-date. No wonder beginners were bored.
My students at Harvard and MIT often had that
glassy-eyed look.

In 1948, when Economics was first published, the
word “macroeconomics”—the study of what deter-
mines a society’s unemployment, its price level and
inflation rate, and its rate of overall real GNP
growth—was not even in the dictionary! But had Eco-
nomics not brought guns-and-butter choices into ele-
mentary microeconomics, someone, somewhere,
would soon have done so. The time was ripe for a
revolutionary approach to introductory economics.
The real question is: Why me?

I was back from the MIT Radiation Laboratory,
where I had worked at the mathematical job of
designing automatic servomechanisms to ward off
enemy bombers, and [ “thirsted” for a return to eco-
nomic research and teaching. And I was 30 years old,
a good age to write a text or innovate a treatise. By
chance, my advanced work, Foundations of Economic
Analysis, which was to win me a Nobel Prize in eco-
nomics 25 years later, was already in press.

However, in those days, a promising scholar was
not supposed to write textbooks—certainly not basic
texts for freshmen and sophomores. Only hacks were
supposed to do that. But because I had already pub-
lished so many research articles, it seemed that my
reputation and prospects for lifetime tenure could
allow me the elbowroom to respond positively to the
request for a new textbook by my department head at
MIT. Being cocky, even brash, in those good old days,
I had only myself to please. And I agreed it was high
time that we got some of the leaders in economic
research back in the trenches of general education.

The Long Grind of Creation

Starting a project is easy. Bringing it to full term
involves enormous labor and great travail. As soon as
each chapter was written, the mimeograph machine
ground it out for testing on our MIT students. I
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found it demanding but pleasant work. But what I
naively thought might be a year’s job turned into
three years of writing and rewriting. And my tennis
suffered, as weekends and summer vacation had to
be devoted to the task of reducing to plain and
understandable prose the fundamental complexities
of economic science. Even the traditional diagrams
of economics, I discovered, needed redesigning if
the “dismal science of economics” was to become the
exciting subject it really is.

The Moment of Truth

In the autumn of 1948 the first edition of Eco-
nomics rolled off the presses. No matter how hard
the advance work or how optimistic the dreams, one
can of course never be sure how the future will turn
out. Fortunately, from the word go, this novel
approach to economics seemed to have hit a respon-
sive chord. Colleges big and small opted for the new
book, and as each fresh printing was sold out, Eco-
nomics was back again for new press runs.

When a Guggenheim fellowship took me to
Europe, I checked each main bookstore in major
cities for the availability of translations into French,
German, Italian, Spanish, and Swedish. And in addi-
tion to experiencing the natural vanity of an author,
I'was pleased as an educator to see that the citizenry,
who would be deciding global policies, was being
exposed to the pros and cons of up-to-date main-
stream economics.

Reviews of the book speeded up the bandwagon.
The first came from the pen of John Kenneth Gal-
braith, then an editor of the conservative business
magazine Fortune. He predicted that the next gener-
ation would learn its economics from Samuelson’s
Economics. And although praise is sweet to an
author’s ears, I confess that the durability of the
book’s dominance did surprise me. Galbraith turned
out to be more prescient than I, and Economics did
set a new and lasting pattern. Most of its successful
rivals have been written in its general evolving mode,
and it is heartwarming that much of the competition
has come from the pens of personal friends.

Rough Pebbles along the Way

Not always has it been fun and games. In the
reactionary days of Senator Joseph McCarthy, when
accusations of radicalism were being launched from
the pulpit and in the classroom, my book got its



XXvi

share of condemnation. A conservative alumnus of
MIT warned university president Karl Compton
that Paul Samuelson would jeopardize his scholarly
reputation if he were allowed to publish his apolo-
getics for the “mixed economy.” Dr. Compton
replied that the day his faculty was subjected to
censorship would be the day of his resignation
from office. It all seems slightly comical four
decades later, but it was no joke to be a teacher at
a public university when many of the fashionable
textbooks of the time were being denounced as
subversive. (One excellent text, which came out a
year before mine, was killed in its infancy by vicious
charges of Marxism that were false from the begin-
ning.) Actually, when your cheek is smacked from
the Right, the pain may be assuaged in part by a
slap from the Left. Anti-Samuelson, a two-volume
critique authored in the 1960s when student
activism was boiling over on campuses here and
abroad, portrayed me as an apologist for the
laissez-faire world of markets where dog eats dog, a
veritable running jackal of capitalism.

Each cold wind imparts a useful lesson, and I
learned to write with special care wherever contro-
versial matters were concerned. It was certainly not
that I was perfect in all things. Rather, it was that [
could only gain by leaning over backward to state
fairly the arguments against the positions popular in
mMainstream economics.

And by dealing carefully and fully with the con-
tending schools within the mainstream, the work
kept its representative status as a reference source
book. Even Soviet Russia had felt a translation was
mandatory, and within a month the entire supply of
translated copies had been exhausted. (Experts tell
me that in Stalin’s day my book was kept on the spe-
cial reserve shelf in the library, along with books on
sex, forbidden to all but the specially licensed read-
ers.) In the post-Cold War era, new translations have
been authorized in Hungary, the Czech Republic,
Croatia, Bosnia, Serbia, Romania, and other Eastern
European countries as well as in China, Japan, Viet-
nam, and two-score other countries.

The Ever-Young Child

Just as a child takes on an individual identity dis-
tinct from a parent’s, so it was with the Economics. At
first I was in command of it; later it took over in its
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own right and came to be in charge of me. As the
years passed, my hair turned from blond to brown
and then to gray. But like the portrait of Dorian
Gray, which never grew old, Economics remained
forever 21. Its cover turned from green to blue and
from brown to black; and now it turns to gold. Aided
by hundreds of letters and suggestions to the author
from students and teachers, the economics inside
the covers evolved and developed. A historian of
mainstream economic doctrines, like a paleontolo-
gist who studies the bones and fossils in different lay-
ers of the earth, could date the ebb and flow of ideas
by analyzing how Edition 1 was revised to Edition 2
and, eventually, to Edition 16.

And so it went. Hard, hard work—but ever so
rewarding. Finally came the day when the call of ten-
nis was too strong to be denied. To McGraw-Hill I
said: “T've paid my dues. Let others carry on as |
enjoy the good life of an emeritus professor, cultivat-
ing the researches that interest me most.” McGraw-
Hill had a ready answer: “Let us find you a coauthor.
We'll make a list of congenial economists whose
competence and views you admire.” And so the
search for the perfect William Nordhaus began.

Yale is only 150 miles from MIT, and it was there
that the real Nordhaus was to be found. It only
helped that Bill had earned his Ph.D. at MIT. And in
the days since then he has won his spurs serving on
the President’s Council of Economic Advisers and
doing tours of duty in Cambridge (England), Delhi,
and Vienna. Like Gilbert and Sullivan or Rogers and
Hart, we turned out to be a most congenial team.

And so, as in the classic tales, we have lived hap-
pily ever after. What matters is that the book stays
young, pointing to where the mainstream of econom-
ics will be flowing.

Science or Art?

Why has economics become in most colleges one
of the largest elective courses? The reasons are many.
Economics deals with the real life around us. On the
job. At the store. When inflation comes, it hits us all.
When recession strikes, the tide goes out for all the
boats. And the early bird that seeks the worm needs
to know about supply and demand. The same goes
for the senior citizen constrained to live on a limited
pension and for the young idealist determined to
improve and reform society.
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Good sense economics is not all obvious. The com-
mon sense you bring with you from home to college
will not let you understand why a rich country and a
poor country can both gain great benefit from free
international trade at the same time. (And your sen-
ator won’t understand the point either without tak-
ing a good course in comparative advaniage.) On the
other hand, after you have mastered instruction in
so-called microeconomics and macroeconomics,
there will remain no mysteries. If it doesn’t make
good sense, it isn’t good economics.
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A first course in economics will not make you a
master of all its intricate and esoteric topics. But this
I can tell you, based upon students’ experience
everywhere: your best course in economics will be
your introductory course. After you have stepped
into this new strange garden of ideas, the world will
never be quite the same. And when, years from now,
you look back on the experience, even what you
didn’t quite understand at the time will have per-
ceptibly ripened.

Enjoy!

Paul A. Samuelson

Massachusetts Institute of Technology
Cambridge, Massachusetts

1998




PREFACE

1998 marks the fiftieth anniversary of this textbook.
Over the last half-century, the economic world has
changed enormously. In 1948, most people were liv-
ing in piles of rubble from World War 11, interna-
tional financial markets were in a state of shock, and
much of Eurasia was entering the long despotic
night of socialist central planning.

Fifty Years of Economics

Economics at midcentury also lived in a different
world. It was contending with the increasing viru-
lence of business cycles, trying to explain depres-
sions and hyperinflations and stock-market crashes,
and debating the superiority of socialism and market
capitalism.

At century’s end, the economic world, and the
world of economics, have evolved tremendously.
America’s total output has quadrupled in the last five
decades, and the average real income has doubled
during this period. Outside the United States, the
changes are even more dramatic. Dozens of coun-
tries have rejected the socialist experiment and
adopted market systems, and strong economic
growth has been experienced in countries as diverse
as Ireland, Botswana, and the Philippines. At no time
in recorded history have so many enjoyed such a sus-
tained period of economic growth as they have dur-
ing the Great Peace of 1948-1998.

You might think that prosperity would lead to a
declining interest in economic affairs. Paradoxically,
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an understanding ot the enduring truths ot eco-
nomics has become even more vital in the affairs of
people and nations. The United States has grappled
with slow growth in living standards and large gov-
ernment budget deficits, even as structural changes
in American industries have shaken managers, work-
ers, and entire communities. The world has become
increasingly interconnected as computers and com-
munications create an ever-more-competitive global
marketplace. Countries like Russia or Poland, which
are making the transition from central planning,
need a firm understanding of the institutions of a
market economy if they are to make a successtul
transition. At the same time, there is growing con-
cern about international environmental problems
and the need to forge agreements to preserve our
precious natural heritage. All these fascinating
changes are part of the modern drama that we call
€COoNnomics.

Fifty Years of Economics

For half a century, this book has served as the
standard-bearer for the teaching of elementary eco-
nomics in classrooms in America and throughout
the world. Each new edition has distilled the best
thinking of economists about how markets function
and about what society can do to improve people’s
living standards.

But economics has changed profoundly since the
first edition of this text appeared in 1948. Econom-
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ics is above all a living and evolving organism. The
need to keep Economics at the frontier in the rapidly
evolving world economy affords the authors an excit-
ing opportunity to present the latest thinking of
modern economists and to show how the subject can
contribute to a more prosperous world.

Our task in these pages is straightforward: to pre-
sent a clear, accurate, and interesting introduction to
the principles of modern economics and to the insti-
tutions of the American and world economy. Our
primary goal is to survey economics. In doing this we
emphasize the basic economic principle that will
endure beyond today’s headlines.

THE SIXTEENTH EDITION

Economics is a dynamic science—changing to reflect
the shifting trends in economic affairs, in the envi-
ronment, in the world economy, and in society at
large. As economics and the world around it evolve,
so does this book. Ten features differentiate this edi-
tion from earlier ones:

1. The Core Truths of Economics. Often,
economics appears to be an endless procession of
new puzzles, problems, and difficult dilemmas. But
as experienced teachers have learned, there are a
few basic concepts that underpin all of economics.
Once these basic concepts have been mastered,
learning is much quicker and more enjoyable. We
have therefore chosen to focus on the central core of
economics—on those enduring truths which will be
just as important in the twentyfirst century as they
were in the twentieth. Microeconomic concepts such
as scarcity, efficiency, the gains from trade, and the
principle of comparative advantage will never lose
their central role in economics as long as scarcity
itself exists. The use of marginal analysis revolution-
izes decision making. Students of macroeconomics
must receive a firm grounding in the concepts of
aggregate supply and demand and must understand
the role of national and international monies. Stu-
dents will learn the widely accepted theory of eco-
nomic growth, but they should also understand con-
troversial theories of the business cycle.

2, Innovation in the Economy. One of the
striking features of the modern economy is the
rapidity of innovations in virtually every sector. We
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are accustomed to the dizzying speed of invention in
computers, where new products and software appear
monthly. Nowhere in recorded history do we find
such a raid rate of improvement as has been seen for
computers over the last three decades. But other sec-
tors are also witnessing rapid innovation. The pulse
of change is rapid virtually everywhere in the mod-
ern economy—we run in athletic equipment made
of miraculous new materials and relax while listen-
ing to crystal-clear audio equipment. Our under-
standing of economic trends and policies must
reflect this rapid change in our societies.

Economics is increasingly attentive to rapid inno-
vation. In macroeconomics, new economic growth
theories emphasize the importance of technology,
invention, and human capital in the growth process.
In microeconomics, we have included a new section
on the economics of information, showing how
externalities in the production of information and
new technologies lead to market failures. A case
study of the economics of the Internet explores the
dilemmas of pricing information.

3. Innovation in Economics. In addition,
we emphasize innovations in economics itself. Econ-
omists are innovators, and economic ideas can pro-
duce tidal waves when they are applied to real-world
problems. Among the important innovations studied
here is the application of economics to our environ-
mental problems through “emissions trading” plans.
Other important economic innovations discussed
are improved regulatory mechanisms and radical
ideas such as European monetary unification. One
of the most influential economic innovations of the
last few years involves the measurement of consumer
prices. Economists have persuasively argued that bet-
ter techniques for measuring prices show much
more rapid improvement in the quality of goods and
services; the striking implication of these analyses is
that we may have dramatically underestimated the
growth in living standards in recent years,

4. Small Is Beautiful. Economics has
increased its scope greatly over the last half-century.
The flag of economics flies over its traditional terri-
tory of the marketplace but also covers the environ-
ment, legal studies, statistical and historical meth-
ods, art, gender and racial discrimination, and even
family life. But at its core, economics is the science of
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choice. And this means that we, as the authors, have
to choose the most important and enduring issues
for this text. In a survey as in a meal, small is beauti-
ful because it is digestible.

Choosing the subjects for this text required many
hard choices. To select these topics, we surveyed
teachers and leading scholars to determine which
ones were most crucial for an informed citizenry and
a new generation of economists. We drew up a list of
key ideas and said sad farewell to many appendices
and sections. At every stage, we asked whether the
material was, as best as we could predict, necessary
for a student’s understanding of the economics of
the twenty-first century. Only when a subject passed
this test was it included. The result of this campaign
is 2 book that has lost more than one-quarter of its
weight in the last two editions. Farming, labor
unions, and Marxian economics have been trimmed
to make room for environmental economics, infor-
mation economics, and real business cycles.

5. Policy Issues at Century’s End. Fach
generation of economists finds new challenges to
contend with in the attempt to understand the evolv-
ing economic policy problems. Three areas that have
been at the forefront of economics in the last decade
have received expanded treatment in the sixteenth
edition. As human societies grow, they begin to over-
whelm the environment and ecosystems of the nat-
ural world around us. Environmental economics, pre-
sented in Chapter 18, helps students understand the
externalities associated with economic activity and
analyzes different approaches to making human
economies compatible with natural systems. A sec-
ond area of growing importance has been health-care
economics. As humans become more affluent, they
naturally pay more attention to their own health and
longevity, and the result is a rapidly growing share of
national output devoted to health care. But health
care poses fundamental economic dilemmas as the
principles of equality and universal coverage collide
with the fact of scarcity. Chapter 19 analyzes these
questions and presents some innovative ideas about
how to resolve these dilemmas. A third growing area
is international economics. A new Chapter 31 is
devoted to apen-economy macroeconomics, which studies
the behavior of our economy when it is part of a
larger world economy. Our treatment of interna-
tional economics has been expanded and integrated
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into every section of the text. In addition, we have
reorganized the last part of the book to emphasize
the major issues in the international arena.

6. The Incredible Shrinking Globe. A cen-
tury ago, the leading military strategist of the age,
Captain A. T. Mahan, declared in his important book
The Influence of Sea Power on History: “Whether they
will or no, Americans must now begin to look out-
ward.” President Bill Clinton echoed these words
when he wrote about economic affairs, “There is sim-
ply no way to close our borders and return to the
insular days. To try to do so would be an exercise in
futility, doomed not only to fail but to lower living
standards in the process.” Americans are learning
that no nation is an island. Immigration and inter-
national trade have profound effects on the goods
that are available, the prices we pay, and the wages
we earn. Labor economists have found that the surge
of uneducated immigrants over the last two decades
has been an important contributor to the declining
real wages of unskilled workers. Development econ-
omists have found striking results regarding the
impact of economic openness on economic growth.
No complete understanding of modern economics is
possible without a thorough grounding in the world
economy. The sixteenth edition continues to
increase the material devoted to international eco-
nomics and the interaction between international
trade and domestic economic events.

7. Advances in Modern Macroeconomics.
One of the major obstacles to understanding mod-
ern economics is the proliferation of contesting
schools of macroeconomics. Teachers often wonder
how students can understand the subject when
macroeconomists themselves are so divided. While
many fret about the divisiveness of modern macro-
economics, we think it is a sign of health and prefer
lively debate to complacent consensus.

The sixteenth edition analyzes all major schools
of modern macroeconomics within the clear orga-
nizing synthesis of aggregate supply and demand.
We show how macroeconomics of the Keynesian, old
and new ~classical, supply-side, and monetarist vari-
eties can be understood as emphasizing different
aspects of expectations, market clearing, and aggre-
gate demand. Each school is clearly presented and
compared with its competitors in a balanced and
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evenhanded way. For each, the empirical evidence is
presented and evaluated. The major schools are pre-
sented in Chapter 32, “The Warring Schools of
Macroeconomics.” But we also emphasize the impor-
tance of the policy implications of the different
approaches. These questions are addressed in a com-
pletely reorganized Chapter 33 called “Policies for
Growth and Stability,” which examines the role of
budget deficits and considers such issues as rules
versus discretion.

Although much macroeconomic combat is
devoted to arguing about the sources of the business
cycle, one of the major recent developments in eco-
nomics has been the resurgence of attention to the
forces underlying long-run economic growth. Econ-
omists are increasingly examining the determinants
of long-run economic growth, the sources of the
slowdown in productivity growth, and the generation
of innovation and new technological knowledge.
Putting economic growth front and center is neces-
sary if students are to understand modern debates
about the role of government debt and deficits. The
sixteenth edition reflects this revival by synthesizing
growth theories and findings into the central section
on macroeconomics. We include growth theory as an
integral part of aggregate supply and potential out-
put and have revised and moved the chapter on
economic development to follow the material on
economic-growth theory.

8. Triumph of the Market. One leitmotif in
this edition is what we call “rediscovery of the mar-
ket.” All around the world, nations are discovering
the power of the market as a tool for allocating
resources.  In 1990, Poland embarked on a grand
experiment of undergoing “shock therapy” by intro-
ducing markets into much of its economy. Russia
started down the road by liberalizing prices in 1991
but seemed to take one step backwards for every two
steps forward. Nowhere was the transition painless.
Virtually every country found that the road to the
market was filled with obstacles such as raging infla-
tion, high unemployment, and sharp declines in real
wages and output. But by 1997, signs of recovery
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were found in those transition economies that had
moved decisively.

The market was rediscovered in market econ-
omies as well. Many countries deregulated industries
or privatized industries that had been in the public
sectors. The results were generally favorable as pro-
ductivity rose and prices fell in those sectors. Coun-
tries were applying market principles to novel areas,
for example, by allowing pollution permits to be
bought and sold or auctioning off the radio spec-
trum. These topics are part of the sixteenth edition’s
analysis of how market economies promote effi-
ciency but also of the need for limited public con-
trols.

9. Emphasis on History and Policy. St-
dents study economics to understand the rapidly
changing world around them. For this reason, eco-
nomics is at its core an empirical science. It first aims-
to explain the world around us and then helps us
devise economic policies, based on sound economic
principles, that can enhance the living standards of
people at home and abroad.

Drawing upon history, economic chronicles, and
the experience of the authors, the sixteenth edition
continues to emphasize the use of case studies and
empirical evidence to illustrate economic theories.
The rediscovery of the market is made vivid when we
examine how central planning failed or the way the
East Asian economies have grown so rapidly. The
dilemmas involved in combating poverty become
real when we understand the 1996 welfare reforms
or the problems of the current health-care system.
Our appreciation of macroeconomic analysis
increases when we see how government deficits in
the 1980s lowered national saving and slowed capital
accumulation in the United States or when we exam-
ine the promises and pitfalls of the European Mone-
tary Union.

The microeconomic chapters draw upon case
studies, economic history, business decisions, and
real-world experience to illustrate the fundamental
principles. Examples such as the economics of addic-
tive substances, the health-care crisis, the threat of
greenhouse warming, the minimum-wage debate,
performance regulation, trading pollution permits,
and the history of stock markets help bring the the-
orems of microeconomics to life. Game theory
becomes serious—and has striking implications—




