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Not long ago, I visited some close friends whose son was home on vacation
from college. I knew he had recently completed his first course in economics and
I was interested in his reaction. What, I wondered, does a very bright under-
graduate attending a college with a national reputation for superior teaching
really bring away from his introductory economics course? As it turned out, his
strongest impression—and probably his most enduring, for he never took an-
other economics course—was that economics was mainly about graphs and
curve shifting!

Needless to say, I was dismayed. But given the increasing incursion of for-
malism and technique into the teaching of undergraduate economics I suppose I
should not have been too surprised. As teachers of economics we can avoid this
kind of outcome and provide students with a lasting appreciation for the power
of the economic way of thinking if only we would appeal as much as possible to
their intuition and to their experience. We need not deny theory its proper role
in the introductory economics course; we need only present it as systematic com-
mon sense. It is in that spirit that I have written Economics: Understanding the
Market Process for the first college course in economics. I have sought to show
how a few simple but powerful principles can help make sense of the incredibly
rich but otherwise mystifying diversity of economic life. I have included numer-
ous examples and applications to support and demonstrate this proposition. Con-
trary to the current fashion in textbook publishing, however, I have chosen to
weave them into the fabric of the text itself rather than pull them out and high-
light them in separate boxes. I believe the result is not only sound pedagogy but
also a more coherent and readable text. (A list of these examples can be found
after the Table of Contents.)

Economics: Understanding the Market Process is divided into three main sec-
tions: an introduction (Chapters 1-5), a microeconomics core (Chapters 6—14)
and a macroeconomics core (Chapters 15-23). It concludes with a chapter

iii



iv

PREFACE

on international economics (Chapter 24). As a relatively short book it can be
used in a one-semester survey course covering both micro and macro; but, be-
cause it covers all of the essential topics in both areas, it can also be used in
place of more encyclopedic principles textbooks by an instructor who wishes to
emphasize depth rather than breadth in a two-semester (or two-quarter) course.
The text has been constructed to provide the option of either a micro—macro or
a macro—micro sequence. Additional flexibility is provided by the fact that some
chapters, such as the one on international economics, can pretty much stand
alone after the introductory material has been covered. (See the Instructor’s
Manual for more details on coverage and sequence options.)

Chapter 1 introduces the student to the nature of economic problems and
methods. In the next three chapters, the standard material on supply and demand
(Chapter 3) is preceded by an analysis of the logic of individual specialization
and exchange (Chapter 2) and followed by an extensive discussion of the role of
market processes in solving the immense coordination problems in a world of
continuous change (Chapter 4). By proceeding from the level of the individual
to that of the market and on to that of a system of interdependent markets, this
arrangement effectively demonstrates the power of the “‘invisible hand” in co-
ordinating the world’s economic activity. Chapter 5 discusses the economic role
of the command processes available to governments as an alternative to market
coordination. On the normative side, it covers the standard material on market
failure; on the positive side, it introduces the economic theory of public choice,
which is then used throughout the remainder of the text as a framework for
understanding why government does what it actually does (which, of course, is
frequently inconsistent with what the normative theory says it should do). With-
out such a consistent theory of government behavior, the reasons for so many
questionable economic policies escape the student. *“If economics says trade
protection (or rent control, etc.) is so harmful, why does the government do it?”
Public choice theory provides a set of consistent answers.

Drawing a line between the introduction and the micro core after Chapter 5 is
somewhat arbitrary, for either Chapter 6, or 7, or both can be treated as part of
the introductory material. Chapter 6 introduces and applies the concepts of de-
mand and supply elasticity, and Chapter 7 explores the logic and implications of
augmenting market coordination with managerial coordination within business
firms, focusing particularly on those firms organized as corporations. Chapter 8
considers the firm’s production and cost functions as a prelude to the analysis of
price and output determination in price takers’ markets (Chapter 9) and price
setters’ markets (Chapter 10). Although the complete models of pure competition
and monopoly are developed in Chapters 9 and 10, respectively, theoretical for-
malism is minimized in coverage of the intermediate cases of “‘imperfect com-
petition.” Instead of constructing elaborate theoretical models of oligopoly and
monopolistic competition, the text discusses the nature of rivalrous competition
and the conditions necessary for collusion in concentrated markets (Chapter 11)
and focuses on the process of innovation, experimentation, and discovery in
markets with differentiated products (Chapter 12). Chapter 13 looks at antitrust,
regulatory, and environmental policies from both a normative and positive (pub-
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lic choice) viewpoint, and Chapter 14 introduces the general economics of factor
markets and income distribution, focusing primarily on the labor market. (Al-
though Chapter 14 concludes the micro core, it is a stand-alone chapter that can
be assigned at any time after the introductory material has been covered.)

The macro core begins in Chapter 15 with a general overview of macroeco-
nomic issues that provides the student with a perspective on recent macro-
economic history and a frame of reference for organizing the material that fol-
lows. After presenting the standard material on the national income accounts
(Chapter 16) and the banking system and money creation (Chapter 17), the book
turns to a historical overview of the classical-Keynesian debate in Chapter 18. 1
believe that an appreciation of the roots of this debate is crucial for understanding
the issues of modern macroeconomics. Having illustrated the macroeconomic
importance of wage adjustments in Chapter 18, the book goes on to provide a
comprehensive overview of the aggregate labor market in Chapter 19 where
modern job search and contract theories of unemployment and wage adjustment
are developed. These theories are then integrated into the modern theory of ag-
gregate supply and the business cycle in Chapter 20. Together Chapters 19 and
20 provide a firm foundation for the treatment of the monetary (Chapter 21) and
income—expenditure (Chapter 22) theories of aggregate demand. Monetary and
fiscal policies, the basics of which are introduced in Chapters 21 and 22, respec-
tively, are then subjected to a more critical evaluation in Chapter 23, which
concludes with an application of public choice theory to macroeconomic policy.

I have chosen to use the aggregate supply—aggregate demand apparatus
(which I take great care to distinguish from the market supply—demand model)
as the principal analytical framework throughout the macro core. In so doing, I
have confined the Keynesian income—expenditure model, which in some text-
books is still the dominant mode of macroeconomic analysis, to a single chapter
(Chapter 22), where I treat it as simply one framework for the analysis of aggre-
gate demand. The equation of exchange is given equal billing as a framework
for analyzing the monetary aspects of aggregate demand in Chapter 21.

Chapter 24 covers international economics. I should, however, emphasize that
it is not the student’s first encounter with the world economy; numerous examples
and applications throughout the text highlight the international dimensions of
economic issues. The logic of international trade shows up as early as Chap-
ter 2. In Chapter 4 1 have deliberately chosen examples of market interdepen-
dence that extend across international borders. In Chapter 5 I apply public choice
theory to protectionism. Differences in employment practices between American
and Japanese firms highlight an example in Chapter 9, which concludes with an
application of the purely competitive model to the international market for oil
tanker services. Chapter 11 discusses some international cartels. Chapter 16 in-
troduces the concept of trade balances and examines their relationship to domes-
tic saving and investment in the context of national income accounts. Chapter 22
shows how trade flows affect aggregate demand and domestic GNP. Chapter 24
simply wraps the international economy into a single neat package which, as
noted, can stand pretty much on its own after the introductory material has been
covered.
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Economics has changed dramatically over the past quarter century. Trans-
actions costs, incomplete information, efficient capital markets, property rights,
public choice, agency costs, search costs, implicit contracts, customer markets,
rational expectations, and the political business cycle are all relatively new con-
cepts that have contributed greatly to our ability to make sense of otherwise
mystifying economic phenomena. What makes this a truly modern textbook is
that it introduces such concepts on the ground floor, making them integral ele-
ments of the analysis rather than simply grafting them on as afterthoughts.

Economics: Understanding the Market Process is available in a complete
package including the textbook, a Study Guide prepared by Saul Kaufler of Los
Angeles Pierce College, an Instructor’s Manual (containing for each chapter an
annotated outline, a list of distinctive features and points to emphasize, teaching
suggestions, and answers to end-of-chapter questions), a Test Bank (in both pa-
perback and computerized versions), and a set of Transparency Masters.

This book has been more than eight years in preparation, having been revised
and rewritten numerous times. Among those who deserve my thanks for their
helpful comments and suggestions on various versions of the manuscript are
the following reviewers: Gerald Breger, University of South Carolina; William
Davis, Western Kentucky University; Stephen Sacks, University of Connecticut-
Storrs; Richard Towey; and Donald Wells, University of Arizona.

Finally, I would like to thank my family for helping me to ride out the many
highs and lows that inevitably accompany a project like this, and to survive with
my sanity nearly intact.
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