it

e

LINDSEY




EpwIN G. DOLAN

President, American Institute of Business and Economics, Moscow
and
Visiting Professor, Gettysburg College

DAvVID E. LINDSEY

Deputy Director, Division of Research and Statistics
Board of Governors of the Federal Reserve System

THE DRYDEN PRESS
HARCOURT BRACE COLLEGE PUBLISHERS

Fort Worth  Philadelphia ~ San Diego  New York  Orlando  Austin ~ San Antonio
Toronto  Montreal ~ London — Sydney  Tokyo



Acquisitions Editor ~ Rick Hammonds
Developmental Editors  Paul Stewart, Jeanie Anirudhan
Project Editors  Cheryl Hauser, Charles Dierker
Aret Director  Melinda Huff
Production Managers  Alison Howell, Marilyn Williams
Marketing Manager ~ Scott Timian
Publisher  Liz Widdicombe
Director of Editing, Design, and Production  Diane Southworth
Copy Editor  Leslie Leland Frank
Proofreader/Indexer  Kristina Sanfilippo De Vico
Compositor  Black Dot Graphics
Text Type  10.5/12 Adobe Garamond
Cover Image  Haruhi Fujii/Photonica

Copyright © 1994, 1991, 1988, 1986, 1983, 1980, 1977 by The Dryden Press

All rights reserved. No part of this publication may be reproduced or transmitted in any form or by any
means, electronic or mechanical, including photocopy, recording, or any information storage and
retrieval system, without permission in writing from the publisher.

Requests for permission to make copies of any part of the work should be mailed to: Permissions
Department, Harcourt Brace & Company, 8th Floor, Orlando, FL 32887.

Addyess for Editorial Correspondence
The Dryden Press, 301 Commerce Street, Suite 3700, Fort Worch, TX 76102

Address for Orders
The Dryden Press, 6277 Sea Harbor Drive, Orlando, FL 32887
1-800-782-4479, or 1-800-433-0001 (in Florida)

Library of Congress
ISBN Version Caralog Card Number
0-03-097570-0 Macroeconomics 93-71249

Printed in the United States of America
3456789012 048 987654321

The Dryden Press
Harcourt Brace College Publishers



CIVILIAN UNEMPLOYMENT RATE, 1948—92 [PERCENT;' MONTHLY DATA SEASONALLY ADJUSTED]

e Males Females o P é

I 1 g [F1] 4]

E B = : 13 Bl g : _E ki

] g g a ] L] E g :

8 : g g4 S 18335 ¢

5 -E ) §, 3 & a 3 2 3 3 - 2 E

g o 2|3 < | 8 3 |o=|E é § 3 E-'U g 8| 25

- | &2 |[RE|A | 5 [R§|A 2 8|58 B
3.8 3.6 9.8 3.2 4.1 8.3 3.6 9.2 3.5 5.9 3% TN [ ETR
5.9 59 | 143 5.4 6.0 | 123 5.3 13.4 5.6 8.9 6.8 3.5
5.3 51 | 12.7 4.7 5.7 | 11.4 5.1 12.2 49 9.0 6.0 4.6
3.3 2.8 8.1 2.5 4.4 8.3 4.0 8.2 3.1 5.3 3.7 L5 | s
3.0 2.8 8.9 2.4 3.6 8.0 3.2 8.5 2.8 5.4 3.4 | S (.
29 2.8 7.9 25 33 7.2 2.9 7.6 2.7 4.5 32 1.7 e
5.5 53 | 13.5 4.9 60 | 114 5.5 12.6 5.0 9.9 6.2 4.0 | i
44 4.2 | 11.6 3.8 49 | 10.2 4.4 11.0 3.9 8.7 4.8 26 | i
4.1 3.8 | 11.1 3.4 4.8 | 11.2 4.2 11.1 3.6 8.3 4.4 2.3 | e
4.3 4.1 12.4 3.6 4.7 | 10.6 4.1 11.6 3.8 7.9 4.6 2.8 | s
6.8 68 | 17.1 6.2 6.8 | 14.3 6.1 15.9 6.1 12.6 7.3 51 | i
5.5 52 | 153 4.7 5.9 | 135 5.2 14.6 4.8 10.7 5.7 36 |
5.5 54 | 15.3 4.7 59 | 13.9 5.1 14.7 5.0 10.2 5.7 3.7 |
6.7 64 | 171 5.7 72 | 163 6.3 16.8 6.0 12.4 6.8 4.6 | creven
5.5 52 | 14.7 4.6 6.2 | 14.6 5.4 14.7 4.9 10.9 5.6 3.6 | e
5.7 52 | 17.2 4.5 6.5 | 17.2 5.4 17.2 5.0 10.8 5.6 34 | e
5.2 4.6 | 158 3.9 6.2 | 166 5.2 16.2 4.6 9.6 5.0 2.8 | s
4.5 4.0 | 14.1 3.2 5.5 | 157 45 14.8 4.1 8.1 4.3 24 | e
3.8 32 | 117 2.5 4.8 | 14.1 3.8 12.8 3.4 7.3 35 1.9 | s
3.8 3.1 | 12.3 2.3 5.2 | 135 4.2 12.9 3.4 7.4 3.6 1.8 4.9
3.6 29 | 116 2.2 4.8 | 14.0 3.8 12.7 3.2 6.7 3.4 1.6 4.4
3.5 28 | 11.4 2.1 47 | 133 3.7 12.2 3.1 6.4 33 1.5 44
4.9 44 | 15.0 3.5 59 [ 156 | 4.8 153 | 45 8.2 4.8 2.6 5.4
5.9 5.3 | 16.6 4.4 69 | 172 5.7 16.9 5.4 9.9 5.7 3.2 7.3
5.6 50 | 15.9 4.0 6.6 | 16.7 5.4 16.2 5.1 10.0 53 2.8 7.2
4.9 42 | 139 33 6.0 | 15.3 4.9 14.5 4.3 9.0 4.5 2.3 7.1
5.6 49 | 156 3.8 6.7 | 16.6 5.5 16.0 5.0 9.9 5.3 2.7 7.0
8.5 7.9 | 20.1 6.8 9.3 | 19.7 8.0 19.9 7.8 13.8 8.2 5.1 10.0
7.7 7.1 19.2 5.9 8.6 | 187 7.4 19.0 7.0 13.1 7.3 4.2 10.1
7.1 63 | 173 5.2 82 | 183 7.0 17.8 6.2 13.1 6.6 3.6 9.4
6.1 5.3 | 15.8 4.3 72 | 17.1 6.0 16.4 5.2 11.9 5.6 2.8 8.5
5.8 5.1 15.9 42 68 | 164 57 16.1 5.1 11.3 5.5 2.8 8.3
7.1 69 [ 183 5.9 74 | 17.2 6.4 17.8 6.3 13.1 6.9 4.2 9.2
7.6 7.4 | 20.1 6.3 7.9 | 19.0 6.8 19.6 6.7 14.2 7.3 43 10.4
9.7 9.9 | 244 8.8 9.4 | 219 8.3 23.2 8.6 17.3 9.3 6.5 11.7
9.6 9.9 | 233 8.9 9.2 | 213 8.1 22.4 8.4 17.8 9.2 6.5 12.2
7.5 74 | 19.6 6.6 7.6 | 18.0 6.8 18.9 6.5 14.4 7.1 4.6 10.3
7.2 7.0 | 195 6.2 74 | 17.6 6.6 18.6 6.2 13.7 6.8 4.3 10.4
7.0 6.9 | 19.0 6.1 7.1 17.6 6.2 18.3 6.0 13.1 6.6 4.4 9.8
6.2 62 | 178 5.4 62 | 159 5.4 16.9 5.3 11.6 5.8 3.9 9.2
5.5 55 | 16.0 4.8 56 | 144 4.9 15.3 4.7 10.4 5.2 33 8.1
5.3 52 | 15.9 4.5 54 | 14.0 4.7 15.0 4.5 10.0 5.0 3.0 8.1
5.5 56 | 163 4.9 5.4 | 147 4.8 15.5 4.7 10.1 5.3 3.4 8.2
6.7 7.0 | 19.8 6.3 63 | 174 5.7 18.6 6.0 11.1 6.5 4.4 9.1
7.4 7.8 | 215 7.0 69 | 185 6.3 20.0 6.5 12.7 7.1 5.0 2.9

'Unemployed as percent of civilian labor force in group specified. Note.—Data relate to persons 16 years of age and over.
Data for 1949 and 195154 are for April; 1950, for March. Source: Department of Labor, Bureau of Labor Statistics.




THE DRYDEN PRESS

SERIES IN ECONOMICS

Asch and Seneca
GOVERNMENT AND THE MARKET-

PLACE
Second Edition

Baker
AN INTRODUCTION TO INTERNA-

TIONAL ECONOMICS

Baumol and Blinder
ECONOMICS: PRINCIPLES AND POLICY
Sixth Edition (Also available in micro and macro

paperbacks)

Baumol, Panzar, and Willig
CONTESTABLE MARKETS AND THE
THEORY OF INDUSTRY STRUCTURE
Revised Edition

Berch
THE ENDLESS DAY: THE POLITICAL
ECONOMY OF WOMEN AND WORK

Breit and Elzinga

THE ANTITRUST CASEBOOK: MILE-
STONES IN ECONOMIC REGULATION
Second Edition

Brue

THE EVOLUTION OF ECONOMIC
THOUGHT

Fifth Edition

Campbell, Campbell, and Dolan
MONEY, BANKING, AND MONETARY
POLICY

Claudon and Olsen
ECO TALK

DIDELE

Demmert
ECONOMICS: UNDERSTANDING THE
MARKET PROCESS

Dolan and Lindsey

ECONOMICS

Seventh Edition (Also available in micro and
macro paperbacks)

Eckert and Leftwich

THE PRICE SYSTEM AND RESOURCE
ALLOCATION

Tenth Edition

Edgmand, Moomaw, and Olson
ECONOMICS AND CONTEMPORARY
ISSUES

Estey

THE UNIONS: STRUCTURE, DEVELOP-
MENT, AND MANAGEMENT

Third Edition

Friedman
MILTON FRIEDMAN SPEAKS (VIDEQO)

Gardner
COMPARATIVE ECONOMIC SYSTEMS

Glahe

MICROECONOMICS: THEORY AND
APPLICATION

Second Edition

Green
INTERMEDIATE MACROECONOMICS

Gwartney and Stroup

ECONOMICS: PRIVATE AND PUBLIC
CHOICE

Sixth Edition (Also available in micro and macro
paperbacks)

Gwartney and Stroup
INTRODUCTION TO ECONOMICS: THE
WEALTH AND POVERTY OF NATIONS

Heilbroner and Singer

THE ECONOMIC TRANSFORMATION
OF AMERICA: 1600 TO THE PRESENT
Second Edition

Hirsch and Rufolo
PUBLIC FINANCE AND EXPENDITURE
IN A FEDERAL SYSTEM

Hirschey and Pappas

FUNDAMENTALS OF MANAGERIAL
ECONOMICS

Fourth Fdition

Hirschey and Pappas
MANAGERIAL ECONOMICS

Seventh Edition

Hoerneman, Howard, Wilson, and Cole
CAPER: COMPUTER ASSISTED PRO-
GRAM FOR ECONOMIC REVIEW

Hyman
PUBLIC FINANCE: A CONTEMPORARY
APPLICATION OF THEORY TO POLICY

Fourth Edition

ix



X +

Johnson and Roberts

MONEY AND BANKING: A MARKET-
ORIENTED APPROACH

Third Edition

Kaufman
THE ECONOMICS OF LABOR MARKETS

Fourth Edition

Keating and Wilson
FUNDAMENTALS OF MANAGERIAL
ECONOMICS

Keating and Wilson
MANAGERIAL ECONOMICS
Second FEdition

Kennett and Lieberman

THE ROAD TO CAPITALISM: THE
ECONOMIC TRANSFORMATION OF
EASTERN EUROPE AND THE FORMER
SOVIET UNION

Kidwell, Peterson, and Blackwell
FINANCIAL INSTITUTIONS, MARKETS,
AND MONEY

Fifth Edition

Kohn

MONEY, BANKING, AND FINANCIAL
MARKETS

Second Edition

Kreinin

INTERNATIONAL ECONOMICS:
A POLICY APPROACH

Sixth Edition

Landsburg
PRICE THEORY AND APPLICATIONS
Second Edition

Link, Miller, and Bergman
ECONOGRAPH II: INTERACTIVE SOFT-
WARE FOR PRINCIPLES OF ECONOMICS

THE DRYDEN PRESS SERIES IN ECONOMICS

Lott and Ray
APPLIED ECONOMETRICS WITH DATA
SETS

Nicholson

INTERMEDIATE MICROECONOMICS
AND ITS APPLICATION

Sixth Edition

Nicholson

MICROECONOMIC THEORY: BASIC
PRINCIPLES AND EXTENSIONS
Fifth Edition

Ormiston

INTERMEDIATE MICROECONOMICS

Puth
AMERICAN ECONOMIC HISTORY
Third Edition

Ragan and Thomas

PRINCIPLES OF ECONOMICS
Secand Edition (also available in micro
and macro paperbacks)

Ramanathan

INTRODUCTORY ECONOMETRICS
WITH APPLICATIONS

Second Edition

Rukstad

CORPORATE DECISION MAKING IN
THE WORLD ECONOMY: COMPANY
CASE STUDIES

Rukstad

MACROECONOMIC DECISION MAKING
IN THE WORLD ECONOMY: TEXT AND
CASES

Third Edition

Samuelson and Marks
MANAGERIAL ECONOMICS

Scarth

MACROECONOMICS: AN INTRODUC-
TION TO ADVANCED METHODS
Third Edition

Smith and Spudeck
INTEREST RATES: PRINCIPLES AND
APPLICATIONS

Thomas

ECONOMICS: PRINCIPLES AND
APPLICATIONS

(Also available in micro and macro paperbacks)

Wachtel
LABOR AND THE ECONOMY
Third Edition

‘Walton and Rockoff

HISTORY OF THE AMERICAN
ECONOMY

Seventh Edition

Welch and Welch
ECONOMICS: THEORY AND PRACTICE
Fourth Edition

Yarbrough and Yarbrough

THE WORLD ECONOMY: TRADE AND
FINANCE

Third Edition

Zimbalist, Sherman, and Brown
COMPARING ECONOMIC SYSTEMS: A
POLITICAL-ECONOMIC APPROACH
Second Edition

THE HARCOURT BRACE

COLLEGE OUTLINE SERIES
Emery

PRINCIPLES OF ECONOMICS: MACRO-
ECONOMICS

Emery
PRINCIPLES OF ECONOMICS: MICRO-
ECONOMICS

Emery
INTERMEDIATE MICROECONOMICS



PREFACE

22D €EE

In the twenty years since we began collaboration on this textbook, the only constant in
economics has been change.

In part the changes have been in the discipline of economics. In macroeconomics,
new-Classical and new-Keynesian economists have taught us much about the dynamics
of inflation and unemployment, the role of expectations in shaping economic behavior,
and the interaction of the domestic and world economies. In microeconomics, the con-
tributions of public choice theory have lent a new perspective to many policy issues; neo-
institutionalists have provided new insights on transaction costs, property rights, and the
economic role of information; and the work of the modern Austrian school has brought
a new emphasis to the role of entrepreneurship.

But even more importantly, the economic world itself has changed. Of all these
changes, none has been more dramatic than the fall of communism in Eastern Europe
and the Soviet Union, and the embarkation of more than twenty newly free or newly in-
dependent countries on the difficult transition to a market economy.

Both of us have found ourselves playing bit parts in this economic drama.

Since 1990, I (Edwin G. Dolan) have spent more than half of my time teaching
economics and business to Russian students in Moscow. For my students there, econom-
ics is a “required course” not in terms of some college catalog, but in terms of survival.
To study economics and business in Russia today is literally to walk through a door from
one world into another.

Meanwhile, I (David E. Lindsey) have travelled as part of a joint IMF-Federal Re-
serve team of advisers to the Central Bank of Kirghizstan. This remote and mountain-
ous country has become a leader among the newly independent Central Asian states in
adopting market institutions. I have participated directly in such fundamental steps as
the introduction of a new currency and the establishment of security markets.

These experiences have affected us and this text profoundly. This is a book about
first principles, and nothing so sharpens one’s focus on first principles as teaching them
and debating them in those places where a new economic system is being built from
scratch. Thus, in revising this text for the sixth time, we have achieved a fresher petspec-
tive on the subject matter than at any time since the project was first undertaken. This
new edition includes the following:

1. A return to basics. The most visible change in the textbook is a return to ba-
sics. Users will note immediately that the seventh edition of Ecoromics is sig-
nificantly shorter than the sixth edition; in fact, it is only a little longer than
the very first edition published in 1977 under the title of Basic Economics.

CHANGE IS THE
ONLY CONSTANT

FEATURES OF
THE SEVENTH
EDITION
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THE PACKAGE

The guiding principle in selecting topics for this edition has been the need
to know. Essential principles are set forth with the same clarity and detail
as ever. However, many topics added along the way—topics that drew
headlines a decade ago but proved to be of only passing interest—have
been cut.

2. Integrated international economics. As the world economy itself comes closer
together, international economics must be more closely integrated into the
principles course. Accordingly, topics in international economic theory and
policy, ranging from balance of payments accounts to the foreign exchange
operations of the Fed, are introduced in the chapters where they occur nat-
urally, rather than presented separately in a single chapter. The special in-
ternational sections in many chapters are identified in the table of contents
by a world map logo.

3.  One-model macro option. As one part of the focus on basics, the macroeco-
nomic chapters offer a one-model option for teaching the theory of income
determination. Fiscal and monetary policy, as well as the theory of infla-
tion and unemployment, can all be taught using the aggregate supply and
demand model alone. Chapter 8, which covers the Keynesian income-
expenditure model, is self-contained and can be omitted without loss of
continuity.

4. State of the art pedagogy. The experience of teaching economics to a new
audience has led us to focus again on how topics are presented, as well as
on the selection of topics. The result, as in all previous editions, is a text-
book that is a leader in terms of pedagogy. An abundance of case studies
introduce and illustrate the subject matter of every chapter. The most de-
tailed appendix on graphs in any textbook helps students cope with what
for some is a stumbling block to the study of economics. Problems and top-
ics for discussion are keyed directly to learning objectives.

For instructors who want still more, additional questions, cases, and topics are

available in the study guide and instructor’s manual that accompany this text. A

new feature of the instructor’s manual, entitled “In Depth,” presents extensions

of basic theory and supplementary topics that were covered in the main text of
the longer sixth edition. Thus, users of previous editions who want to cover
such topics as isoquant analysis or the J-curve effect may continue to do so.

TEST BANK A BY ED HUME, TEXAS TECH UNIVERSITY

TEST BANK B BY EDWIN G. DOLAN

This edition has two test banks to increase the number and variety of questions available.
Test Bank A is based on the previous test bank and has been exhaustively edited and up-
dated; this test bank links more than 2,000 questions to subject headings. Test Bank B
will link some 3,000 questions to specific page references in the text. Both test banks
will be available for IBM and Macintosh formats on EXAMASTER+. EXAMASTER+
allows you to add and edit your own questions, create and edit graphics, print scrambled
versions of tests, convert multiple-choice questions to open-ended questions, plus much
more.



INSTRUCTOR’S MANUAL BY EDWIN G. DOLAN AND DAVID E. LINDSEY

The Instructor’s Manual has been expanded to include material which previously ap-
peared in the sixth edition of the text in a section called “In Depth.” All of this material
has been appropriately updated, can be easily included in lectures, and will include the
appropriate transparency masters. The manual also includes all of its traditional ele-

ments:
+ What's Different Here and Why
+ Instructional Objectives
+ Lecture Notes and Suggestions
+ Examination Problems and Essays
+ Answers to Selected Problems and Topics for Discussion

STUDY GUIDE By EDWIN G. DOLAN AND DAVID E. LINDSEY

The Study Guide has hands-on applications and self-testing programs. It is available in
three versions for Economics, Microeconomics, and Macroeconomics. Students can gain an
advantage by reinforcing their reading and lecture notes with the following study guide
features:

+

Where You're Going. The objectives and terms for each chapter are recapped

to tie concepts together.

+  Walking Tour. The “Walking Tour” section provides a narrative summary of
the chapter and incorporates questions on key points. Answers are given in
the margin.

+  Hands On. Geographical and numerical exercises clarify concepts and bet-
tet prepate students for tests and quizzes.

+  Economics in the News. A news item illustrates how concepts covered in the
chapter can appear in the real world. Questions and answers reinforce the
concepts.

+  Questions for Review. These questions and answers follow the key chapter
concepts, preparing students for the self-test.

+  Self-Test. Extra test preparation increases a student’s understanding and
ability to succeed.

+  Don’t Make This Common Mistake. Traps and pitfalls are identified so that
students can learn from others’ mistakes.

+  Careers in Economics. Formally an appendix in the text, this material pro-

vides students with an understanding of where the study of economics

could lead them.

TUTORIAL AND GRAPHING SOFTWARE

BY TODD PORTER AND TERESA RILEY, YOUNGSTOWN STATE UNIVERSITY

This award winning student software has been significantly enhanced to contain an ex-
tensive chapter-by-chapter tutorial, a hands-on graphing section where students are

PREFACE

+
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actually required to draw curves (with keystrokes or a mouse), and a practice exam for
each section. Available for DOS based computers.

GRAPHPAC

A highly useful note-taking tool for the student, GraphPac includes all of the graphs in
the book, with room for notes.

MACINTOSH TUTORIAL SOFTWARE

Student study software for the Macintosh environment. Students will be able to follow
the outline of the core concepts, improving study skills and retention.

PRESENTATION SOFTWARE

Menu driven, DOS-based presentation software.

Illustrates more than 150 figures from the book.

Topics are easily accessed (by chapter and figure number) at any time.
Allows user to add lecture notes, video, and laser disk material.

o+ +

LASER DISKS

+ A brief, five to seven minute video from CBS begins each learning section,
with related animated graphics following. Once students understand the
concepts, they are challenged with critical thinking questions.

+ Economic principles (supply and demand, factors of production, and so
on) are presented graphically.

ECONOMICS IN FOCUS VIDEO

This quarterly video series facilitates multi-level learning and critical thinking through
its up-to-date coverage of current events. Consisting of recent segments from The
MacNeil/Lehrer News Hour, it focuses on economic issues important to students, and
their understanding of the economy.

Economics in Focus looks at three major themes:

+  International Economics Scene covers free trade, foreign policy, and
other issues.

+  Economic Challenges and Problems explores topics such as declining in-
comes, the budget deficit, and inflation.

+  The Political Economy looks at the role of the government, free enter-
prise, and economic stabilization.

Each issue of Economics in Focus closes with a special feature story or one-to-one inter-
view with a noted economist.



MEDIA INSTRUCTOR’S MANUAL

A printed manual explains how the laser disc coordinates with the text. It contains video
segments summaries, graphic segment summaries, basic concepts summaries, suggested
questions for class discussion, and critical thinking questions for each chapter.

TRANSPARENCY ACETATES

The full four-color transparency program for this edition will include all figures from
the text.

We wish to thank the following people for their help in revising this edition: Nestor
Arguea, University of West Florida; Charles Bennett, Gannon University; Donald
Dutkowsky, Syracuse University; John A. Flanders, Central Methodist College; Susan
Linz, Michigan State University; Richard Milam, Appalachian State University; William
E. Merkle, Bob Jones University; Tim Nash, Northwood Institute; Tim Perri, Ap-
palachian State University; Phillip Smith, DeKalb College—Central; Robert Sorensen,
University of Missouri-St. Louis; Roy Van Til, University of Maine~Farmington; Alice
Tseng, University of North Carolina—Charlotte; Antonio Ventocilla, Ferris State Univer-
sity; John Wade, Western Carolina University. In addition, special words of thanks go to
two individuals. Viktor Lukashevich of St. Petersburg State University in Russia made
many useful comments in the course of translating the sixth edition of this text into
Russian. Carolyn Smith, who worked as a freelance text editor on this edition, as on sev-
eral previous editions, contributed an essential element of polish to the final product. Fi-
nally, thanks are extended to the staff at The Dryden Press for their professionalism and
dedication.

This edition, like previous editions, represents our collaborative work. The views ex-
pressed in this book are ours. Nothing in this book should be construed as necessarily
reflecting the views of the Board of Governors of the Federal Reserve System or other
members of its staff.

Edwin G. Dolan
Great Falls, Virginia

David E. Lindsey
Arlington, Virginia

October 1993

PREFACE +

SOME WORDS
OF THANKS




ABOUT THE AUTHORS

2D €ECE

EDWIN G. DOLAN grew up in the small town of McMinnville, Oregon. He
attended Earlham College and then Indiana University, earning a B.A. degree from In-
diana. After staying at Indiana to earn an M.A. in economics, he completed his Ph.D. at
Yale University. Dolan has taught economics at the University of Connecticut, Dart-
mouth College, the University of Chicago, George Mason University, and, currently, at
Gettysburg College. He has also served as a specialist in transportation regulation, both
in the antitrust division of the U.S. Department of Justice and at the Interstate Com-
merce Commission. His chief research interest is the Russian economic system. A fluent
speaker of Russian, Dolan has taught at Moscow State University, the Moscow Financial
Institute, and the Russian-American University. He is currently president of the Ameri-
can Institute of Business and Economics, which operates an American business school in
Moscow.

DAVID E. LINDSEY comes from the university town of West Lafayette, Indiana.
He received his B.A. from Earlham College, where he and Dolan were roommates. He
then earned a Ph.D. from the University of Chicago under the direction of Milton
Friedman. Lindsey taught economics for several years at Ohio State University and
Macalester College. Since 1974 he has been on the staff of the Board of Governors of
the Federal Reserve System, where he now serves as Deputy Director of the Division of
Research and Statistics and Associate Economist for the Federal Open Market Commit-
tee. Among other recent assignments for the Fed, Lindsey has traveled to Kirghizstan as
an advisor on monetary reform.

Xxix



CONTENTS IN BRIEF

DOIDCLE

PART 1 OVERVIEW OF ECONOMICS 1

CHAPTER 1  THE EcoNoMIc WaY OF THINKING 3
CHAPTER 2 SuprpLy AND DEMAND: THE Basics 39
CHAPTER 3 SurpLy, DEMAND, AND ELASTICITY 69

PART Il INTRODUCTION TO MACROECONOMICS 89

CHAPTER 4 IN SEARCH OF STABILITY AND PROSPERITY 91
CHAPTER 5  THE CIRCULAR FLOW OF INCOME AND PrODUCT 113
CHAPTER 6  MEASURING ECONOMIC ACTIVITY 135

PART III MODELS OF AGGREGATE INCOME AND
PRODUCT 161

CHAPTER 7  THE AGGREGATE SUPPLY AND DEMAND MODEL 163
CHAPTER 8 THE INCOME-EXPENDITURE MODEL 189
CHAPTER 9  FiscaL Pouicy 215

PART IV MONETARY ECONOMICS 241

CHAPTER 10 MONEY AND THE BANKING SYSTEM 243
CHAPTER 11 CENTRAL BANKING AND MONEY CREATION 265
CHAPTER 12 THE SurPLY AND DEMAND FOR MONEY 287
CHAPTER 13 AN INTEGRATED VIEW OF MONETARY AND

FiscaL PoLicy 307

PART V PRICE STABILITY, EMPLOYMENT, AND
ECONOMIC GROWTH 337

CHAPTER 14  INFLATION AND POLICIES FOR ITs CONTROL 339

CHAPTER 15 THE ACCELERATIONIST MODEL OF INFLATION 365

CHAPTER 16 EcONOMIC GROWTH, PRODUCTIVITY, AND SAVING 387

CHAPTER 17 STRATEGIES FOR ECONOMIC STABILIZATION 403

CHAPTER 18 FOREIGN-EXCHANGE MARKETS AND INTERNATIONAL
MONETARY PoLICY 421

DICTIONARY OF ECONOMIC TERMS 443

INDEX 451



TABLE OF CONTENTS

P22 I3

PREFACE xi

Part1  OVERVIEW OF ECONOMICS 1

CHAPTER 1 THE ECONOMIC WAY OF THINKING 3

1.1 Whar? How? Who? For Whom? 6

+  Deciding What to Produce: Opportunity Cost 6
Deciding How to Produce: Efficiency and Entrepreneurship 7
Deciding Who Will Do Which Work: The Division of Labor 10
Deciding for Whom Goods Will Be Produced: Positive and

Normative Economics 13

+ o+ o+

1.2 Coordinating Economic Choices 15
+ A Noneconomic Example 15
+  Spontaneous Order in Markets 15
+  Hierarchies and Authority 16

1.3 Economic Method 17

4+ Theories and Models 17
The Use of Graphs 18
Theory and Fvidence 21
Theories and Forecasts 21
Theory and Policy 21
+  Looking Ahead 23

CASE FOR DISCUSSION: THE NEW FACE OF SHOPPING IN MOSCOW 25

+ o+ o+

APPENDIX TO CHAPTER 1: WORKING WITH GRAPHS 26

CHAPTER 2 SUPPLY AND DEMAND: THE BASICS 39

2.1 Demand 41
+  The Demand Curve 41
+  Shifts in the Demand Curve 43

xix



+ TABLE OF CONTENTS

2.2 Supply 47
+  The Supply Curve 47
+  Shifts in the Supply Curve 49

2.3 The Interaction of Supply and Demand 52
+  Market Equilibrium 52
+  Shortages 53
+  Surpluses 55
Changes in Market Conditions 55
Equilibrium as Spontaneous Order 57
+  Market Adjustment and Entrepreneurship 58

4
+

2.4 Price Floors and Ceilings: An Application 58
+  Price Supports: The Market for Milk 58
+  Price Ceilings: The Case of Rent Control 61
+  Looking Ahead 64

CASE FOR DISCUSSION: SUPPLY AND DEMAND FOR RECYCLED
MATERIALS 67

CHAPTER 3 SUPPLY, DEMAND, AND ELASTICITY 69

3.1 Elasticity 71
+  Price Elasticity of Demand 71
+  Calculating Elasticity of Demand 73
+  Varying- and Constant-Elasticity Demand Curves 75
+  Determinants of Elasticity of Demand 76
+  Income Elasticity of Demand 77
4 Cross-Elasticity of Demand 78
+  Price Elasticity of Supply 79

3.2 Applications of Elasticity 80
4+ Elasticity and Tax Incidence 80
+  Elasticity and Prohibition 82

CASE FOR DISCUSSION: A NOVEL SALES PLOY—CUT PRICES 86

ParTII INTRODUCTION TO MACROECONOMICS 89

CHAPTER 4 IN SEARCH OF STABILITY AND PROSPERITY 91
4.1 High Employment 93

+  Measuring Unemployment 93
+  Gray Areas in the Measurement of Unemployment 95
+  The Employment-Population Ratio 95

_[.

Tipes of Unemployment 96

4.2 Price Stability 98
+  The Costs of Inflation 99



TABLE OF CONTENTS

4.3 Economic Growth 102
+ Measuring Economic Growth 102
+  The Benefits and Costs of Economic Growth 102

4.4 The Business Cycle 106
+  Phases of the Business Cycle 106
+  Unemployment, Output, and Inflation over the Business Cycle 106

CASE FOR DISCUSSION: UNEMPLOYMENT AND POLITICS 111

CHAPTER 5 THE CIRCULAR FLOW OF INCOME AND PRODUCT 113

5.1 The Circular Flow of Income and Product 115
4+ The Basic Circular Flow 115
+  Stocks and Flows 115
+  Money in the Circular Flow 115
+  Domestic Income and Product 118
+  Saving, Investment, and Financial Markets 119

5.2 Aggregate Supply and Demand 121
+  Equilibrium in the Circular Flow 121
+  Disequilibrium 122
+  Reactions to Disequilibrium 123
+  Equality of National Income and Product 123

5.3 Adding Government to the Circular Flow 124
+  Leakages and Injections 126
+  Fquality of Domestic Income and Product 126
+  Government Influence on the Circular Flow: A Preview 127
5.4 Adding the Foreign Sector to the Circular Flow 128
+  Equality of Domestic Income and Product in a System Including a

Foreign Sector 131
4+ Looking Abead 132

CASE FOR DISCUSSION: TEETERING ON THE BRINK OF RECESSION 133

CHAPTER 6 MEASURING ECONOMIC ACTIVITY 135

6.1 The National Income Accounts in Nominal Terms 137
+  Gross Domestic Product 137

+  The Expenditure Approach to Measuring GDP 138

+  Domestic versus National Product 140

+  Gross versus Net Domestic Product 141

+  The Income Approach to Measuring Aggregate Economic Activity 141
+  Reconciling the Income and Expenditure Approaches 143

+  Personal Income 143
6.2 Measuring International Linkages 145
+  The Current Account 145
+  The Capital Account 147
+  Relationship of the Accounts 148

+



TABLE OF CONTENTS

6.3 Measuring Real Income and the Price Level 148
+  Real Gross Domestic Product and the Deflator 148
+  Producer Price Indexes 151
+  How Good Are the National Income Accounts? 152
CASE FOR DISCUSSION: LAID-OFF STEELWORKERS JOIN THE UNDER-
GROUND ECONOMY 155

APPENDIX TO CHAPTER 6: COMPUTATION OF PRICE INDEXES 156

ParT III MODELS OF AGGREGATE INCOME AND
PRODUCT 161

CHAPTER 7 THE AGGREGATE SUPPLY AND DEMAND MODEL 163

7.1 The Aggregate Demand Curve 166

+  Aggregate and Market Demand Curves 167
The Slape of the Aggregate Demand Curve 167
The Elasticity of Aggregate Demand 169
Shifts in the Aggregate Demand Curve 170
The Multiplier Effect 171

e Aggregate Supply Curve 174
Fully Flexible Inpur Prices 174
Gradual Adjustment of Input Prices 175
Shifts in the Short-Run Aggregate Supply Curve 177
Shifts in the Long-Run Aggregate Supply Curve 178

3

=

7.2

7.3 The Interaction of Aggregate Supply and Demand 179
Characteristics of Short- and Long-Run Equilibrium 179
Short-Run Effects of an Increase in Aggregate Demand 181
Transition to a New Long-Run Equilibrium 181

Effects of a Decrease in Aggregate Demand 183

Looking Ahead: Aggregate Supply, Demand, and the

Business Cycle 184
CASE FOR DISCUSSION: SETTING MENU PRICES AT JOSE MULDOON’S

SRR 5 T e B S S A (N S S

CHAPTER 8 THE INCOME-EXPENDITURE MODEL 189

8.1 The Consumption Schedule 191
+  Autonomous Consumption 191
+  Marginal Propensity to Consume 191
+  Shifts in the Consumption Schedule 194

8.2 Graphing the Incotme-Expenditure Model 199

+  The Planned-Expenditure Schedule 199
The Net Exports Component of Planned Expenditure 200
Determining the Equilibrium Level of Domestic Income 203
The Multiplier Effect 204
Modifications in the Multiplier Formula 206

59

ok

187



