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PREFACE

I’ll confess: This book has a secret agenda. I wrote this book to teach students how to
think like economists, but my ultimate motive for writing it was my own satisfaction—
I seek the delight that arises in me when a student becomes enthusiastic about econom-
ics; when he proudly explains his new application of economic reasoning; when she
decides to major in economics because of my course. These occasions generate feelings
(with less intensity) similar to my immense joy in sharing some beautiful aspect of the
world, such as the emotions of music or the pride of accomplishment, with my own chil-
dren. The gratification of teaching occurs when students rekindle their natural curiosities
to feed the appetite that curiosity creates.

Students who enroll in a principles of economics course seldom have more than the
vaguest idea of its subject, let alone why they should care about it. Many of them expect
economics to be boring and enroll in the course only to satisfy a requirement. They have
no awareness of the market, let alone any sort of awe of the market. It has never occurred
to them that our economy, without any central plan or direction, somehow coordinates
the activities of millions of people to produce efficiently the goods and services that they
want. Most students have never been exposed to the kinds of questions that economics
answers. Although the results of those questions and answers profoundly affect their
lives, they take them for granted.

Introduction to Economics inspires students not to take those results for granted but
to think like economists instead. It does so by leading them on a path of inquiry and dis-
covery, fostering the experience of its joys. Of course, the book does teach the substan-
tive results of economics, such as the effects of an increase in demand on price, for exam-
ple. More importantly, though, the book helps students acquire new skills that they can
apply in their own lives. It teaches students the answers, but first and foremost, it helps
them learn to formulate the questions. If this book accomplishes its goal, it will evoke in
students an excitement of economics and appreciation for the power of economic analy-
sis. They will share (with those of us who love economics) that “Aha!” feeling of new
discovery, and their newfound abilities to think like economists will change their lives.

Information and Analysis

The relative price of facts and analysis has changed. Since the first edition of Introduction
to Economics, the information revolution has swept our society, reducing the price of facts.
Students can obtain data at a vastly lower time cost than ever before. But facts and analy-
sis are complements. Without tools for analysis, students may drown in a sea of facts. The
widening gulf between wages of unskilled workers and wages of skilled, “knowledge work-
ers” is one outcome of the information revolution. The gulf may widen even further in com-
ing decades as the information age continues to raise the marginal product of analysis.
This second edition of Introduction to Economics reflects these changes with a fresh
focus on helping students learn how to apply economics to solve new problems and ana-
lyze new issues, ask new questions, formulate new ideas, and view old issues in new
ways. It separates explanations and examples from main points. It employs examples as
memory aids and develops applications to deepen understanding. The best way to learn
how to think analytically and apply economics is to practice, and then to practice again.
Students learn by practicing applying concepts that relate to their own daily lives and to
the greater world around them. This book provides that opportunity, and makes it both
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easier and fun. It helps students to venture beyond the description of economic models
to the uses of those models. It encourages them to explore new vistas and supports their
explorations by providing them with the maps and tools to do so.

A Personal Note

I expected to become a physicist or political scientist when I entered college in the fall
of 1969. My interest in political science sprang from my fascination with political phi-
losophy and broad social issues, but most political science courses appeared to focus
more on the institutions of government than on fundamental questions. Meanwhile, out-
side reading led me to the works of Milton Friedman, Friedrich Hayek, and Ludwig von
Mises, and inspired me to learn more economics. However, I found my introductory eco-
nomics course dry and intellectually unsatisfying. The textbook required for the course
never discussed (or even raised) the many fundamental questions to which economics
applies. Rather than show me how to apply logical reasoning, the book implied that
experts had already resolved most economic issues. It implied that these authorities
armed with technical skills could manage government policies to correct the failures of
markets and fine-tune the economy. How boring! Even if it were true (something I could
not evaluate at the time), that approach to economics rejected the joy of discovery; the
process of learning to think; the crucial ability to raise new questions.

Despite that experience, my outside reading (and some good professors in my classes
at Ohio State University) sustained my interest in economics. When I decided to pursue
economics in graduate school, I promised myself that someday I would write a better intro-
ductory economics textbook through which I could share with other people the fun and
intellectual excitement I found in economics. After getting my Ph.D. at the University of
Chicago and spending two years at UCLA, I found myself teaching a principles course at
the University of Rochester in the fall of 1979. I have taught principles every year since
then (two decades that have gone by very quickly!). The first edition of this book grew
from my attempt to fulfill my promise to myself. The second edition, which you hold in
your hands, grew from my desire to improve it. I hope you find that I have succeeded.

Applied, Analytical Approach to Macroeconomics

This book takes an applied analytical approach to macroeconomics. Students learn to
construct models, or logical stories, of the operation of the economy and the effects of
government policies. They learn how to begin with simple stories to explore key logi-
cal points, before embellishing those stories with additional features. This book begins
with a long-run, neoclassical model before adding short-run complications associated
with sticky prices. Numerous applications help to illustrate the relevance of these logi-
cal stories to real-life issues, including historical case studies as well as recent macro-
economic news stories, such as banking crises and recessions in Asia and Russia, intro-
duction to the Euro and the new European Central Bank, and Federal Reserve policies
to maintain economic growth with low inflation in the United States.

Fundamental Issues and Everyday Applications

Discussions or questions about important social and political issues appear throughout the
book, enticing students to broaden the set of questions that they ask about the world, to
understand both sides of controversial issues, and to combine economic analysis with their
own value judgments as they think about current events and fundamental social issues.
The book also strives for a real-life flavor through the use of data, examples, applications
of economics to personal and business decisions, and the extensive use of news clippings.
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Chapter-by-Chapter Changes from the First Edition

Part 1: Issues and Methods

Chapter 1 Mysteries and Motives: What Economics
Is About Chapter 1 has been rewritten to place stu-
dents directly into the center of economic analysis.
Consistent with this edition’s enhanced focus on think-
ing skills, the chapter now opens with a simple but
very important economic model of gains from trade.
The implications of this model will surprise many stu-
dents. Discussion of the model leads to a discussion of
what economics is about, with key facts about the
world economy presented in easily-digestible form and
key issues of economic analysis appearing in clear
examples.

Chapter 2 Solving Puzzles: The Methods of Eco-
nomics This revised chapter contains a new discussion
of economic models as artificial economies, similar to
simulations in computer games. The new chapter also
has more concise explanations and examples of logi-
cal fallacies.

Part 2: Fundamental Tools

Chapter 3 Let’s Make a Deal: The Gains from Trade
This substantially rewritten chapter now presents pro-
duction possibility frontiers within the chapter rather
than in an appendix. The two-student example of gains
from trade in this chapter complements the shoe-store
example of gains from trade from the beginning of
Chapter 1, and it is thoroughly integrated with the dis-
cussion of production possibility frontiers.

Chapter 4 Supply and Demand This chapter has been
streamlined for even easier reading and clarity than in
the first edition. The chapter contains a new early sec-
tion on the concept of price-taking behavior. Some
more difficult material has been omitted from this edi-
tion. (All such omitted material will be available on
the Web pages for the book for instructors who wish
to cover those more advanced topics. However, the
second edition focuses more strongly than ever on
basic skills.)

Part 3: Macroeconomics: Mysteries,
Measurement, and Models

Chapter 5 Macroeconomic Issues and Measurement
This revised introduction to macroeconomics provides
a shorter, yet more comprehensive introduction to main
concepts and issues, with the same strong real-life
focus present in the first edition. Growth rates, the rule
of 72, the circular flow, and coverage of AS/AD have

been moved to later chapters. This revised chapter has
a stronger focus on macroeconomic questions and
measurement of GDP, its components, the price level,
employment, and unemployment.

Chapter 6 Simple Economic Models of GDP, Prices,
and Employment This is an almost entirely new chap-
ter that builds a basic macroeconomic model. The chap-
ter focuses on the models as logical stories, and need
for models to think about real-life economic issues.

The chapter begins with an essay from Professor
Robert E. Lucas, Jr., “What Economists Do,” which
describes:

1. how economists think about the economy, and how
they answer “what-if” questions about the economy,
by telling logical stories (constructing models)

2. the creation of a recession in an amusement park
Next, the chapter develops a story (model) of a Robin-

son Crusoe economy to examine the factors determin-
ing real GDP. This model illustrates:

1. production functions and diminishing returns
to labor effort

2. factors that affect investment

3. real GDP as the sum of consumption and

investment

Finally, the chapter extends the model to a large num-
ber of people, like Crusoe, who trade with each other.
This extension adds two new features to the model:

1. money, with the circular flow to illustrate the
equation of exchange

2. labor markets
The chapter includes new discussions of:

1. the neutrality of money

2. why money is not neutral in Lucas’s amusement-
park model

3. labor markets, employment, and unemployment
Part 4: Savings, Investment, and Growth

Chapter 7 Interest Rates, Savings, and Investment
This chapter (formerly Chapters 7 and 8) contains an
entirely reorganized discussion of interest rates, sav-
ings, and investment, with new, streamlined discus-
sions of:
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1. the distinction between real and nominal interest
rates

2. investment decisions

3. connections between goods-market equilibrium
and loan-market equilibrium

After summarizing the basic macroeconomic model,
the chapter applies the model to answer “what-if”
questions on the effects of changes in:

1. consumer patience (or confidence)
2. technology

3. taxes

Each discussion is newly rewritten and significantly
shorter and easier.

New material includes greater emphasis on the
supply-side effects of changes in tax rates.

Chapter 8 Economic Growth This chapter has been
rewritten for greater clarity and to emphasize use of
the macroeconomic model developed in previous chap-
ters. New material includes graphs of production func-
tions to help illustrate the basic economic model of
growth and the key issue of diminishing returns.

Part 5: Inflation, Money, and Banks

Chapter 9 Inflation This streamlined chapter now
includes a focused discussion of the demand for
money, and a new section on foreign exchange rates.

Chapter 10 Money and Financial Intermediaries
This newly rewritten and reorganized chapter now
begins with the advantages of monetary exchange over
barter, followed by a streamlined discussion of the his-
tory of money. While maintaining coverage of basic
issues such as the money supply, and the role of the
banking system in the money multiplier, this edition
places a new focus on the economics of financial inter-
mediation. Recent financial crises in Asia illustrate the
connections between the banking system and GDP,
employment, and the exchange rate.

Part 6: Business Cycles

Chapter 11 Business Cycles 1: Aggregate Demand
and Supply This first of two chapters on business
cycles, substantially rewritten and shortened in this edi-
tion, introduces the AS-AD model and its applications.

Chapter 12 Business Cycles 2: Applications of
Aggregate Demand and Supply This second chapter
on the applications of the AS-AD model and the
Phillips Curve is substantially rewritten and reorga-
nized. Discussions of aggregate supply, the multiplier,
and the Phillips Curve are easier to understand. The
new chapter places greater emphasis on real-world
applications and contains increased discussion of
financial crises with applications to recent episodes in
Latin America and Asia.

Part 7: Macroeconomic Policies

Chapter 13 Monetary Policy This shorter, stream-
lined chapter includes new material on the design of
monetary systems and institutions, with applications to
the new European currency and monetary institutions
and to major monetary policy issues in Asia and else-
where (connecting these monetary-policy issues to
financial crises).

Chapter 14 Fiscal Policy This revised fiscal policy
chapter contains new applications to issues such as the
current Japanese recession, fiscal reform in Russia, and
the issue of social security that looms over official U.S.
government budget surpluses.

Part 8: Advanced Topics in Macroeconomics

Chapter 15 Financial Markets This shorter chapter
on financial markets continues to introduce key facts
and basic skills (such as reading financial news). How-
ever, this revised chapter also places a greater focus on
skills of logical thinking about financial markets.

Chapter 16 International Trade This streamlined inter-
national trade chapter is reorganized for better compre-
hension and a stronger focus on the basic principles.

Pedagogical Features
e N

In-Chapter Examples and Exercises Paired with Explanations

This book maintains a reader-friendly organization that helps students by pairing main
points with explanations and examples. This organization increases student understand-
ing by “walking” readers step-by-step through the main concepts of economics. In addi-
tion, this delivery method helps students review material with less study time. Some sec-
tions deviate from this organization, but always for a reason.

1. Personal decisions on
spending money Is it
cheaper to buy or rent?
Should you repair your
old car or buy a new one?



Main Points to Understand and Thinking Skills to Develop Sections

New to this edition, “Main Points to Understand” and “Thinking Skills to Develop” sec-
tions now appear at the beginning of every chapter. Written in an outline format, these
sections provide a quick walk-through of the chapter’s core concepts, guiding students
toward the important ideas about to be discussed.

News Clippings

The book makes extensive use of real news clippings to help students practice applying
economic principles as they read about or listen to reports of current or historical events.
The news clippings also increase student familiarity with news stories on economic top-
ics, alleviating fears that such stories are beyond their comprehension and elevating their
self-confidence not only to read but also to evaluate such stories. Chapter-by-chapter
links to late-breaking news stories can be found on the Web site for this book.

Review Questions and Thinking Exercises

“Review Questions” and “Thinking Exercises” appear at the ends of sections, not just
the ends of chapters. Some questions are mainly for review, while others require student
analysis. This placement of the questions allows students to query themselves about the
material in each section before continuing to the next. These questions and problems
cover each level of learning, helping students learn to restate main points, to work
through applications in the text and through genuinely new applications, and to apply
economics to everyday life, current events, and broad social issues. Many problems help
students learn to work with graphs (and some with numerical examples) and to state ver-
bally the conclusions of the graphical analysis.

Decision-Making and Social and Economic Issues Boxes
Many chapters also contain boxes presenting the main arguments on both sides of impor-
tant social and economic issues. The book’s strong emphasis on how economics relates
to major social issues and political debates stimulates student interest and ties econom-
ics to students’ lives. Some chapters also have boxes applying economic analysis to busi-
ness decision making or personal decision making, showing students how they can use
economics to help achieve their own goals.

Marginal “Advice” and “Making Smart Decisions” Boxes

New boxes on “Advice” and “Making Smart Decisions” appear in the margins of this
edition. The “Advice” boxes offer students helpful hints on economic reasoning and
common pitfalls. “Making Smart Decisions” boxes show students how economics can
help them in their daily lives. Marginal boxes provide students with information on how
economics can help in making predictions, diversifying risks, and making strides toward
personal improvement.

Internet References

Internet references available at the Web site for this book, http://www.dryden.com, and
at the author’s Web site, http://www.economics101.org give students the opportunity to
enhance their learning. Unlike many Internet resources that simply point to the latest
data, Internet resources for this edition guide students on how to use the information and
data. References to Internet sites that apply economic analysis supplement references to
data from government agencies, think tanks, and private industry. This book’s Internet
resources include advanced topics and additional text-related explanations and examples.

Conclusion

The concluding sections of each chapter are organized by section, making it easier for
students to identify sections that they need to reread. On a second reading, many stu-
dents will find that they can skip explanation and example sections if they already under-
stand the issues.

Preface xi

IN THE NE

PERSONAL DECIGION MAKIN

Diversifying Risks

The key to diversifying risks is to choose inv
returns move in opposite directions. An inve
versified if some of that person’s investmer
returns in those situations where her other i
vide low returns, and vice-versa. This mi:
ments protects the investor, rather like insur:
least some investments are likely to do we

Advice

Don’t make the common
mistake of thinking that
competition always creates a
winner and a loser.
Remember that both sides
win in a voluntary trade—as
Lisa and Mitch did.
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m, oy Fu,.,..,%gﬁ/lnquiries for Further Thought

35. Should the United States adopt
policies to reduce consumption spending
and increase savings? What are the
benefits and costs of a policy like this?
Why did earlier chapters imply that an
increase in savings raises productivity
and future output, while according to
this chapter, an increase in savings
reduces aggregate demand and real
GDP?

“Inquiries for Further Thought” are one of the most important features of the book. These
distinctive inquires supplement other end-of-chapter questions and problems. They chal-
lenge students to use economic analysis to formulate positions on issues of fundamental
social importance. The inquiries raise positive and normative questions on important pub-
lic issues related to economics, teaching students (a) how to raise new questions and think
about issues in new ways, (b) to distinguish between the positive and normative compo-
nents of such questions, (c) that these positive and normative components are related to
each other, (d) that economic analysis helps provide a logical way to approach many ques-
tions, and (e) that big-issue questions make economics interesting and important. The
inquiries help students practice combining economic analysis with their own values and
opinions about fundamental issues. Because most of the inquiries involve value judg-
ments, they have no “correct” answers.

Supplements

Student Study Guide

Written by John Dodge (Indiana Wesleyan), the study guide utilizes numerous strategies
for active learning and practice, thereby helping students improve their grades. Elements
of this supplement include: learning goals, key-term quizzes, true-false questions, multiple-
choice questions, fill-in-the-blank problems, priority lists of concepts, short-answer ques-
tions, and basic and advanced problems. All the problems have been checked for accuracy.

Web Sites

Located at http://www.dryden.com/econ, the Web site for the book has been newly reor-
ganized on a chapter-by-chapter basis. This new organization makes the vast and some-
times overwhelming array of resources found on the Web intelligible. Each Web chap-
ter provides a mini-learning module that students can learn from as they work their way
chapter-by-chapter through the printed textbook. The new organization also enables pro-
fessors to find more readily the material related to any particular chapter. The following
are among the teaching and learning materials that can be found on the Web site:

For Instructors and Students: For Students:
Late-breaking news articles augmenting Career listings

the textbook’s “In the News” feature Chapter summaries
Chapter-by-chapter links to economic Chapter notes

Web sites Chapter-by-chapter, automatically
An economic URL database graded, practice quizzes
Discussions of advanced topics Interactive learning graphs

“Cyber” problems

For Instructors: Glossary from the textbook

Instructor’s Manual
Overhead transparency masters
PowerPoint presentation slides

Additional resources for students are available at the author’s online site at
http://www.economics101.org

Tutorial, Analytical, and Graphical (TAG) Software

Created by Andrew Foshee (McNeese State University) and Tod Porter and Teresa Riley
(both of Youngstown University), this award-winning educational software for students
consists of extensive chapter-by-chapter tutorials. Included are practice exams, hands-on
graphic sections in which students are required to draw or adjust curves, “news” articles
with word-substitution choices to evaluate their comprehension, and an “Econoquest”
feature that requires them to solve economic problems by choosing among various eco-
nomic data tools. TAG can be obtained at no additional charge with the purchase of the



textbook from the publisher. Instructors can now customize TAG for their students, by
requesting a copy of the TAG Editing System software. This software allows them to
modify, add, and delete questions. The Dryden Press is also happy to grant permission
to instructors wishing to use the software in a lab setting.

On-Line Course Management

The Dryden Press is proud to offer a new course offering and delivery software pack-
age that helps instructors build sophisticated Web-based learning environments for their
students. This nontechnical software package can be used to create on-line courses or
simply to post office hours or materials on-line that supplement the instructor’s course.
Instructors can design their own Web sites that provide a full array of educational tools
including communication, testing, student tracking, access control, database collabora-
tion tools, on-line searching and navigation tools and much more. Instructors interested
in taking their courses to the Web can learn more about this important new resource by
contacting their Dryden Press sales representative.

PowerPoint Presentation Software

Developed by Anthony Zambelli (Cuyamaca College), this easy-to-use, overhead lecture
software has been vastly improved for the second edition, with the graphs now perfectly
replicating those found in the textbook. Professors can now edit the graphs and the text
to customize their presentations as they please. The PowerPoint presentation covers all
of the essential materials found in the book. Colorful graphs, tables, lists, and concepts
are developed sequentially at the click of the button.

Wall Street Journal Edition

Instructors can enhance the real-life applications in the text by using the special Wall Street
Journal Edition. This special edition of the textbook is the same as the standard edition
but includes a discounted ten-week subscription to the Wall Street Journal. The addition
of the Wall Street Journal to the study program of students provides a nice tie-in with the
“In the News” boxes found in the text, since new examples of economic principles can
be found in each day’s paper. Students can activate their subscriptions by simply com-
pleting and mailing the business reply card found in the back of the book. Instructors inter-
ested in finding out more about this program can contact their Dryden sales representa-
tive or simply call 1-800-782-4479 and reference the following ISBN: 0-03-021837-3.

Instructor’s Manual

This supplement contains valuable outlines, teaching tips, and answers to all of the review
questions, thinking exercises, and problems in the book. This information is also avail-
able on disk and the Web site, which allows instructors to customize their lecture notes.

Test Bank

Revised and organized by Dean Croushore (Federal Reserve Bank of Philadelphia), the
test bank contains more than 3,500 multiple-choice and critical-thinking questions. Each
question is graded by level of difficulty and all questions new to this edition are high-
lighted. All questions were checked for accuracy.

Computerized Test Bank

The test bank is available electronically in DOS, Windows and Macintosh versions. The
ExaMaster system accompanying the computerized test banks makes it easy to create
tests, print scrambled versions of the same test, modify questions, and reproduce any of
the graphing questions.

Acknowledgments

How can I begin to thank all of the people who have directly or indirectly helped me
create this book? I owe a great debt to my former teachers at the University of Chicago,
particularly Milton Friedman, George Stigler, Gary Becker, Robert Barro, Jacob Frenkel,

Preface  xiii



xiv Preface

Robert E. Lucas, Jr., Tom Sargent, and my fellow students, particularly Tom MaCurdy
and Dan Sumner. I also owe special debts of thanks to current and former colleagues,
most notably Mark Bils, John Boyd, Mike Dotsey, Jim Kahn, Steve Landsburg, and Ken
McLaughlin. I also am greatly indebted to Rao Aiyagari, Irasema Alonso, Jeff Banks, Karl
Brunner, Jeff Campbell, Stan Engerman, Lauren Feinstone, Marvin Goodfriend, Jeremy
Greenwood, Eric Hanushek, Ron Jones, Robert King, Per Krusell, Tony Kuprianov, Wal-
ter Oi, Charles Phelps, Sergio Rebelo, and Michael Wolkoff. I also owe special thanks to
Jim Irwin, Andy Atkeson, Richard Rogerson, Masao Ogaki, Belton Fleisher, Peter Rupert,
Lee Ohanian, and Craig Hakkio for their comments on parts of the book.

No successful principles of economics textbook could be written without the help
of astute reviewers. I am very much indebted to the following people for their insight-
ful recommendations, which helped me immensely to improve the second edition:

Michael P. Aarstol Benjamin J.C. Kim

University of Georgia University of Nebraska at Lincoln
Michael J. Applegate Don R. Leet

Oklahoma State University California State University at Fresno
Paul M. Comolli Larry T. McRae

University of Kansas Appalachian State University

Harry Ellis, Jr. Robert S. Rycroft

University of North Texas Mary Washington College

Soumen Ghosh Donald J. Schilling

New Mexico State University University of Missouri at Columbia
James D. Hamilton Tayyeb Shabbir

University of California at San Diego University of Pennsylvania
Charlotte Denise Hixson Stephen Shmanske

Midlands Technical College California State University at Hayward
Beth F. Ingram Christopher J. Waller

The University of lowa Indiana University

James R. Kearl
Brigham Young University

The following people contributed greatly to the development of the first edition of the text,
either as reviewers, class testers, or as focus-group participants: David Altig, Cleveland State
University; Michael Anderson, Washington and Lee University; Richard Ballman, Augus-
tana College; David Bivin, Indiana University—Purdue University, Indianapolis; David
Black, University of Toledo; Robert T. Bray, California State Polytechnic University,
Pomona; James A. Bryan, North Harris Community College; Tom Carr, Middlebury Col-
lege; John Chilton, University of South Carolina; Daniel S. Christiansen, Albion College;
Richard Claycombe, Western Maryland College; Kenneth A. Couch, Syracuse University;
Mike Dowd, University of Toledo, Swarna D. Dutt, Tulane University, Catherine Eckel, Vir-
ginia Polytechnic Institute and State University; Sharon Erenburg, Eastern Michigan Uni-
versity; Paul Farnham, Georgia State University; David Gay, University of Arkansas; Lynn
Gillette, Northeast Missouri State University; Gerhard Glomm, Michigan State University;
Stephen F. Gohmann, University of Louisville; Philip J. Grossman, Wayne State University;
Craig Hakkio, Rockhurst College; David L. Hammes, University of Hawaii at Hilo; Y.
Horiba, Tulane University; William Hunter, Marquette University; Jim Irwin, Central Michi-
gan University; Stephen L. Jackstadt, University of Alaska at Anchorage; Nasir Khilji,
Assumption College; Janet Koscianski, Shippensburg University; Carston Kowalczyk, Tufts
University; Stephen Lisle, Western Kentucky University; John Lunn, Hope College; Elaine
S. McBeth, College of William & Mary,; Catherine McDevitt, Central Michigan University;
Michael Meurer, Duke University; Joanna Moss, San Francisco State University; Norman
Obst, Michigan State University; Lee Ohanian, University of Minnesota; James A. Over-
dahl, George Mason University; Deborah J. Paige, McHenry County College; Jim Payne,



Kellogg Community College; James Price, Syracuse University; Sunder Ramaswamy,
Middlebury College; Kevin Rask, Colgate University,; John Reid, Memphis State Univer-
sity; Christine Rider, St. John's University; Jose-Victor Rios-Rull, University of Pennsylva-
nia; Peter Rupert, Federal Reserve Bank of Cleveland; Robert S. Rycroft, Mary Washing-
ton College; Michael D. Seelye, San Joaquin Delta College; Dorothy R. Siden, Salem State
College; Larry Singell, University of Oregon; David L. Sollars, Auburn University at Mont-
gomery; John C. Soper, John Carroll University; Todd P. Steen, Hope College; Michael
Taussig, Rutgers University; Abdul M. Turay, Radford University; Ivan Weinel, University
of Missouri; James N. Wetzel, Virginia Commonwealth University; Mark Wilkening, Blinn
College; Edgar W. Wood, University of Mississippi; Kakkar Vikas, Ohio State University;
Joseph A. Ziegler, University of Arkansas.

My deep gratitude goes out to the thousands of my students in introductory economics
at the University of Rochester who have helped me with this project either directly (with
comments on the manuscript) or indirectly, who have been experimental subjects in ped-
agogy, and who have helped me learn how to teach economics. I owe a great debt to all
my former teaching assistants, who have taught me new ways to teach and showed me
how to improve explanations and examples. I am also grateful to my former Ph.D. stu-
dents at the University of Rochester, from whom I have learned more than they realize.

I have been extraordinarily fortunate to work with a number of outstanding people at
The Dryden Press. I am indebted to a great team of professionals, including Gary Nelson,
Acquisitions Editor, who encouraged me to use my own judgment in this revision. Special
thanks go to Jim Patterson, Senior Project Editor; Eddie Dawson, Senior Production Man-
ager; Bill Brammer, Senior Art Director; Linda Blundell, Picture & Rights Editor; Debbie
Anderson, Product Manager; and Kimberly Powell, Manufacturing Coordinator. They all did
a terrific job attending to each and every detail necessary to turn the manuscript into a book.
The fine product before you is a testament to their expertise, ingenuity, and dedication. I
am particularly indebted to my editor, Amy Schmidt, Associate Editor, for her outstand-
ing professional work, superb advice, and sustained encouragement and support through-
out the production and revision of this book. No author could wish for a better editor.

My greatest debt is to my wife, Cindy, and my children, Gwendolyn, Madeleine,
and Rebecca, who sacrificed a lot of time with me and endured many burdens while I
worked on this book.

Alan C. Stockman

About the Author

Alan C. Stockman is the Marie Curran Wilson and Joseph Chamberlain Wilson Professor
of Economics at the University of Rochester, and Chairman of the Department of Eco-
nomics. He also serves as Research Associate at the National Bureau of Economic Research
and Consultant at the Federal Reserve Bank of Richmond. He has taught introductory eco-
nomics for two decades and has been honored for his outstanding teaching of that course.

Professor Stockman received his Ph.D. at the University of Chicago in 1978, and
has published widely in the leading professional journals, such as the Journal of Politi-
cal Economy, American Economic Review, Journal of Monetary Economics, Journal of
International Economics, and Journal of Economic Theory.

He specializes in macroeconomics and international economics, although his
research also extends to other areas such as the economics of philosophy. He serves on
editorial boards of several professional journals and presents frequent talks at universi-
ties and professional conferences around the world. In his spare time, he enjoys music,
skiing, and spending time with wife and three daughters.

Preface

Xv



CONTENTS

Chapter 1

Chapter 2

Chapter 3

Chapter 4

Preface

Preface  vii

Issues and Methods 1

Mysteries and Motives: What Economics Is About 3
Gains from Trade: A Thinking Example 3

What Economics Is About 4

Scarcity and Opportunity Cost 8

Two Types of Economic Issues 9

Coordination of Economic Decisions and Activities 10
Conclusion 14

Solving Puzzles: The Methods of Economics 17
Positive and Normative Economics 18

Models and Evidence 19

Common Logical Fallacies 25

Statistics 26

Why Economists Disagree 29

A Note on Graphs 30

Conclusion 30

Appendix: How to Use Graphs in Logical Thinking 32

Fundamental Tools 43

Let’s Make a Deal: The Gains from Trade 45

Limits and Possibilities 46

A Fable with an Economic Message 50

Efficiency from the Gains from Trade 57

Sharing the Gains from Trade 59

Competition and the Gains from Trade 62

Is Economic Efficiency Good? 62

A Note on International Trade 63

Conclusion 64

Appendix: Changing Opportunity Cost along a Curved PPF 66

Supply and Demand 69

Trading Opportunities: The Price-Taking Model 69
Introduction to Demand 70

Demand 71

Changes in Demand 76

Introduction to Supply 80

Supply 81

Changes in Supply 83

Equilibrium of Supply and Demand 86
Effects of Changes in Demand or Supply 89
Relative Prices and Nominal Prices 94
Conclusion 95

Appendix: Algebra of Equilibrium 98

xix



xx Contents

PART 3 Macroeconomics: Mysteries, Measurement, and Models 101

Chapter 5 Macroeconomic Issues and Measurement 103
Total Production of Goods and Services 104
The Economy’s Total Spending and Income 110
GDP, Employment, and Unemployment 115
Measuring the Price Level 119
Conclusion 123
Appendix: Measuring Production and Income: National Income
Accounting 125

Chapter 6 Simple Economic Models of GDP, Prices, and Employment 127
What Economists Do 128
A Very Simple Model of GDP 131
Equilibrium Employment and Unemployment 142
Conclusion 146

PART 4 Savings, Investment, and Growth 149

Chapter 7 Interest Rates, Savings, and Investment 151
Interest Rates and Loan-Market Equilibrium 152
Savings and the Supply of Loans 158
Real and Nominal Interest Rates 162
Summary of the Basic Model 167
Applying the Model 168
Conclusion 178

Chapter 8 Economic Growth 181

Basics of Growth 182

Main Facts about Economic Growth 184

Logic of Economic Growth: A Basic Model 186

Logic of Growth: Extensions 193

Social and Economic Issues: Technical Change Rearranges
Natural Resources 194

Social and Economic Issues: Will the Finite Quantity
of Natural Resources Cause Economic Growth to Slow
Down or Stop? 198

Social and Economic Issues: A Famous Bet 199

Social and Economic Issues: Externalities and Government
Policies 200

Economic Development: Growth in Less Developed Countries 201

Social and Economic Issues: Does Economic Growth
Create Problems? 202

Conclusion 206

Appendix: Mathematics of Production Functions 208



