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Chapter

WHAT THIS
BOOK
ISALL ABOUT

A LOOK AHEAD

This is the chapter in which to get your bearings. As you read, keep in mind these
objectives:

(1) to get a feel for what is to come;

(2) to learn how the book is organized; and

(3) most important of all, to pick up a few study hints—you really want to pay atten-
tion to these.
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PART 1

THE
ECONOMIC
BACKGROUND

This is a book about macroeconomics, and naturally you wonder what “macro”
means. The word comes from the Greek, meaning large, and indeed macroeco-
nomics is about giant sized things such as inflation and unemployment and eco-
nomic growth. Yet microeconomics, its twin brother, is also about vast problems,
like pollution and industrial power and wealth and poverty. So the difference
between macro and micro isn’t really one of scale. It is one of approach, of per-
spective. Macro looks at problems from above, as if we were flying over the econ-
omy and looking down on its vast rivers of production or its parched areas of
unemployment. Microeconomics brings us to a different perspective, a kind of
worm’s eye view from which we examine what is going on in the economy from
the vantage point of an individual consumer or working person or business firm.

Why two perspectives? The answer is that certain kinds of problems, such
as those that we will study in this book, are best examined from a macro per-
spective,others from a micro perspective. Economic growth, for example, in-
flation or national unemployment, are issues that it is very hard to perceive, much
less grasp, from a micro view. Other issues, like the shortages or surpluses we
encounter in various markets, or the differences between individuals’ incomes,
or the effect of various kinds of taxes on people, are much easier to handle from
a micro view, and very difficult to put into focus from an Olympian macro perch.

To be an economist, therefore, you really have to study both macro- and
microeconomics. If this is your first introduction to economics, it follows that
you will be only half an economist when you have finished this book. To complete
your education, you should have a look into a text on micro to fill in the missing
places.

WHAT THIS BOOK IS ABOUT

Macroeconomics is our subject, but we are not going to jump directly into
the water. Macroeconomics is about the trajectory our economic system describes
as it moves into the future, and about certain problems it generates in the course
of its movement. Before we begin to investigate those difficulties, or even to de-
scribe that trajectory, we need to have some feel for what the economy looks
like, and some general comprehension of what it means to have it move like a
great vehicle through time.

That is what Part 1 is about. Chapter 2, “The Great Economists,” is your
first glance at the macro system itself (and at parts of the micro system, too),
gained from a look at the thought of Adam Smith, Karl Marx, and John Maynard
Keynes, the three most influential economists of our discipline. Chapter 3, “The
Trend of Things,” will then flesh out their large-scale conceptions by examining
actual trends in the American economy over the past fifty years or so. As you
watch the shape and size of the economic structure change, you will not only
get a chance to judge how accurately Smith, Marx, and Keynes foresaw the fu-
ture} but you will also gain a first acquaintance with the workings of the system
itself.

Part 2 is a switch from a study of history and of actual institutions to a study
of theory. Here in three chapters we learn the way that economists think about
their subject, whether macro or micro. Chapter 5, “Supply and Demand,” is



probably the most important chapter of Part 2: it repays thinking about, as well
as reading. Chapter 6 is a brief rundown of a few techniques of graphing and
simple mathematics that you should be familiar with.

MACRO ITSELF

Now we are ready for the main subject. Part 3 is macroeconomics proper,
from Chapter 7 through Chapter 18. You'll notice that we have cut this long part
into three subsections to make it easier to master. The first subsection, Chapters 7
through 10, introduces you to the vocabulary and definitions of gross national
product (GNP) and to the fundamental process of economic growth itself. Of
these chapters, Chapter 10, “Saving and Investment,” is crucial. Once you have
learned that, you will already have unlocked one of the central mysteries of how
the macrosystem works.

The next section takes up the different parts of GNP. In Chapters 11 through
13 we examine the flow of our national buying for consumption, the nature of the
vital activity of investment, and the controversial issues surrounding government
spending. Then, in Chapter 14, we combine the flows of consumption, invest-
ment and government spending to discover how the level of GNP is determined.

The third section of macro takes us to the most mystifiying part of econom-
ics: money. In Chapters 15 through 18 we will discover what money consists of,
how it is controlled, and the effects that it exerts on the flow of production and
the level of prices.

These step-by-step chapters have now readied us for Part 4, the most im-
portant part of the book in so far as our future is concerned. Here we examine
three major problems: inflation, unemployment, and defending the dollar. The
first two issues need no explanation. But defending the dollar? Usually this is
kept for a separate course on international economics. We think that it is no
longer possible to pretend that the United States” economy proceeds along its
trajectory solely under the influence of its domestic activities. We are inextric-
ably part of a world economy and Chapter 21 discusses some of the ways in
which our system is entangled with other capitalist systems. We think you will
find it interesting and perfectly understandable.

Finally we end on a note of history, similar to that on which we began. The
macroeconomic system whose trajectory and problems we have studied is that of
the United States; and with some institutional changes, might be that of any
advanced capitalist economy. Does our study also apply to India or Africa or
South America? We shall use our final chapter to reflect on the differences be-
tween the advanced and the backward economic systems of the world.

STUDYING ECONOMICS

Now a word about getting ready to learn the subject. Many students begin eco-
nomics with mixed feelings. On the one hand, they know it is terribly important;
on the other hand, they are sure it will be terribly difficult.

Is economics difficult? Certainly it has its areas of rough sledding—what
subject does not? But by and large, economics has acquired its reputation for
difficulty for reasons that vanish when we examine them.

5
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ECONOMIC
BACKGROUND

VOCABULARY

The first of these reasons is that economics requires a special vocabulary.
To become economists, you will have to learn at least a dozen words and phrases
that have meanings somewhat different from those of everyday usage: capital,
investment, demand, for example. You will have to master another dozen phrases
that come awkwardly to the tongue (and sometimes not at all to the mind): mar-
ginal propensity to consume is a good example.

In economics, as in French, some people acquire new words and phrases
easily, some do not; and in economics, as in French, until you can say things
correctly, you are apt to say them very wrongly. So when the text says gross
private domestic investment those are the words to be learned, not just any com-
bination of three of them because they seem to mean the same thing. Fortunately,
the necessary economic vocabulary has far fewer words than French has, and the
long and awkward phrases seem shorter and easier after you've said them a
few times.

DIAGRAMS

Associated with learning the vocabulary of economics is learning how to
draw a few diagrams. Diagrams are an immensely powerful way of presenting
many economic ideas. Far from complicating things, they simplify them enor-
mously. A supply and demand diagram makes things immediately clear in a way
that a dozen pages could not.

So you must learn to draw a few diagrams. There is a great temptation to do
so hastily, without thinking about the problem that the diagram is trying to make
clear. A little care in labeling your axes (how else can anyone know what the
diagram is about?) or in making lines tangent where they are supposed to touch,
or cross where they are supposed to intersect, will not only make the difference
between a poor grade and a better one, but will demonstrate that you truly
understand the matter being illustrated.

You will also note that throughout the book, under each figure and most
tables, there is a sentence or a paragraph which highlights the point being made.
This should help you in reviewing the material.

KEY IDEAS

Studying a vast subject requires organization. This means putting first things
first and keeping details and secondary material in the background.

We've tried to simplify the task of learning by putting a highly abbreviated
and goal-oriented “A Look Ahead” and “Looking Back™ at the beginning and at
the end of each chapter. These sections do not necessarily embrace all the vocab-
ulary or ideas in each chapter; instead they try to give you objectives to bear in
mind before starting, and summaries to collect your thoughts when you’re done.

At the end of each chapter, first read over the general review. Then look
only at “Key Concepts” to see if you can yourself reproduce that review. Lastly,
a glance at “Economic Vocabulary™ will serve as a final vocabulary test. Page
numbers follow each word for easy reference.



QUESTIONS AND EXTRA WORDS

Next, take time to answer all the questions at the ends of chapters. We have
tried to make them few and central. If your instructor assigns the Student Guide
that accompanies this text, do those problems too. There is no substitute for
working out an example or for jotting down three reasons for this, four reasons for
that. Learning is a process about which we know very little, but we do know that
the physical and intellectual act of writing (or mumbling to yourself) is much
more effective than merely thinking. Practice, as they say, makes perfect. You
might reflect on the story of the sailor on a sinking ship. When asked if he knew
how to swim, he answered, “Well, I understand the theory of it....”

Economics has to be learned by arguing about it. Therefore after many
chapters you will find a few additional pages—sometimes to add to your histor-
ical, statistical, or analytic knowledge, more often to open for your consideration
problems of public policy that are related to the issues we have studied. The
policy issues are often controversial. We hope you will worry about them—not
just read them. They are there to open debate, not close it.

ANALYSIS AND ABSTRACTION

The idea of arguing brings us to our last word of counsel. Economics, as we
have been at pains to say, is really not a hard language to learn. The key words
and concepts are not too many or too demanding; the diagrams are no more
difficult than those of elementary geometry. It is economic thinking that is hard,
in a way that may have something to do with the aura of mystery we are out
to dispel.

The hardness is not the sheer mental ability that is required. The reason
lies, rather, in g special attribute of economic thought: its abstract, analytic
character. Abstractness does not mean an indifference to the problems of the real
world. Economics is about things as real as being without work. Nevertheless, as
economists we do not study unemployment to learn firsthand about the miseries
and sufferings that joblessness inflicts. We study unemployment to understand
and analyze the causes of this malfunction of the economic system. Similarly, we
do not study monopoly to fulminate against the profiteering of greedy capitalists,
or labor unions to deplore the abuse of power by labor leaders, or government
spending to declaim against politicians. We study these matters to shed light on
their mechanisms, their reasons for being, their consequences.

There is nothing unusual in this abstract, analytic approach. All disciplines
necessarily abstract from the immediate realities of their subject matters so that
they may make broader generalizations or develop theories. What makes abstrac-
tion so difficult in economics is that the problems of the discipline are things that
bother and affect us deeply in our lives. It is difficult, even unnatural, to suppress
our feelings of approval or anger when we study the operations of the economic
system and the main actors in it. The necessary act of analysis thus becomes
mixed up with feelings of economic concern or even partisanship. Yet, unless
we make an effort to think analytically and abstractly in a detached way, we
can be no more than slaves to our unexamined emotions. Someone who knows
that corporations or labor unions or governments are “good” or “bad” does not
have to study economics, for the subject has nothing to teach such a person.
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You must, therefore, make an effort to put aside your natural partisanship
and prejudice while you study the problems of economics from its abstract,
analytic, detached perspective. After you are done, your feelings will assuredly
come back to you. No one has ever lost a sense of social outrage or social justice
by taking a course in economics. But many students have changed or modified
their preconceived judgments in one way or another. There is no escape, after
all, from living in the world as economic citizens. But there is the option of living
in it as intelligent and effective economic citizens. That is the prize we hope you
carry away from this course.



Chapter

ADAM SMITH

THE GREAT
ECONOMISTS

A LOOK AHEAD

In this chapter we shall learn something about the background of our economic
system by reviewing the ideas of three great economists: Adam Smith, the father of our
discipline: Karl Marx, its most revolutionary thinker; and John Maynard Keynes, who
developed the special perspective that has come to be called ‘“‘macroeconomics.”

As we study the works of these great economists, a few questions ought to be kept
in mind:

(1) What holds the system together and gives it “‘micro’’ order?

(2) Where is the system headed, giving it ““‘macro’’ motion?

(3) What should we do to improve the system’s operations, or what policies should
we pursue?




10

PART 1

THE
ECONOMIC
BACKGROUND

THE INVENTION OF ECONOMICS

Our modern economic system emerged over turbulent centuries of change. Within
the relatively static economic world of feudalism, a dynamic pulse began to stir
as early as the eleventh century. The rise of powerful nation-states in the six-
teenth century provided a great boost. But a fully capitalist system, knit together
by a web of transactions embracing all of society’s production and distribution,
did not emerge until early modern times when the American colonies were
being formed.

MERCANTILISM

Capitalism needed a philosophy—a reasoned explanation of how it worked.
During the seventeenth and eighteenth centuries the understanding of market
society was very imperfect. The Mercantilists, a group of British pamphle-
teers, tried to explain its workings in terms of a struggle among nations to gather
“treasure”’—gold and silver bullion. In this struggle, the Mercantilists saw mer-
chants (hence Mercantilism) playing a central role because they exported goods
that were paid for in treasure.

Mercantilist policy was therefore very simple: Let England sell as much
and buy as little abroad as possible. In that way, its national wealth would stead-
ily pile up. No mercantilist seems to have been concerned about the impossibility
of applying this philosophy to all nations. Can you see why it is impossible?

PHYSIOCRACY

In France during the eighteenth century an entirely different and equally
inadequate explanation was called Physiocracy. In many ways the French school
of ideas was the opposite of the British school. Physiocracy taught that the real
wealth of economic life was production, not gold—an important step in the right
direction. But the Physiocrats believed that production was essentially a gift of
nature (physiocracy means the order of nature), and that therefore only labor
working with nature was truly productive. Thus, whereas the Mercantilists ex-
tolled the merchants as active agents in creating national wealth, the Physiocrats
regarded them as a “sterile” class that did no more than handle the wealth pro-
duced by the agriculturalist.

Mercantilism and Physiocracy are both indispensable stepping stones on the
road to modern economics. Each yielded useful insights into the still unfinished
economic revolution. But neither made the crucial breakthrough of seeing that
the market was a system. That is, neither the Mercantilists nor the Physiocrats
saw that the market network possessed an internal guidance mechanism to keep
it on a steady course and that a society powered by the market was headed
toward a visible destination.

These crucial insights came with Adam Smith, patron saint of our discipline
and a figure of towering intellectual stature.

ADAM SMITH (1723-1790)

Adam Smith’s fame resides in his masterpiece, The Wealth of Nations, published
in 1776, the year of the Declaration of Independence. All things considered, it



