5/25/10 8:35 AM Page iii $

Preface xv

About the Authors Xix

SECTION 1 Introduction

w CHAPTER / 3

3 .¢ THE ECONOMIC WAY OF THINKING

What? How? Who? For Whom?
Deciding What to Produce: Opportunity Cost
Deciding How to Produce: Efficiency and Entrepreneurship
Deciding Who Will Do Which Work: The Division of Labor
Deciding for Whom Goods Will Be Produced: Positive and Normative Economics 12

o D b

Coordinating Economic Choices 14
A Non-Economic Example 14
Spontaneous Order in Markets 15
The Role of Hierarchy 16

Economic Method 17
Theories and Models 17
The Use of Graphs 18
Theory and Evidence 20
Theories and Forecasts 21
Theory and Policy 22

Summary 23

Key Terms 24

Problems and Topics for Discussion 24

Case for Discussion 26
Cow Power 26

End Notes 26

Appendix to Chapter 1: Working with Graphs 29

iii



5/25/10 8:35 AM Page iv $

iv  Contents

i}{'ll H‘-f

l \| CHAPTER 2
SUPPLY AND DEMAND: THE BASICS

Demand
The Demand Curve
Shifts in the Demand Curve
Supply
The Supply Curve
Shifts in the Supply Curve
The Interaction of Supply and Demand
Market Equilibrium
Shortages
Surpluses
Changes in Market Conditions
Equilibrium as Spontaneous Order
Price Floors and Ceilings: An Application
Price Supports: The Market for Milk
Price Ceilings: The Case of Rent Control
Summary
Key Terms
Problems and Topics for Discussion
Case for Discussion
End Notes
Appendix to Chapter 2: Elasticity of Demand

SECTION 2 Microeconomics

41

42
)
#+
48
48
51
53
53
53
55
56
59
59
60
62
66
67
67
69
69
71

“ CHAPTER 3

-Id = | PRODUCTION AND COST
Costs and Profits
The Profit Motive
The Nature of Costs

Profit, Rents, and Entrepreneurship

Fixed Costs, Variable Costs, and Sunk Costs
Production and Costs in the Short Run

Production with One Variable Input in the Short Run

From Marginal Physical Product to Marginal Costs

More than One Variable Input

o

87

87
88
88
92
93
95
95
98
98



5/25/10

8:35 AM Page Vv

—p—

Contents v

A Set of Short-Run Cost Curves 99
Some Geometric Relationships 102
Long-Run Costs and Economies of Scale 103
Planning for Expansion 103
Economies of Scale 106
Summary 108
Key Terms 109
Problems and Topics for Discussion 109
Case for Discussion 111
"Tennis at the Grand Slam 111
End Notes 111
= V| CHAPTER 4 113

. J4- | SUPPLY UNDER PERFECT COMPETITION

Perfect Competition and Supply in the Short Run
The Constraints
Short-Run Profit Maximization for the Firm
Minimizing Short-Run Losses
Shutting Down to Cut Short-Run Losses
The Firm’s Short-Run Supply Curve
The Industry’s Short-Run Supply Curve
Long-Run Equilibrium Under Perfect Competition
Long-Run Equilibrium for a Competitive Firm
Industry Adjustment to Falling Demand
Industry Adjustment to Rising Demand
The Elasticity of Long-Run Supply
Market Performance Under Perfect Competition
Consumer Surplus
The Demand Curve as Willingness to Pay
Measuring the Surplus
Consumer Surplus, Producer Surplus, and Gains from Exchange
What Should Be Produced
How to Produce
Other Aspects of Market Performance
Summary
Key Terms
Problems and Topics for Discussion
Case for Discussion
Independent Truckers as a Perfectly Competitive Industry
End Notes

o

114
115
117
120
121
122
124
125
126
127
129
131
132
132
133
133
133
136
137
138
139
139
140
140
140
141



5/25/10 8:36 AM Page vi $

vi  Contents

143

Varieties of Monopoly 144
Simple Monopoly 145
Constraints Faced by Monopoly 145
Output, Price, and Marginal Revenue under Simple Monopoly 145
Finding the Point of Maximum Profit 147
Profit Maximization or Loss Minimization? 149
Profit Maximization in the Long Run 151
Long-Run Equilibrium Without Threat of Entry 152
Open Monopoly, Entrepreneurship, and Limit Pricing 153
Closed Monopoly and Rent Seeking 154
Complex Pricing Strategies 156
Price Discrimination 156
Fairness and Price Discrimination 157
Two-Part Pricing 158
Market Performance Under Monopoly 159
What to Produce: Consumer and Producer Surplus 159
How to Produce: Average ‘Iotal Cost in Monopoly Equilibrium 162
For Whom to Produce: Does Monopoly Promote Inequality? 163
A Balance Sheet 164
Summary 165
Key Terms 165
Problems and Topics for Discussion 165
Case for Discussion 166
The Postal Monopoly 166

CHAPTER 6 169

\f-‘a-_t‘ « INDUSTRIAL ORGANIZATION, MONOPOLISTIC
- COMPETITION, AND OLIGOPOLY

Market Structure in the U.S. Economy 170
Aggregate Concentration 171
Measures of Market Concentration 172
Blending Structural and Bebavioral Evidence 173
Causes of Market Concentration 174

Theory of Oligopoly: Interdependence and Collusion 177

o



5/25/10 8:36 AM Page vii $

Contents  vii

The Constraint of Oligopolistic Interdependence 178
Cartels 179
Coordination Without Collusion 181
Market Performance Under Oligopoly 185
The Theory of Monopolistic Competition 186
Profit Maximization Under Monopolistic Competition 186
The Performance of Monopolistically Competitive Industries 187
Summary 188
Key Terms 189
Problems and Topics for Discussion 189
Case for Discussion 189
All Things Begin Small 189
End Notes 190
Appendix to Chapter 6: Formal Theories of Oligopoly 191

SECTION 3 Macroeconomics

#* CHAPTER / 199
IN SEARCH OF PROSPERITY AND STABILITY

.-HI

Macroeconomics in the Long Run: Economic Growth 200
Measuring Economic Growth 201
Sources of Economic Growth 201
The Benefits and Costs of Economic Growth 204

Short-Run Macroeconomics and the Business Cycle 207
Phases of the Business Cycle 208
Employment and the Business Cycle 209

Price Stability 215
Short-Run Costs of Inflation 216
Long-Run Costs of Inflation 217
Deflation 218

Summary 220

Key Terms 220

Problems and Topics for Discussion 221

Case for Discussion 222
Unemployment and Politics 222

End Notes 222

Appendix to Chapter 7: Computation of Real Income and Price Indexes225

o



5/25/10 8:36 AM Page viii $

viii  Contents

S
= Q CHAPTER & 231

¥ THE CIRCULAR FLOW OF
INCOME AND EXPENDITURE
(PSR S
The Circular Flow 232
Gross Domestic Product, Domestic Income, and Consumption 232
Leakages and Injections in a Closed Econony 233
The Role of the Financial Sector 236
The Open Economy 237
The Balance of Leakages and Injections in an Open Econony 239
The Determinants of Planned Expenditure 239
The Components of GDP 241
Planned Versus Unplanned Expenditure 241
Consumption Expenditure 242
Planned Investment 244
Government Purchases 245
Net Exports 245
Equilibrium in the Circular Flow 246
An Expansion of Planned Expenditure 246
A Contraction of Planned Expenditure 247
The Multiplier Effect and the Business Cycle 247
Summary 248
Key Terms 249
Problems and Topics for Discussion 249
Case for Discussion 250
Excerpts fiom the Annual Report of the President’s Council of
Economic Advisers, 2007 250
End Notes 251
Appendix to Chapter 8: The Multiplier Effect 253

mu-\!

| CHAPTER 9 255

. MONEY, THE BANKING SYSTEM, AND
.~ MONETARY POLICY INSTRUMENTS

Money: What It Is and What It Does 256
Money as a Liquid Asset 256
Measuring the Stock of Money 257
Why Money Matters 258

The Banking System 259
The Bank Balance Sheet 260

Determining the Quantity of Money 261



5/25/10

8:36 AM Page ix

—p—

Contents
A Balance-Sheet View of Money 261
The Monetary Base 263
A Closer Look at Bank Reserves 263
How Banks Create Money 265
Limits to Banks’ Ability to Create Money 266
Central Banking and the Instruments of Monetary Policy 269
Open Market Operations 269
Interest Rates 272
Changes in Required-Reserve Ratios 273
Purchases and Sales of Foreign Reserves 273
Otbher Factors Affecting the Money Multiplier 274
Summary 276
Key Terms 276
Problems and Topics for Discussion 277
Case for Discussion 278
Makeshift Money in the French Colonial Period 278
End Notes 278

Appendix to Chapter 9: Understanding the Current Financial Crisis 281

ix

v/, CHAPTER 10 303

AGGREGATE SUPPLY AND DEMAND: PRICES
AND REAL OUTPUT IN THE SHORT RUN

The Aggregate Demand Curve 304
Aggregate and Market Demand Curves 304
The Slope of the Aggregate Demand Curve 306
Shifts in the Aggregate Demand Curve 308

The Aggregate Supply Curve 310
The Importance of Input Prices 310
Long-Run and Short-Run Aggregate Supply Curves 311
Shifts in the Short-Run Aggregate Supply Curve 315
Shifts in the Long-Run Aggregate Supply Curve 317

The Interaction of Aggregate Supply and Demand in the Short Run 317
Characteristics of Short- and Long-Run Equilibrium 317
Short-Run Effects of an Increase in Aggregate Demand 319
Transition to a New Long-Run Equilibrium 319
Effects of a Decrease in Aggregate Demand 321
Aggregate Supply, Demand, and the Business Cycle 323

Summary 324

Key Terms 325

Problems and Topics for Discussion 325

Case for Discussion 326

o



5/25/10 8:36 AM Page x $

x  Contents

We Weren’t Talking Revolution; We Were Tulking Fobs
Appendix to Chapter 10:
A Closer Look at Money and Aggregate Demand

326

327

CHAPTER 7 /

STRATEGIES AND

> RULES FOR MONETARY POLICY

== 3

The Limits of Fine-Tuning
The Problen of Lags
Forecasting Errors
Time Inconsistency

Policy Rules
Instruments and Targets
Monetarism: The Grandparent of Policy Rules
Inflation Targeting

Exchange Rates and Monetary Policy
The Structure of the Foreign-Exchange Market
Supply and Demand in the Foreign-Exchange Market
Central Banks and the Foreign-Exchange Market
Why Maintain an Exchange Rate Target?

Summary

Key Terms

Problems and Topics for Discussions

Case for Discussion
Is the Chinese YUAN too Weak?

End Notes

Appendix to Chapter 11: Supply and Demand for Money

335

336
336
338
340
341
342
342
344
349
349
350
352
353
355
355
355
356
356
357
359

" CHAPTER /.2
~ FISCAL POLICY

Taxes and Spending as Tools of Stabilization Policy
Using Government Purchases to Combat a Recession
Practical Problems of Implementing Fiscal Stimulus
Automatic Fiscal Policy
Cyclical and Structural Deficits
The Role of State and Local Government Budgets

The Budget Process and Policy Rules
The Federal Budgetary System

Fiscal Policy in Long-Run Perspective

365

366
366
368
372
373
375
376
376
379



5/25/10

8:36 AM Page xi

—p—

Achieving a Balanced Economy
Sustainability of the Deficit and the Debt Pyramid
Is the U.S. Budget Deficit Sustainable?
Summary
Key Terms
Problems and Topics for Discussion

Case for Discussion
Hungary: The Politics of Fiscal Lies
End Notes

Contents

379
382
385
392
393
393
393
393
394

xi

Inflation
Demand-Side Inflation
Supply-Side Inflation and Supply Shocks
Inflationary Expectations and Inflationary Recession
Hyperinflation

Deflation
Asymmetries of Demand-Side Deflation
Policies to Fight Demand-Side Deflation
Supply-Side Deflation
What to Do about Asset Price Bubbles

Summary

Key Terms

Problems and Topics for Discussion

Case for Discussion
Fapan’s Lost Decade

End Notes

397

398
398
400
402
404
408
409
412
415
420
422
423
423
424
424
425

CHAPTER /4

427

THE ECONOMICS OF CLIMATE CHANGE

& AND ENVIRONMENTAL POLICY

—

Pollution Abatement as a Problem of Scarcity
The Costs of Pollution Abatement
Marginal External Cost
The Optimal Quantity of Pollution
Problems of Measurement
Problems of Rights

Controlling Externalities Through Voluntary Exchange

o

428
428
430
430
431
434
435



5/25/10 8:36 AM Page xii $
xii  Contents
Markets Without Transaction Costs 435
Market Resolution of Externalities in Practice 436
Transaction Costs as Barriers to Voluntary Resolution of Externalities 438
Controlling Externalities Through Regulation 439
Commuand and Control 439
Emission Charges (Pollution Taxes) 440
Cap and Trade 442
Environmental Policy and Public Choice 443
Environmental Policy in a Democracy 443
Vote Trading and Special Interests 444
Summary 448
Key Terms 448
Problems and Topics for Discussion 448
Case for Discussion 449
Fill It Up with Ethanol? 449
End Notes 450
Appendix to Chapter 14: Valuing Costs and Benefits Over Time 451
%. % CHAPTER /S 455
% - = . \ GLOBAL TRADE AND TRADE POLICY
T A "
LA Y

The Theory of Comparative Advantage: Review and Extensions

Numerical Approach

Graphical Presentation

The World Production Possibility Frontier

Effects of Trade

Empirical Evidence on Comparative Advantage

Comparative Advantage with Multiple Factors of Production

The Importance of Demand

Comparative Advantage and “Competitiveness”
Trade Policy and Protectionism

Moves Toward Freer Trade since World War 11

Countertrends: The New Protectionism

Understanding Protectionism: Impacts of Trade on Income Distribution

Protectionism and Public Choice
A Race to the Bottom?
Summary
Key Terms
Problems and Topics for Discussion

Case for Discussion
WTO Ruling in Cotton Subsidy Case Makes U.S. Farmers Nervous

o

456
456
459
460
460
461
461
462
462
464
464
467
468
470
471
473
473
473
474
474



5/25/10 8:36 AM Page xiii -






